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Which Investors Fear Expropriation? Evidence
from Investors’ Portfolio Choices
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ABSTRACT

Using a data set that provides unprecedented detail on investors’ stockholdings, we
analyze whether investors take the quality of corporate governance into account when
selecting stocks. We find that all categories of investors (domestic and foreign, institu-
tional and small individual) who generally enjoy only security benefits are reluctant
to invest in companies with weak corporate governance. In contrast, individuals con-
nected with company insiders are more likely to invest in weak corporate governance
companies. These findings suggest that it is important to distinguish between in-
vestors who enjoy private benefits or access private information, and investors who
enjoy only security benefits.

Our investment group would never approve an investment
in a company with bad corporate governance.
U.S. investment manager,
USD 20 Billion Equity Fund
(quoted by McKinsey & Company (2003a))

The extraction of private benefits by company insiders is a well-known source
of distortion in corporate finance. A large body of theoretical and empirical
literature has shown that the quality of corporate governance, to the extent
that it affects the ease of extraction of private benefits, has real effects on
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corporate investment, cost of funds, stock returns, and company growth (see
Becht, Bolton, and Réell (2003)).

So far, the effects of weak corporate governance on investor behavior remain
relatively unexplored. There are, however, several reasons why corporate gov-
ernance may matter for an investor’s security selection. First, corporate gov-
ernance affects how a firm’s value is divided between security benefits, which
accrue to all shareholders on a pro rata basis, and private benefits, which only
a subset of shareholders with large participation or management connections
can enjoy. For instance, some investors may expect to appropriate private ben-
efits by trading at more favorable prices because they have access to private
information especially from companies with weak corporate governance. If dif-
ferent categories of investors expect different returns depending on the qual-
ity of corporate governance, they should exhibit different preferences for this
firm characteristic. Not surprisingly, anecdotal evidence shows that the qual-
ity of corporate governance affects foreign and domestic investors’ decisions
about whether or not to buy stocks in certain companies (McKinsey & Company
(2003a,b))!; yet a systematic empirical investigation does not exist.

Second, investors select stocks not only on the basis of corporate risk and
return; but they also take into account other company characteristics—which
may or may not be related to returns—such as growth prospects and their
familiarity with the nature of the business (Grinblatt and Keloharju (2001),
Huberman (2001), Kang and Stulz (1997), Falkenstein (1996)). Once again,
corporate governance may matter in this context as well, but so far there has
been no study of this relation.

In this paper, we show that investors who enjoy only security benefits are re-
luctant to hold stocks of companies for which the extraction of private benefits
is expected to be large. As a consequence, companies have a narrower share-
holder base when outside investors feel less protected. This has important im-
plications. First, as pointed out by Merton (1987), such companies’ stocks may
be undervalued because of the lack of risk sharing (and not only because outside
shareholders anticipate expropriation and discount accordingly). Second, this
can explain why share liquidity is positively related to the protection offered to
outside investors (Brockman and Chung (2003)). Finally, and most importantly,
the significant cross-country differences in the quality of corporate governance
may help explain the large cross-country dispersion in the propensity of local
households to hold stocks (Guiso, Haliassos, and Jappelli (2003)).

We explore the effects of corporate governance on investors’ decisions to hold
individual stocks and the firms’ resulting shareholder bases using a comprehen-
sive data set that provides information on almost all stockholders of companies
listed on the Swedish stock market. We investigate which investors, if any, are
less likely to invest in companies for which the controlling shareholders are not
expected to maximize security benefits. To identify the companies such that

! In particular, 63% of the investors surveyed by McKinsey & Company (2003a,b) assert that
they avoid buying stocks of companies with poor corporate governance in emerging markets and
developed economies alike.
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the interests of insiders and outsiders are misaligned, we use three alternative
proxies for corporate governance. First, following La Porta et al. (1998), and
Bebchuk, Kraakman, and Triantis (1999), we use the ratio of control to cash
flow rights of the principal shareholder; this is expected to be positively corre-
lated with the extraction of private benefits in a company and, more generally,
with a lack of monetary incentives if the principal shareholder is directly in-
volved in management or can influence managers’ policies.? Second, we use the
control premium, defined as the difference between the price per share paid for
a control block and the price quoted in the market after the sale announcement,
which directly measures private benefits of control (Dyck and Zingales (2004)).
Finally, we use a dummy variable proxying for the level of control entrenchment
in the spirit of Gompers, Ishii, and Metrick (2003).

Controlling for other possible determinants of portfolio choice and for the
supply of freely tradable shares in a company, we find that the quality of a com-
pany’s corporate governance affects the probability of investors holding shares
in that company. When a company’s corporate governance is weak, investors
who enjoy only security benefits (small domestic individual investors, insti-
tutional investors, and foreign investors) are less likely to hold shares in the
company.

Interestingly, the portfolio selection of investors who are supposedly con-
nected to company insiders—defined as both board members and large domes-
tic individual investors who hold a significant share of the control rights of at
least one listed company (without actually controlling it)—is driven by other
motives. These investors do not avoid companies with weak corporate gover-
nance, and, if anything, they are more likely to hold such companies’ stocks.

Not only are investors who enjoy only security benefits less likely to hold
stocks in companies with weak corporate governance; they also invest, on an
average, a smaller portfolio share in these companies than do investors con-
nected with company insiders. The reason for this may be that, in contrast
to small investors, individuals connected with company insiders are able to
extract private benefits or access private information. Investors who have ac-
cess to private information or who can participate in the extraction of private
benefits earn higher returns from companies with weak corporate governance.
Hence, it is optimal for these investors to invest more in firms with poor cor-
porate governance, and it is also rational for investors who enjoy only security
benefits to hold less of these stocks (see Giannetti and Koskinen (2004)).

The empirical evidence we report suggests that, indeed, different categories
of investors have rational reasons for choosing different stocks. Investors con-
nected with company insiders appear to be better informed than other in-
vestors about companies with weak corporate governance in which to invest,
and thereby earn higher returns. However, they do not appear to have an in-
formational advantage for companies with strong corporate governance. Our
results are also consistent with the findings of Gompers et al. (2003), Cremers
and Nair (2005), and Yermack (2004), who show that companies with weak

2 Faccio and Lang (2002) find that this is the case in at least 70% of Swedish companies.
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corporate governance have lower security returns than companies with strong
corporate governance.? This may explain why investors who enjoy only security
benefits are less prone to invest in companies with weak corporate governance.

Although there is clear evidence that outside investors rationally hold fewer
stocks in companies with weak corporate governance, we acknowledge that we
cannot provide a full statistical demonstration of causality as our proxies for
corporate governance may be endogenous. We present rich empirical evidence
that supports the causal interpretation, and demonstrate statistically that our
results are not due to reverse causality. The correlation between corporate gov-
ernance and investor shareholdings observed in the data could be due to outside
investors having pressed for improvements in corporate governance. However,
we find that corporate governance affects not just the stocks held in investors’
portfolios, but also the probability of new investors buying stocks in a company.
Since only earlier shareholders may have had a chance to influence corporate
policies, this allows us to conclude that, although some institutional investors
may solicit improvements in corporate governance, investors who enjoy only
security benefits avoid firms with weak corporate governance.

A second concern, common to all studies analyzing the effects of corporate
governance and ownership structure on a firm’s performance, is that both cor-
porate governance and shareholding decisions may be determined by a third
omitted factor. Although we cannot rule this possibility out, we attempt to mit-
igate these concerns by controlling for a set of company and investor charac-
teristics that is at least as extensive as in previous studies. Additionally, we
employ several proxies for corporate governance and examine their effects on
individual and aggregate investor shareholdings. More importantly, we provide
several tests of the mechanism through which corporate governance is expected
to affect investor behavior, and obtain results that support the causal interpre-
tation. Hence, we conclude that our results are unlikely to be due to an omitted
variable and, with these caveats in mind, we use causal language from the
outset of the paper.

This paper also contributes to the literature which demonstrates that in-
vestors’ preferences for stocks are not driven only by conventional proxies for
risk. Specifically, our results confirm the findings that investors are more in-
clined to invest in the stocks of large companies and of companies whose plants
are located nearby (Grinblatt and Keloharju (2001), Gompers and Metrick
(2000), Kang and Stulz (1997)). Further, we suggest that investors also take into
account corporate governance. Our findings also shed new light on the inter-
pretation of Kang and Stulz (1997) and Dahlquist and Robertsson (2001), who
show that foreign investors, like domestic institutional investors (Falkenstein
(1996)), hold disproportionately more shares in firms with large market capital-
ization. Because foreign investors are generally institutional investors, Kang
and Stulz identify an institutional investor bias in stockholdings. Although
their explanation may be complementary to ours, we find that the key difference

3 Our results are also consistent with those of Core, Guay, and Rusticus (2005), who find that
investors expect lower returns from companies with weak corporate governance.
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in investment behavior seems to be between investors who enjoy only security
benefits and those who, thanks to their connections, can also enjoy private
benefits, rather than between institutional and individual investors.

The remainder of the paper is organized as follows. Section I describes the
data and the stockholdings of different categories of investors. Section II de-
scribes the methodology. Sections III and IV present our basic results and fur-
ther supportive empirical evidence. Section V concludes.

I. Background to the Study and Data
A. The Swedish Environment

The Swedish stock market offers a unique context in which to analyze issues
related to investor behavior and corporate governance, and allows conclusions
to be drawn, which go well beyond the Swedish market. Information is avail-
able on almost all shareholders of listed companies. While this kind of share-
holder data is also available for other Scandinavian countries and is similar,
for instance, to the Finnish data used by Grinblatt and Keloharju (2000, 2001),
Sweden offers a better opportunity to identify the effects of corporate gover-
nance because the ownership structures of Swedish companies vary much more.
According to Faccio and Lang (2002), Sweden has not only the highest percent-
age of widely held firms in continental Europe, but it makes the greatest use of
dual class shares, together with pyramiding and cross-holdings. Consequently,
for a large number of listed companies, a discrepancy between the principal
shareholder’s cash flow and control rights exists, and the incentives of insiders
and outsiders are misaligned.

Although cross-sectional variation in the quality of corporate governance is
quite large, Sweden has high standards of investor protection (La Porta et al.
(1998)) and, by continental European standards, a highly capitalized stock mar-
ket (stock market capitalization to GDP in 2002 was 85% vs. 110% in the United
States and 37% in Germany). Thanks to laws that guarantee relatively high
investor protection, effective law enforcement, and wide variation in owner-
ship structure, expropriation is on an average quite limited (see Nenova (2003)
and Dyck and Zingales (2004)).# Moreover, and—we argue—for this reason,
the involvement of domestic and foreign investors in Sweden is high.? The
percentage of market capitalization held by foreign investors is comparable to
that in the United Kingdom and significantly larger than in the United States

4 The estimates of control benefits in these studies most likely provide only a lower bound. In
particular, Nenova’s (2003) sample includes only 43 Swedish companies, reported in Datastream,
which is well known to be biased toward widely held companies. This can explain why she finds
that the average control premium is only 1% in Sweden. The estimate of the control premium is
6.4% in Dyck and Zingales (2004), who use a subsample of block transactions. Rydqvist (1992)
estimates a larger control premium for dual class shares in Sweden, using the whole population
of listed companies. This is 15% on an average and significantly larger during takeover contests,
when it can reach 98%.

5 There are neither foreign equity restrictions nor limitations on the stocks that domestic finan-
cial institutions can hold.
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(International Federation of Stock Exchanges (2000)). Institutional investor
and household involvement is among the highest in Europe and is comparable
to U.S. levels, with almost 50% of stock market capitalization held by institu-
tional investors and 27% of households investing directly in the stock market
(Guiso et al. (2003)).

Although investor protection is quite strong on an average, the distortions
due to weak corporate governance and, in particular, to the separation between
control and cash flow rights appear to provoke significant agency problems.
Crongqvist and Nilsson (2003) show that the agency costs of the separation be-
tween control and cash flow rights are sizable and may reach 25% of the com-
pany’s value. These findings are not surprising given the anecdotal evidence.
For instance, Investor, the holding company of the Wallenberg family, has a
market valuation that is more than 30% lower than the market valuation of
the equity of the companies (mostly publicly traded) that it holds.

In this context, in which fear of expropriation is not so extreme as to hin-
der stock market participation, we can analyze whether different categories
of investors take corporate governance characteristics into account when they
select stocks. Most likely, our estimates provide only a lower bound for the
importance of corporate governance on shareholding decisions. The fear of ex-
propriation may have far worse consequences in environments of lower investor
protection and less effective law enforcement.

B. Data

Under Swedish law, Vardepapperscentralen AB (VPC), the Central Security
Registry, is required to publish two lists each year of all stockholders owning
more than 500 shares of Swedish listed companies.® The VPC also publishes
records for smaller stockholdings. Using these records, we obtain information
on most of the shareholders of the 354 Swedish companies listed as of June 29,
2001.7 Overall, the records provide information on the owners of 98% of the
market capitalization of Swedish publicly traded companies. For the median
company, we have information on 97.9% of the equity, and for all companies
we have information on at least 81.6% of the market capitalization. The data
set contains holdings held both directly by the owner and indirectly via bro-
kerage houses, custodian banks, etc. Moreover, we have information on foreign
shareholders of Swedish companies, including holders of American Depository
Receipts.

Using VPC data, we reconstruct the stocks controlled by a single investor
that are held directly and indirectly through other listed companies. We obtain
information on the stockholdings of an investor via trusts, foreign holding com-
panies, or private companies from SIS Agarservice AB, a Swedish company that

6 These lists are published only with a time lag and are not easily accessible to the public. Hence,
they do not allow market participants to replicate the positions of other investors.

7”We have VPC records from 1995 to 2001. Although our main analysis focuses on the June 2001
sample, we use the time-series variation of the observations to check the robustness of our results
in Section IV.
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collects information on the ultimate owners of Swedish listed companies. SIS
Agarservice not only identifies indirect holdings through trusts, holding com-
panies, and custodian banks, but also allows the shares held by family members
and other closely related owners to be grouped into a single record.® This en-
ables the identification of controlling groups and the relation of family members
to the family head. We cannot determine, however, whether shareholders are
connected by voting pacts. Nevertheless, we have access to an unprecedented
level of detail that allows us to determine who controls listed companies (see
Claessens, Djankov, and Lang (2000), Claessens et al. (2002), and Faccio and
Lang (2002) for a comparison).

Finally, we complement the information on individual stockholdings with
data on corporate return and risk characteristics from SIX Trust, which pro-
vides information on the closing prices and dividend yields of the companies
listed on the Stockholm Stock Exchange, and with accounting variables from
Market Manager. This data set also provides information on the individuals who
sit on the boards of Swedish listed companies or the most important limited li-
ability companies. We use this information to evaluate investors’ connections
with company insiders.

C. Control Structure

To proxy for the quality of corporate governance, we need a measure of an in-
sider’s ability to extract private benefits and incentives to pursue objectives that
conflict with the company’s maximization of future cash flows. We use three
alternative proxies for corporate governance. To define our main proxy, we fol-
low the existing literature (Bebchuk et al. (1999), La Porta, Lopez-de-Silanes,
and Shleifer (2002)) and assume that the quality of corporate governance cor-
relates negatively with the ratio of control to cash flow rights of the principal
shareholder; that is, the less the controlling shareholder is driven by monetary
incentives, the more likely it is that he/she will pursue interests other than
maximizing shareholder value. There is rich empirical evidence supporting this
assumption. For instance, Claessens et al. (2002), Volpin (2002), Lemmon and
Lins (2003), and Gompers, Ishii, and Metrick (2004) show that firm valuation
and returns are lower in companies in which the controlling shareholder has
more control than cash flow rights. Cronqvist and Nilsson (2003) show that
these problems are significant in Sweden as well.

The most common mechanism to enhance control rights in Sweden involves
the use of dual class shares, which deviate from the one-share-one-vote rule and
allow owners to have a larger share of control than cash flow rights. Pyramiding
and cross-holdings are also widely used, especially in medium-sized companies.
We take those into account to determine the separation between ownership and
control, as is now common in the literature (see, for instance, Claessens et al.
(2002) and Faccio and Lang (2002)).

8 See Sundin and Sundqvist (2001) for a detailed description of the methodology.
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We set the ratio of control to cash flow rights (henceforth, C/CF) equal to 1 if
all the shareholders have less than 20% of the votes. This cutoff is in line with
the earlier studies that assume that 20% of the votes suffices to ensure control.
We consider the company to be “widely held” otherwise (see, for instance, Faccio
and Lang (2002)) because in this case no one can seriously influence decisions
without facing the opposition of other stockholders. Note, however, that the
value of C/CF is not sensitive to the choice of cutoff we use.

We identify 71 controlling shareholders. C/CF is larger than 1 for 40% of the
companies. On average, it is equal to 1.88, but there is high variation and it
can be larger than 60. To avoid overemphasizing firms with extreme separation
between ownership and control, in the empirical analysis we check whether our
results hold when we use a dummy equal to 1 when C/CF is larger than 1 and
equal to 0 otherwise.

Our second proxy for corporate governance is the control premium, defined as
the difference between the price per share paid for a control block and the price
quoted in the market after the sale announcement, divided by the price quoted
in the market after the sale announcement. As suggested by Dyck and Zingales
(2004), this proxy for corporate governance may be considered preferable to the
ratio of control to cash flow rights because it is a direct measure of the extraction
of private benefits. Unfortunately, we identify block transactions for only 23 of
our sample of 354 Swedish listed companies in the 1990s. Nonetheless, we verify
how robust our results are to the use of this alternative proxy.

Finally, in the spirit of Gompers et al. (2003), we use information on the extent
to which controlling shareholders use corporate control instruments to limit
takeovers. Using data collected by Cronqvist and Nilsson (2003), we construct
a dummy variable equal to 1 if there are trading restrictions on high-voting
shares (such as preemption rights, which give the owners the option to buy back
voting shares sold by an owner to a third party), voting restrictions (which do
not allow any shareholder to vote for more than 20% of the shares represented at
the general meeting and thereby hinder takeovers), or shareholder agreements
that strictly regulate voting. The dummy is set equal to 0 otherwise.

Table I summarizes several firm characteristics and relates them to our main
proxy for corporate governance. Not surprisingly, the value of control is larger
and provisions to entrench control are more likely to be adopted in companies
in which C/CF is larger. Most importantly, excluding the top decile of compa-
nies by market capitalization, we find that companies with C/CF strictly larger
than 1 have, on average, a smaller shareholder base than other companies.
Moreover, the median number of investors in companies with weaker corpo-
rate governance is always lower. This suggests that fewer investors share the
idiosyncratic risk in companies in which agency problems are perceived to be
more severe, especially if the very largest companies are not taken into account.
Large companies appear to have fewer problems in attracting investors even
when they have weak corporate governance.

A main objection to this argument is that C/CF is correlated with other firm
characteristics that affect stockholding decisions that we do not consider here.
To address this criticism, in Panel B of Table I, we sort companies into two
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Table I
Corporate Governance and Firm Characteristics

Companies are classified according to the ratio of control to cash flow rights of the principal share-
holder (C/CF). The companies with C/CF = 1 are the ones for which the principal shareholder’s
ratio of control to cash flow rights is equal to 1. The companies with C/CF > 1 are the ones for
which the ratio is larger than 1. The control premium is defined as the difference between the price
per share paid for a control block and the price quoted in the market after the sale announcement
divided by the price quoted in the market after the sale announcement. Entrenchment of control
is a dummy variable equal to 1 if there are trading restrictions on high-voting shares, such as pre-
emption rights, voting restrictions, or shareholders’ agreements that strictly regulate how to vote,
and equal to 0 otherwise. The shareholder base is the average (median) number of investors in each
category of firms. We report the result of the Wilcoxon test for the difference of median between the
two groups. The number of companies included is 354. The control premium is available only for
23 companies. Panel B reports characteristics of the median company with C/CF = 1 and C/CF >
1. The results of the Wilcoxon test for the difference of median are reported. FREEFLOAT is the
logarithm of the firm’s free float; MKT_CAP is the logarithm of the firm’s market capitalization;
MKT_BK is the market-to-book ratio; LEVERAGE is the ratio of financial liabilities to the sum of
shareholders’ funds plus financial liabilities; BASPREAD is the bid-ask spread as a percentage
of price; DIVY is company f’s dividend yield; % HITECH FIRMS is the percentage of high-tech
firms. The high-tech sector includes hardware/software consultancy, software supply, data process-
ing, database activities, maintenance and repair of office, accounting and computer machinery, and
other computer-related activities.

Panel A: Corporate Governance and Shareholder Base

Variable C/CF=1 C/CF>1  Wilcoxon Test p-Value
Percentage of firms 60 40
Percentage of total market capitalization 41 59
Percentage of total market capitalization 58 42
(outside top decile)
Mean of control premium 0.35 7.63
Mean of entrenchment of control 0.20 0.40
Median % of the votes by top shareholder 17.29 29.22 11.82 <0.001
Shareholder base
Mean 4,116 6,260
Median 1,476 1,102 1.66 0.048
Shareholder base outside top decile
Mean 2,768 1,887
Median 1,297 908 2.53 0.006

Panel B: Corporate Governance and Other Firm Characteristics

C/CF =1 C/CF > 1
Interquantile Interquantile = Wilcoxon
Variable Median Range Median Range Test p-Value
FREEFLOAT 8.80 1.20 8.78 1.25 0.55 0.58
MKT_CAP 8.70 1.13 8.59 1.14 0.10 0.92
MKT BK 1.51 2.07 1.52 1.26 0.84 0.40
DIVY 0.00 0.03 0.02 0.05 2.54 0.01
LEVERAGE 0.04 0.44 0.14 0.57 1.37 0.17
BASPREAD 0.03 0.06 0.04 0.06 0.09 0.93

% HITECH FIRMS 19.5 10.1




1516 The Journal of Finance

groups using C/CF and analyze differences for a number of characteristics in-
cluding growth opportunities, proxied by the market-to-book ratio; market cap-
italization, which proxies for firm visibility; free float, which proxies for the
supply of shares to portfolio investors; leverage; dividend yield; the bid-ask
spread as a fraction of the stock price, which proxies for liquidity; and whether
firms belong to the high-tech sector, which might have become particularly
popular during the high-tech bubble. The only significant differences we detect
concern dividend payouts: Firms with a high C/CF seem to pay higher divi-
dends. For tax reasons, financial institutions and foreigners are expected to be
more inclined to hold stocks of firms that pay high dividends (see, for instance,
Allen, Bernardo, and Welch (2000)), which, if anything, should bias the results
against finding an effect of corporate governance on stockholding decisions.

In the econometric analysis, we control for these and other firm characteris-
tics. This reduces the risk of drawing misleading conclusions resulting from an
omitted factor correlation with corporate governance.

D. Investors’ Portfolios

To identify the effect of corporate governance on investor behavior, we need
to distinguish between investors who can enjoy private benefits and those
who cannot. Small domestic individual investors, domestic financial institu-
tions, and foreign investors are generally believed to enjoy security benefits
only. Large individual investors, in contrast, may potentially extract private
benefits and thus obtain higher returns from companies with weak corporate
governance. We focus on four groups of investors, namely, domestic individ-
ual investors, domestic financial institutions, foreign individual investors, and
foreign financial institutions.? Additionally, we separate domestic individual
investors into small and large domestic individual investors. Large investors
include domestic individual investors with more than 10% of the control rights
of at least one listed company. We exclude controlling shareholders from the
analysis.

The final data set includes 621,764 investors and contains information on
investor type (individual or financial institution), birth date of the individual
investors, company name, share class, number of shares held by each investor,
number of votes per share, three-digit zip code of the residential address for
Swedish individuals, and country of residence for foreign investors.

Table II provides summary statistics of investors’ portfolios. There is immedi-
ate evidence that investors who are expected to enjoy only security benefits hold
more stocks of companies with stronger corporate governance than do large do-
mestic individual investors. The median company held by large investors has

9 The original data set also includes domestic and foreign nonfinancial companies, domestic and
foreign governments, and Swedish individuals residing abroad, which we exclude from our analysis
for brevity and because they cannot be easily classified as insiders or outsiders. Government and
nonfinancial companies would also provide less interesting insights as they often invest for reasons
other than security or private benefits.
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a higher value of C/CF and a higher control premium. Furthermore, even if
the median of the control entrenchment dummy is equal to O for all categories
of investors, the Kolmogorov—Smirnov test allows the rejection of the null hy-
pothesis that the distribution of this variable is equal for investors who enjoy
only security benefits and large investors with a confidence level of 1%. This
suggests that investors do take corporate governance into account when they
select stocks.

It is worth noting that the median number of positions in the portfolio of small
domesticindividual investors is only one. The underdiversification of individual
investors’ portfolios may be surprising at first sight, but this well-known puzzle
is certainly not a peculiarity of Swedish investors. Blume and Friend (1975),
and more recently Kelly (1995) and Goetzmann and Kumar (2001), have doc-
umented this puzzle looking at portfolios of U.S. investors. We cannot make
any conclusive claims on the extent of portfolio diversification using our data,
because we do not have information on investors’ indirect shareholdings and
other assets. Moreover, this is beyond the scope of our paper. Our aim is to
analyze whether any categories of investors, and in particular individual in-
vestors, avoid stocks of companies whose agency problems are more severe. If
financial institutions also avoid these stocks, we can conclude that individual
investors are indeed less likely to hold stocks of companies with weak corporate
governance. If this is not true, we can only infer that individual investors hold
stocks of firms with weak corporate governance through intermediaries, which
may be more sophisticated monitors.

II. Methodology and Specification

According to the capital asset pricing model, all investors should hold the
market portfolio. However, as we already note, investors tend to underdiversify
their portfolios and hold the stocks of very few firms. In our sample, as in other
samples of U.S. investors, the portfolios of most investors consist of shares in
one company only and therefore most of the portfolio shares are equal to 1. This
implies that it is not a good strategy to use the portfolio share of individual i in
firm f to exploit individual variability in portfolio choices. Instead, it is more
informative to analyze how investors select the few companies in which they
invest. Moreover, we believe it is important to investigate the determinants of
a company’s shareholder base because this influences stock liquidity. Also, the
cost of a given amount of equity depends on the number of shareholders who
share firm risk: The larger a firm’s shareholder base, the higher its stock valu-
ation (Merton (1987)).1° Given these considerations, we design a methodology
to study how investors select companies in which to invest.!!

10 See Amihud, Mendelson, and Uno (1999), and Kadlec and McConnell (1994) for empirical
evidence.

1 In Section IV.B, we also check whether our results hold when we look at the ownership shares
of different categories of investors. This is more common in the literature, which so far has not had
access to individual data.
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Investor i’s choice can be modeled by using a binary variable, Y; r, that equals
1 if investor i holds shares in firm £ and 0 otherwise. We estimate the proba-
bility that investor i holds shares in firm £, that is, Pr(Y; = 1) using a probit
model.

Modeling the choice of whether to hold shares in firm f with a probit model
involves assumptions about the error term structure. An investor’s decision to
hold shares in firm f and /' are not likely to be independent, but rather to
be influenced by the return structure of the whole portfolio. To address this
issue, we control for variables that summarize the return structure of indi-
vidual portfolios, and allow error terms to be correlated for the observations
that pertain to the same investor. The standard errors we present are White-
corrected standard errors that allow inference in the presence of clustering and
heteroskedasticity.

Within this framework, we investigate whether investors randomly choose
a subset of firms in which to invest, given the supply of shares, or whether
they prefer to hold stocks of firms with certain characteristics. In particular,
we want to test if investor i avoids firms with weak corporate governance.

The cross-sectional variation of the observations allows us to test whether
some categories of investors are more likely to hold stocks of companies with
better corporate governance, provided that we control for other firm character-
istics potentially correlated with our proxies for corporate governance (Demsetz
and Lehn (1985)). This does not necessarily imply that these investors avoid
companies with weak corporate governance. It is also compatible with the fact
that outside investors exercise pressure to improve corporate governance. In
either case, investors would show a preference for firms with better corporate
governance, which is an informative finding in itself. Because of the nature of
our data set, we believe that our findings are most likely due to investors avoid-
ing firms with weak corporate governance. First, corporate governance can cer-
tainly be considered exogenous with respect to small individual investors, who
are unlikely to be able to affect corporate decisions. Second, although it is possi-
ble that some institutional investors lobby to obtain an improvement in corpo-
rate governance, not all institutional investors that hold stocks in a firm do so.
Since our methodology weights all observations referring to an investor—firm
pair equally, our results are unlikely to be due to a few institutional investors
influencing corporate governance as long as most investors remain passive.!?
In Section IV.C, we exploit the time-series variation of the observations and
present further tests that support our interpretation of the results.

To avoid an omitted variable bias, we control for several other firm char-
acteristics that may be correlated with the proxies for corporate governance.
Table III provides summary statistics for all the control variables included in
the econometric analysis. The set of control variables is at least as extensive

12 Note that if institutional investors have a significant impact in changing corporate governance,
we would observe at least some of them buying and holding stocks of firms with weak corporate
governance at certain points in time. Therefore, it should be more difficult to find a significant
effect of our proxy for corporate governance on the probability that institutional investors hold
stocks of a company.
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as in analogous studies of the effects of corporate governance and ownership
structure on company performance (see, for instance, Claessens et al. (2002),
Mitton (2002), Lemmon and Lins (2003), and Gompers et al. (2004)). We also
control for investor characteristics that could affect stockholding decisions. Our
control variables include:

1. The logarithm of the firm’s stock market capitalization, MKT_CAP. This
is a proxy for firm size and visibility and takes into account that investors
are more likely to hold shares in companies whose supply of shares is
larger.

2. The ratio of the stock market capitalization of the firm to its free float,
DIST_FLOAT. To obtain free float, we subtract from a company’s market
capitalization the participation of all investors who control (directly or
indirectly) more than 5% of the votes. This variable helps take into account
the fact that shares may be unavailable to portfolio investors because of
the presence of large shareholders, as Dahlquist et al. (2003) show for
foreign investors.

3. The market-to-book ratio of firm /', MKT_BK. This variable accounts for in-
vestors’ preference to invest in shares of firms with high growth prospects.

4. The current dividend yield of firm f, DIVY. This accounts for the fact that
firms paying high dividends may be more attractive to investors, as this
is a way to limit cash flow diversion. Moreover, according to theories of
tax clienteles (Allen et al. (2000)), institutional investors and foreigners
should hold more stocks in companies paying high dividends.

5. A dummy variable equal to 1 for firms with a primary listing on the Stock-
holm Stock Exchange, and equal to 0 otherwise, PRIM_LIST. This notes
that the stocks of firms on the secondary listing on the Stockholm Stock
Exchange, which was originally reserved for relatively small firms, are ex-
empt from wealth taxes (with very few exceptions). Although the different
listings are almost identical today, small investors may still consider firms
on the secondary listing to be less visible or reputable. As a consequence,
investors may avoid them despite their tax advantage.

6. A dummy for firms based in Stockholm, STOCKHOLMEF. Ceteris paribus,
firms based in the capital may be more visible to investors than firms
based elsewhere. This dummy is also interacted with a dummy equal to 1
for individual investors based in Stockholm, STOCKHOLM. This accounts
for the fact that individuals who are from different parts of the country
may reside in Stockholm and still be familiar with firms from their area
of origin.

7. The bid—ask spread of firm f, BASPREAD. This variable is calculated as
the volume-weighted average of the daily closing bid—ask spread for the
period January to June 2001. It measures the liquidity of the shares of firm
f and is important because previous studies find that investors, especially
institutional investors, are reluctant to hold shares in illiquid companies.

8. The leverage of firm f, LEVERAGE, calculated as the ratio of finan-
cial liabilities to financial liabilities plus the book value of shareholders’
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funds. This variable is a measure of long-term financial distress, which is
expected to discourage investors.

9. The beta coefficient, BETA, of the market model estimated using weekly
returns and the SIX Trust return index as the return of the market portfo-
lio. This variable measures systematic risk and has been included in pre-
vious studies (see, for instance, Kang and Stulz (1997)) because investors
who face high participation costs, in particular foreigners, are expected to
hold high-beta stocks to be exposed to market risk.

10. Firm age, AGE, measured as the logarithm of the number of months from
the IPO. This proxy for firm age is included because ownership structure
could be influenced by the firm life-cycle, and this could have an indepen-
dent effect on investor portfolio decisions.

11. Firm operating performance, measured by return on assets, ROA. The
ROA is defined as earnings before interest, taxes, depreciation, and amor-
tization over total assets.

12. The logarithm of the distance between the investor’s place of residence
and the closest establishment of the company, MINDIST. This can be cal-
culated for domestic individual investors only and is done by using the zip
codes of the location of the company’s establishments and the investor’s
residence. This is an important control variable because it has been ex-
tensively shown that investors prefer to hold stocks of firms located near
where they live (Grinblatt and Keloharju (2001), Huberman (2001)). More-
over, the distance between an investor’s residence and a company’s closest
establishment can also control for employees’ stockholdings.

13. The number of shares in the portfolio of each investor, NP. This variable
controls for the level of sophistication of the investor. Moreover, investors
with more positions are more likely to hold shares in any firm f.

14. The correlation between the monthly returns of firm f with the value-
weighted monthly return of investor i’s remaining holdings of Swedish
stocks, RHO_P_S. This correlation is computed using the returns of the
previous 36 months if available, and a shorter time period otherwise.
This variable measures the fit of the stocks of firm f to the portfolio of
investor 7.

In addition, when we use C/CF as a proxy for corporate governance, we include
a few interaction variables, namely, the interaction of the ratio of control to
cash flow rights with the ratio of market capitalization to free float, or with
the share of cash flow rights of the principal shareholder. These interaction
variables take into account the fact that the level of private benefit extraction
depends not only on C/CF, but also on the overall ownership structure. That
is, if the principal shareholder has a large part of the cash flow rights or there
are other large blockholders, the extraction of private benefits may be limited
either because the incentives of the principal shareholder are relatively more
aligned with the outside shareholders (Claessens et al. (2002)) or because other
large shareholders can monitor the principal shareholder. Furthermore, the
variable of interest is interacted with the firm’s market capitalization and a
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dummy equal to 1 for companies with a primary listing. Both variables control
for the fact that the effect of corporate governance may be more pronounced for
small firms, which are considered riskier and less visible.

In the next section, we estimate the determinants of the decision of whether
to invest in firm f, grouping investors by type. Since the data set contains more
than 200 million observations of the dichotomic variable for small domestic
individual investors, we cannot estimate the parameters of the maximum like-
lihood function pooling all observations. Instead, we estimate the equation of
interest for random subsamples of small domestic individual investors; we con-
struct random subsamples using the day of the month on which investors were
born. We present summary statistics of the estimated parameters for all the
random subsamples.

II1. Results
A. Small Domestic Individual Investors

Table IV presents regression results that link the shareholdings of small
domestic individual investors to our proxies for corporate governance. Panel A
presents detailed results for small domestic individual investors born on the
third day of the month. Summary statistics of the estimates obtained using
the other random subsamples and our main proxy for corporate governance are
presented in Panel B of Table IV. Since results are qualitatively invariant across
different random subsamples, we base our discussion on Panel A of Table IV.

According to all three proxies, a marginal improvement in a firm’s corpo-
rate governance always increases the probability of small domestic individual
investors holding stocks of that company. A marginal increase in C/CF, calcu-
lated setting all the explanatory variables equal to their mean, decreases the
probability of a small individual investor holding stocks of a firm by approxi-
mately 9 percentage points (regression 1). However, this is only a partial effect,
as we include C/CF in several interaction terms. These interaction terms sug-
gest that the negative effect of C/CF on the probability of holding shares in a
company is more pronounced for smaller companies, companies with a primary
listing, and companies with more concentrated ownership, measured alterna-
tively by the equity share of the principal shareholder (not reported) or the
share of company equity that is not part of the free float. Since by using the
share of company equity that is part of the free float and the firm market capi-
talization we control for the supply of shares, this suggests that small investors
do not perceive that the incentives of large shareholders with a large share of
cash flow rights are aligned with theirs.

The summary marginal effect of C/CF (i.e., the derivative of the probability
with respect to our main proxy for corporate governance) on the probability of
investing in a firm is only —0.59 percentage points when all the independent
variables are set equal to their mean values (the median level of the summary
marginal effects for the different random subsamples, however, is larger and
equal to —0.66 percentage points). Still, the effect on the shareholder base is
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sizable: A marginal decrease in C/CF would bring to the average company more
than 3,000 new small domestic individual investors, under the conservative as-
sumption that no new individual investor participates in the stock market.
When we exclude the companies in the top decile of market capitalization (re-
gression 2), the effect of corporate governance becomes more pronounced: A
marginal increase in C/CF decreases the probability of investing in a firm by
6 percentage points. This is consistent with the positive sign of the interaction
between market capitalization and C/CF, and confirms that weak corporate
governance affects the shareholder base, especially in small and medium-sized
companies.

The results are qualitatively similar when we use our alternative proxies
for corporate governance. Both an increase in the control premium and the
presence of charter provisions aimed to entrench control (regressions 3 and 4)
reduce the probability of an investor holding stock in a company.

We also consider different subsamples of small individual investors. Indi-
viduals who hold less diversified stock portfolios (regression 5) appear more
reluctant than diversified investors to hold stock of companies with weak cor-
porate governance (regression 6). When we consider only individual investors
with stock of more than four companies, the estimates are qualitatively similar,
but the effect of corporate governance appears weaker. The results we present
in Section IV.A suggest that this is partly due to the fact that individuals con-
nected with company insiders—who, as we show below, are more likely to hold
stock of companies with weak corporate governance—make up a larger propor-
tion of the sample when we consider diversified investors only.

The sign and significance of the control variables confirm that firm character-
istics other than risk and return are important for explaining portfolio selection.
Small domestic individual investors prefer companies that are located nearby
or located in Stockholm, most probably because they are more familiar with
these companies. Domestic individual investors also hold stocks whose returns
are highly correlated with their other stocks. This may suggest that individu-
als invest in stock of a certain sector or region with which they are more fa-
miliar (Huberman (2001)). All estimates, however, remain qualitatively invari-
ant and the effect of our corporate governance proxies becomes even stronger
when we exclude this variable (regression 7). This suggests that our findings
on the importance of corporate governance do not depend on the extent of
diversification.

B. Foreign Investors and Domestic Financial Institutions

Table V indicates that the impact of corporate governance might be even
larger for foreign individuals and financial institutions. A marginal increase
in C/CF decreases the probability of investing in a firm by 1.37 percentage
points for foreign individual investors (regression 1). The effect is comparable
for foreign financial institutions (regression 4). The results are similar for the
alternative measures of corporate governance (regressions 2, 3, 5, and 6). For-
eign investors appear even more reluctant than domestic individual investors
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to hold stock of companies with weak corporate governance when we use C/CF
or the entrenchment of control dummy as proxies for corporate governance.
However, when we use the control premium, the result is reversed.

Regarding the interaction terms in the specification using C/CF as a proxy for
corporate governance, it is worth noting that, contrary to individuals, foreign
financial institutions are less inclined to hold stock of large firms with a high
C/CF. This is very likely due to the fact that foreign financial institutions exhibit
a strong preference for large firms, as first pointed out by Kang and Stulz (1997).

In line with the findings of previous studies showing that foreign investors
want to be exposed to the local market index, we also find that foreign investors
select high-beta stocks.

Table VI (regressions 1, 2, and 3) links corporate governance and sharehold-
ings of domestic financial institutions. Not only do domestic financial insti-
tutions behave similarly to foreign financial institutions, as we would expect,
but they also appear to avoid companies with weak corporate governance to
a significantly larger extent than individual investors (domestic and foreign).
Domestic financial institutions, although not always foreign financial insti-
tutions, appear more concerned about corporate governance than individual
investors. Alternatively, domestic financial institutions may be more success-
ful than individual investors at avoiding companies with weak corporate gov-
ernance because, being more sophisticated, they are better at acquiring in-
formation on companies’ ownership structures. Interestingly, small domestic
individual investors and especially domestic financial institutions avoid com-
panies with high control premiums to a significantly larger extent than for-
eign investors. This may be because information on control block transactions
is less readily available than information on ownership structure. Therefore,
foreign investors may incorporate it to a lesser extent in their shareholding
decisions.

Overall, these results suggest that investors who are likely to enjoy security
benefits only show a preference for companies with better corporate governance.
We now analyze the portfolio choices of investors who are more likely to be
connected with company insiders, and thus more likely to enjoy private benefits.

C. Large Domestic Individual Investors

We define large domestic individual investors as investors who have at least
10% of the control rights of a company listed on the Stockholm Stock Exchange,
but we exclude observations relating to the controlling shareholder. Table VI
(regressions 4, 5, and 6) shows that large domestic individual investors are the
only category of investors for which C/CF marginally increases the probability
of investing in a firm. This result is robust to the use of alternative proxies
for corporate governance. It is also robust to controlling for the fact that these
investors may be board members of the companies in which they invest, as in
this case shareholdings may not depend on portfolio considerations. Addition-
ally, the estimates do not depend on the cutoff we use to define large investors.
The results (not reported) are invariant if we consider as large investors those
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with more than 5% of the votes in a company. Most likely, large investors do not
fear expropriation, because they are able to protect or monitor their own inter-
ests. Alternatively, they may be able to participate in the extraction of private
benefits. We explore this possibility in the next section.

Large individual investors are also exceptional in other respects. In partic-
ular, they are the only type of investors who are not attracted to more liquid
stocks and companies with large market capitalizations. To this extent, it ap-
pears that the main differences in investor behavior are between investors
who can enjoy security benefits only and those investors who, thanks to their
connections, can protect their own interests or participate in the extraction of
private benefits of control. The findings we report in the next section confirm
this conjecture.

D. Robustness

To verify the robustness of our results, we estimate a number of different
specifications that we do not report for the sake of brevity. Our findings are
not in any way the result of the fact that we interact C/CF with other firm
characteristics. If anything, the effect of corporate governance is stronger if we
include only C/CF and its interaction with the share of market capitalization
that is not part of the free float—measuring the incentive effect of ownership
concentration as in Claessens et al. (2002).

Additionally, to not overemphasize extreme values of C/CF, we use a dummy
equal to 1 when C/CF is strictly larger than 1, and equal to O otherwise, to
identify firms with weak and strong corporate governance, respectively. Again,
all the results are qualitatively unchanged.

The results are also invariant to the inclusions of 11 sectoral dummies, which
help control for the fact that ownership structure and the quality of corporate
governance may be industry-dependent. Adding a variable measuring company
returns in the preceding 6 months does not affect our results; moreover, the
coefficient is generally not significant.

Finally, we explore the importance of firm size for our results. We run all
regressions without including the top decile of companies for market capital-
ization. Again, the results are similar, and the effect of the ratio of control to
cash flow rights on the probability of not investing is larger for all categories
of investors. Conversely, if we run all regressions on a subsample of companies
with market capitalization larger than the median, we still find that investors
who are likely to enjoy security benefits only show a preference for companies
with better corporate governance. The effect is smaller, however. This also sug-
gests that the problems deriving from weak corporate governance are more
pronounced for smaller firms.

IV. Interpretation of the Results and Further Empirical Evidence
A. Investors without Fear of Expropriation

So far we show that shareholders who are more likely to enjoy security ben-
efits only avoid the stock of companies with weak corporate governance, while
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large domestic individual investors do not. Why do these categories of investors
behave differently?

We argue that, thanks to their closer connections with company insiders,
large domestic individual investors are advantaged when they invest in compa-
nies with weak corporate governance. In a small country like Sweden, control-
ling shareholders and large investors of different companies are likely to have
close interaction that enables them to share information. These connections
may benefit them in several ways. First, firms with weak corporate governance
may require more intensive monitoring; connected investors may be able to
monitor more efficiently if they have a comparative advantage in information
acquisition. Second, large investors may be able to participate in the extraction
of private benefits. Finally, connected investors, having access to more timely
information, may be able to protect their interests by trading before public an-
nouncements. The opportunity for insider trading profits seems rather likely
given that even in the United States—arguably the country in which the en-
forcement of insider trading laws is strongest—insiders are able to trade on
private information (see, for instance, Seyhun (1992) and Ke, Huddart, and
Peroni (2003)).1® The opportunity to trade on private information may be rel-
atively more valuable—or more frequent—for companies with weak corporate
governance.

In all the cases mentioned above, the returns from investing in firms with
weak corporate governance would be higher for large domestic individual in-
vestors, because they are close to company insiders.

Alternative explanations have difficulty jointly explaining the behavior of
individual investors, foreign investors, and financial institutions. For instance,
the return characteristics of stocks cannot explain our findings. According to
previous studies, the stock of companies with weak corporate governance is
expected to drop more if there is a contraction in the economy because the
extraction of private benefits may be larger during recessions, when the ex-
pected rate of return on investment falls (Johnson et al. (2000), Mitton (2002),
and Lemmon and Lins (2003)). Poorly diversified investors may avoid stocks
whose returns are lower during recessions because their other sources of income
are also negatively affected by downturns (Cochrane (1999)).14 Our corporate
governance proxy could capture the return skewness. This explanation could
be compatible with the behavior of large individual investors and diversified
small individual investors, who appear to care less about corporate governance
than do undiversified investors. Being better diversified, these investors might
be less averse to downside risk and more inclined than other small individ-
ual investors to hold stocks of companies with weak corporate governance.®
However, foreign investors are not exposed to the risk of a Swedish recession,

13 From a legal point of view, much of the information insiders can acquire does not fall under
the definition of legally material information (Seyhun (1992)). This implies that a lot of insider
trading is not prosecutable.

4 This may happen even if distortions due to weak corporate governance are correctly priced, if
marginal investors in these companies are wealthy and well diversified.

15 Returns on stocks of companies with weak corporate governance could also be less procyclical
for large investors who might be able to extract more private benefits during recessions.
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and thus should not avoid investing in companies with weak corporate gov-
ernance more than small individual investors do. In particular, although the
behavior of financial institutions may reflect the limits imposed by their corpo-
rate charter, the behavior of foreign individuals cannot easily be explained by
the characteristics of stock returns.

Second, behavioral theories, such as the fear of regret (Odean (1998)) and
the concern for fairness (Fehr and Géchter (2000)), could explain the behavior
of small domestic individual investors, but not the shareholding decisions of
domestic and foreign financial institutions.

Finally, it is hard to believe that the informational advantage of large domes-
tic individual investors derives from their being more sophisticated monitors
(meaning that they have better skills) of companies in which the incentives
of insiders and outsiders are misaligned.!® Their informational advantage—if
any—is more likely to derive from their being connected with company insiders.

To lend further support to our explanation that connections matter in port-
folio selection, we use data from Market Manager to identify small domestic
individual investors who belong to boards of Swedish listed companies or un-
listed companies with more than SEK 10,000,000 (equivalent to approximately
USD 1,500,000) in sales. In a small country like Sweden, board members of
listed and large unlisted companies are likely to have connections with com-
pany insiders and are, in this respect, very similar to large domestic individual
investors. For this reason, they may have more timely access to private infor-
mation about business plans than other market participants. This may thus
limit the extent to which they are subject to expropriation in companies with
weak corporate governance.

To test whether they behave differently from other small investors, we define
a dummy variable equal to 1 for board members and equal to 0 otherwise. We in-
teract this dummy variable with C/CF to see whether these individuals behave
differently from other small individual investors. We reestimate the probability
that individual i invests in firm f using the random sample of individuals born
on the third day of the month. In this random subsample, 1,270 individuals—
approximately 5% of the sample—are board members. We exclude the observa-
tions relating to the holdings of an individual in the company in which he/she is
a board member. As expected, we find that board members behave in the same
manner as the other domestic individuals with strong connections. As Table VII
shows, not only do they not fear expropriation, they are more likely to invest in
companies such that the extraction of private benefits is expected to be larger.
Furthermore, C/CF has an even stronger negative impact on the investment
probability of individuals who are not board members, once the behavior of
board members is taken into account.

Table VII also shows that the behavior of board members is not different
because they are better diversified than other individual investors. Besides
controlling for the number of positions in an investor’s portfolio, we run a horse
race including a dummy variable for individuals who hold stocks of five or

16 Using Finnish data, Grinblatt and Keloharju (2000) find that foreign investors are more so-
phisticated than domestic investors.
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Table VII
The Shareholdings of Board Members

The dependent variable is Y; = 0 if investor i does not invest in firm f and Y; ; = 1 otherwise.
C/CF is the ratio of control to cash flow rights of the principal shareholder. We present summary
results of two separate regressions. In the first regression, we interact C/CF and all interaction
terms in which C/CF appears in Table IV with a dummy variable equal to 1 if individual i is a board
member and equal to 0 otherwise (Board dummy). In the second regression, we interact C/CF and
all interaction terms in which C/CF appears in Table IV with the Board dummy, a dummy variable
equal to 1 if individual i holds a position in five or more firms and equal to 0 otherwise (Diversified
dummy), and the product of Board dummy and Diversified dummy. Both regressions include all
control variables included in Table IV. The regressions refer to 19,980 investors, out of whom 1,270
are board members. Estimates are obtained using a probit model. The ¢-statistics are calculated
using White-corrected standard errors. The standard errors are corrected to consider the possible
correlation of errors for the observations that refer to a given investor. We report the estimates
of the summary effects of C/CF for individuals who are board members and individuals who are
not board members in the first regression (column 1), and distinguish board members (nonboard
members) among diversified and non-diversified investors in the second regression (columns 2
and 3). The marginal effect of corporate governance when our variable of interest (say, x1) is inter-
acted with other firm characteristics (say, x2, ..., x,) is calculated as follows:

dP{Yi’f =1} BP{Yi,f =1} n BP{Yi,f =1}
= T )

k=1

dxl 3361

All marginal effects are calculated taking the mean value of the independent variables and multi-
plying them by 100. All variables are statistically significant at least at the 5% level.

Summary Effect of C/CF

All Domestic Undiversified Domestic Diversified Domestic
Individual Investors Individual Investors Only Individual Investors Only

Nonboard member —4.83 —2.89 -0.45
Board member 2.14 1.85 1.81

more companies. We then look at the effect of our main proxy for corporate
governance, distinguishing between board members and diversified investors.
It clearly emerges that board members are more likely to hold stocks of com-
panies with weak corporate governance regardless of the number of positions
in their portfolio. Similarly, diversified investors who are not board members
are less likely to hold stocks of companies with weak corporate governance, and
the effect is larger than estimated in Table IV. This suggests that the smaller
effect of corporate governance for diversified investors in Table IV is partly due
to the fact that many of them, being connected to company insiders, do not avoid
stocks of companies with weak corporate governance.!”

7" The estimated effect is still smaller for diversified investors, but this is probably due to the
fact that diversified investors who hold more stocks are more likely to invest in any firm. This does
not imply that they care about corporate governance to a lesser extent than other small domestic
individual investors. Compared to nondiversified investors, diversified investors invest 10% more
of their stock portfolios in companies with strong corporate governance. Hence, they may be more
likely to hold stocks in companies with weak corporate governance, but they invest less of their
portfolios in these companies than nondiversified investors.
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Board members who are small investors are unlikely to participate directly in
the extraction of private benefits. Supposedly, they are more likely than other
investors to hold stocks of companies with weak corporate governance because
they are able to benefit from inside information when investing in this cate-
gory of companies. Although it is difficult to establish this conjecture without
transaction data, support for this explanation does exist. We define companies
as having weak corporate governance if C/CF is larger than 1. Companies are
classified as having strong corporate governance otherwise. Board members al-
ways have higher turnover than other small domestic individual investors, but
the difference is particularly pronounced for companies with weak corporate
governance: Board members change 22% (19%) of their positions in companies
with weak (strong) corporate governance, while the other individual investors
change only 16% (17%) of their positions in companies with weak (strong) corpo-
rate governance. Although board members always trade more, suggesting that
they have more information, they appear to have a relatively stronger informa-
tional advantage for companies with weak corporate governance. The contrary
is true for small individual investors, who trade less in companies with weak
corporate governance. Not only are differences in turnover statistically signif-
icant, but they also persist after controlling for the number of positions in the
portfolio and the amount of wealth invested in stocks.

Further evidence can be found by looking at the stocks kept for at least
6 months between 1995 and 2001. It appears that board members know which
companies with weak corporate governance they need to keep in their port-
folios. As the empirical evidence on portfolio turnover suggests, their private
information appears to be valuable, especially for companies with weak cor-
porate governance. On average, board members observe a 3% higher return
than other small domestic individual investors in stocks of companies with
weak corporate governance they hold for a 6-month period. Differences are
statistically significant and, most importantly, they do not seem to be due to
board members having better skills. Board members perform more poorly than
the other small individual investors when investing in companies with strong
corporate governance. In fact, board members have a 0.5% lower average re-
turn than other small investors in the stock of companies with strong corporate
governance that they keep over the same period.!® Additionally, neither domes-
tic nor foreign financial institutions outperform board members in companies
with weak corporate governance. In particular, domestic financial institutions
have a 2% lower average return than board members in companies with weak

18 If we look separately at the returns for board members and other small individual investors for
each of the 12 6-month periods in our sample, the broad patterns are largely confirmed. Individual
investors underperform board members in selecting companies with weak corporate governance,
but not necessarily when investing in companies with strong corporate governance. Only during
part of the high-tech boom (3 out of the 12 6-month periods we observe)—when the stock market was
booming and companies with weak corporate governance, such as Ericsson, were doing particularly
well—did individual investors not underperform board members in companies with weak corporate
governance. This is consistent with the empirical evidence suggesting that private information
helps insiders—and their friends—get out while the going is good (Seyhun (1992)).



1538 The Journal of Finance

corporate governance over the same period. Hence, financial institutions are
also outperformed by board members in companies with weak corporate gov-
ernance (even though, as we would expect, they do better than the other small
individual investors). However, financial institutions outperform board mem-
bers in companies with strong corporate governance by making on an average a
1.6% higher return. This also suggests that board members do not have access
to private information where investor rights are better protected.

Our results suggest that trading based on private information may be an
important channel through which individuals connected with company insiders
earn a higher return on equity than other shareholders. Most importantly, this
possibility appears to be confined to shares in companies with weak corporate
governance. This is consistent with the findings of Grishchenko, Litov, and Mei
(2003), and Durvev and Nain (2004), who show that insider trading is more
likely in companies that do not offer strong investor protection.

Our results are also consistent with the implications of Fishman and Hagerty
(1992), who predict that financial institutions find it less profitable to acquire
information on companies in which insiders—and their friends—are able to
trade on private information. As a consequence, financial institutions invest to
a lesser extent in this category of companies, which our results confirm.

The evidence on investors’ returns also sheds light on why weak corporate
governance may affect the shareholder base of large firms to a lesser extent.
The incidence of insider trading is lower in large companies (Llorente et al.
(2002)), which for this reason may offer relatively higher returns to uninformed
investors.

B. Evidence from Investors’ Portfolio Shares

Our results show that investors who enjoy security benefits only are, ceteris
paribus, less likely to hold stocks of companies in which extraction of private
benefits is expected to be large. Of course, some investors who presumably enjoy
only security benefits end up holding stocks of companies with weak corporate
governance, but they are fewer than in similar companies with strong corporate
governance.

Besides analyzing how many investors hold stocks of companies with weak
corporate governance, it is interesting to know by how much they invest in these
companies. This is important for several reasons. First, if companies with weak
corporate governance attract fewer investors willing to invest a larger portion
of their wealth (or, at least, of their equity investment), our findings would
not have strong implications for the ability of firms to raise capital. Second,
in a study that uses foreign investors’ equity positions aggregated by country
of origin, company, and share type, Dahlquist et al. (2003) find that foreign
investors’ holdings of Swedish stocks depend on a company’s free float, which
proxies for the supply of shares to small investors. Yet, there seems to be no extra
effect deriving from a proxy for the separation of ownership and control. Their
data set includes only larger companies, and this may explain the different
results. Nevertheless, it is important to verify whether foreign investors indeed
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invest less in companies in which the controlling shareholders have weaker
monetary incentives. Finally, the analysis of this other dimension of investor
portfolios further tests the validity of the interpretation of our results.

For these reasons, in Table VIII, Panel A, we create portfolios of firms in
different size quintiles for the different categories of investors that we analyze
so far. We measure size by market capitalization. Given the holdings of a cat-
egory of investors in firms of a certain size group, we determine what share
of their holdings goes to firms with weak and strong corporate governance,
respectively. We then compare portfolio shares with the share of market capi-
talization (free float) that firms with weak corporate governance represent in
that size group, and more importantly, across different categories of investors.
Strikingly, relative to other market participants, large domestic individual in-
vestors and especially board members almost always overweight firms with a
C/CF larger than 1 with respect to both the share of market capitalization and
free float.

Conversely, with the exception of the portfolio of the largest companies, for-
eign individuals and foreign financial institutions always underweight compa-
nies with C/CF larger than 1 in comparison to the percentage of their market
capitalization (free float). This is untrue only for the portfolio of the companies
in the largest quintile because foreign individual investors overweight the 10
largest companies. Since the largest companies are a larger proportion of the
sample of Dahlquist et al. (2003), this can explain why they find that the differ-
ence between control and cash flow rights does not seem to affect the holdings
of foreign investors.1®

Domestic financial institutions generally, but not always, underweight com-
panies with a C/CF larger than 1 compared to their weight in the country’s
market capitalization (free float).

Most importantly, investors who are supposedly connected with company in-
siders (i.e., large investors and board members) are not only relatively more
often shareholders of companies with weak corporate governance; they also in-
vest a larger part of their wealth in these companies than do all other categories
of investors. In line with our previous findings, the companies that appear to
have more difficulty attracting institutional investors and, in general, investors
who enjoy security benefits only seem to be the small and medium-sized com-
panies with weak corporate governance.

Table VIII, Panel B confirms that our interpretation of the descriptive statis-
tics is robust to the inclusion of control variables.?? It shows that all categories
of investors who enjoy only security benefits hold a smaller share of stocks of
companies with weak corporate governance (only estimates based on the main
proxy for corporate governance are reported) in comparison to board members
even after controlling for firm characteristics. Only large domestic investors

19 The result that foreign investors underweight companies with a high ratio of control to cash
flow rights is confirmed by more rigorous statistical testing. In particular, after controlling for
company market capitalization and the ratio of market capitalization to free float, we find that the
ratio of control to cash flow rights significantly reduces the ownership share of foreign investors.

20 Here, also, the results are qualitatively similar if the interaction variables are omitted.
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appear to invest a larger share of their portfolio in stocks of companies with
weak corporate governance than do board members.

Among the investors who enjoy security benefits only, domestic financial
institutions—arguably the most sophisticated—avoid companies with weak
corporate governance to a greater extent (meaning that they hold lower portfo-
lio shares). Again, this is in line with our previous findings, showing that the
quality of corporate governance has a more pronounced effect on the probability
of domestic financial institutions holding shares in a company.

C. Endogeneity Problems

So far, we show that investors who are not connected with company insid-
ers hold fewer stocks of companies with weak corporate governance. As always
with nonexperimental data, it is problematic to interpret this finding as ev-
idence of causality for two reasons. First, there may be reverse causality as
active investors may affect corporate governance, instead of avoiding weak cor-
porate governance. Second, corporate governance may be correlated with an
omitted factor that affects investor behavior. In this section, we address these
two problems in turn.

Investors who enjoy security benefits only could press for improvements in
corporate governance. If so, we should observe a negative correlation between
their shareholdings and the quality of corporate governance proxies, even if
they do not avoid stocks of companies with weak corporate governance. If these
investors indeed avoid companies with weak corporate governance, we should
also observe that new investors in a firm are more likely to buy stocks of firms
with strong corporate governance as new shareholders cannot have affected
past corporate policies. Since VPC data is available as of 1995, we exploit the
time-series variation of the observations to test this implication of the causal
interpretation of our results.

We examine whether the ex ante quality of corporate governance affects the
decision to buy stocks of a firm. We look at new positions acquired between
January and June 2001. Table IX shows that a marginal improvement in C/CF
has a positive effect on the probability of investors who do not enjoy private
benefits buying stocks in a company. The effect is significant, both statistically
and economically, for all our proxies for corporate governance.?! For brevity, we
report only the estimates for our main proxy. Since new shareholders cannot
have affected past corporate policies, this provides clear evidence that some
categories of investors avoid companies with weak corporate governance.

Unfortunately, it is not possible to demonstrate that there is no omitted vari-
able bias. However, we can provide supportive empirical evidence to mitigate
concerns about this problem. First, we look at companies that abandoned or
reduced the voting rights of dual class shares. We identify only 11 companies

21 The effect of corporate governance does not appear to depend on the sample period, as the
results are qualitatively invariant if we reestimate the equation for new positions acquired be-
tween January and June 1999 (results omitted for brevity). This suggests that our results are not
determined by business cycle considerations, as the stock market was booming in 1999 and falling
in 2001.



Which Investors Fear Expropriation? 1543

Table IX
Tackling Endogeneity Problems

In the new positions regression, the dependent variable is equal to 1 if investor i acquires a new
position in firm f between January and June 2001 and is equal to 0 if investor i does not hold a
position in firm f in this period. Observations relative to positions held by investor i in January
2001 are excluded. In the holdings regression, the dependent variable is Y; ; = 0 if investor i does
not invest in firm f and Y; r = 1 otherwise. C/CF is the ratio of control to cash flow rights of the
principal shareholder. The regressions for new positions include control variables and interactions
variables used in Tables IV-VI (estimates not reported). The regressions for holdings include all
control variables included in Tables IV-VI, but C/CF is interacted only with FAMILY. FAMILY is
a dummy variable equal to 1 if the ultimate shareholder is a family and C/CF is larger than 1
and equal to 0 otherwise. In our sample, 75% of the companies with C/CF > 1 are family firms.
In the equation for new positions, domestic small individual investors include only individuals
born between the first and the fifth day of the month. In the holdings regression, domestic small
investors include only individuals born on the third of the month. Estimates are obtained using a
probit model. The ¢-statistics are calculated using White-corrected standard errors. The standard
errors have been corrected to consider the possible correlation of errors for the observations that
refer to a given investor. The marginal effect of corporate governance when our variable of interest

(say, x1) is interacted with other firm characteristics (say, xo, ..., x,) is calculated as follows:
dP{Y; =1} 0P{Y;r=1} L OP{Y; =1}
, _ , 4 ,
dxq 9x1 = d(xq2x5)

All marginal effects are calculated taking the mean value of the independent variables and multi-
plying them by 100. All variables are statistically significant at least at the 5% level.

Small Domestic Foreign Foreign Domestic
Individual Individual Financial Financial
Investors Investors Institutions Institutions

New Positions

New positions 7,554 7,860 5,461 2,696
Summary effect of C/CF —2.24 —5.88 —2.06 -1.27
Holdings
Marginal effect
C/CF 1.34 0.42 —0.02 0.47
C/CF x FAMILY —2.08 —1.56 —2.38 -1.06

for which C/CF decreases during the sample period. According to the causal
hypothesis, the shareholder base of the firms whose corporate governance im-
proves should increase more than for similar companies that did not see an
improvement in governance. If we find that, at the same time, no other charac-
teristics of these firms changed, we would have evidence that the effect of cor-
porate governance that we detect is indeed exogenous. Unfortunately, given the
small number of firms for which we observe a change in corporate governance,
we cannot make a full-fledged econometric analysis. Still, we can attempt sta-
tistical tests as follows. We look for companies that match the companies whose
control to cash flow rights ratio decreased by using the sector and the market-
to-book ratio. Then, we define a variable equal to the ratio of the number of
investors 2 years after the change in corporate governance to the number of
investors 6 months before, and compare it for the company of interest and its
matching company. We do the same for stock price, bid—ask spread, and free
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float. We find that the number of shareholders always increases more for com-
panies in which insiders’ and outsiders’ incentives become more aligned than
for the comparable companies, with a 5% level of confidence. Further, we can-
not reject the null hypothesis that stock price, bid—ask spread, and free float
vary in the same way as for the comparable companies for which corporate
governance did not improve (neither do we detect any particular change in any
of these characteristics). Hence, corporate governance does not seem to affect
the shareholder base because it changes these other firm characteristics that
investors care about.

Second, we try to test the mechanism of why corporate governance affects
investor behavior. Nonconnected investors should avoid companies with weak
corporate governance because extraction of private benefits is larger. Previ-
ous studies (see, for instance, Barclay and Holderness (1989), and Claessens
et al. (2002)) suggest that these problems are more severe for family-controlled
companies. If our proxies for corporate governance matter because they cap-
ture expected extraction of private benefits, the effect should be stronger for
family-controlled firms. If this were not the case, we should worry that cor-
porate governance indeed picks up other company characteristics. The results
reported in Table IX suggest that weaker corporate governance (only estimates
for C/CF are reported) reduces the holdings of nonconnected investors only
in family-controlled companies, supporting the mechanism behind the causal
interpretation of the results.

This empirical evidence is difficult to reconcile with hypotheses different from
the causal interpretation, especially considering that (1) we control for at least
as many firm characteristics as in the previous literature, (2) we use several
proxies for corporate governance, and (3) we find that these have similar effects
on different functional specifications (namely, the portfolio shares and the prob-
ability of holding stocks in one company). Additionally, in all the specifications
we estimate, our main results are not sensitive to the exclusion of any of the
control variables, suggesting that no omitted factor is correlated with observ-
able firm characteristics.?2 Therefore, we believe that it is highly unlikely that
an omitted factor—one that is equally correlated with our different proxies for
corporate governance in such a way as to support the mechanisms of the causal
interpretation, one that has a similar effect on the decision to buy shares in a
company and the portfolio shares of investors, and one that is not correlated
with the firm characteristics for which we control—actually exists.

V. Conclusions

This paper argues that the choices of market participants are driven, among
other reasons, by fear of expropriation. Small domestic individual investors, as

2 If unobservable firm characteristics correlated with our measures of corporate governance
drive our results, one would expect that increasing the set of unobservable characteristics by treat-
ing observable characteristics as unobservable, would have a large impact on the estimates of our
variable of interest. In fact, the estimates are almost invariant.
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well as foreign and domestic financial institutions that most likely enjoy only
security benefits of their equity participation, are reluctant to hold shares in
companies in which extraction of private benefits is expected to be large. In-
terestingly, large domestic individual investors and individuals who are board
members behave differently: They do not appear concerned about weak cor-
porate governance, and are more likely to invest in companies in which the
controlling shareholder has strong incentives to extract private benefits.

Our findings suggest that investors who enjoy security benefits only expect
lower returns from companies with weak corporate governance relative to the
risk they involve, as Gompers et al. (2003) find. For this reason, they under-
weight the stocks of these companies. Also, returns may differ across investors
because some of them, in particular, those better connected with company in-
siders, appear to know which companies with weak corporate governance to
pick. Information appears more likely to trickle down to the insiders and their
friends in companies with weak corporate governance.

While the previous literature, following Kang and Stulz (1997), highlights
the difference in investment behavior between individual and institutional in-
vestors, our results suggest that the key difference may be between investors
who, thanks to their connections, have private information on companies’ future
plans and thus enjoy private benefits, and investors who do not.

Our results point to a clear relationship between quality of corporate gover-
nance and shareholder base, and indicate the path a company should pursue if
it wishes to expand its shareholder base and raise new capital. Firms can use
corporate governance to attract shareholders in the same way as they use div-
idends to attract certain categories of investors who are relatively less taxed,
as in Allen et al. (2000).

Since in Sweden, investor protection is on the whole relatively strong, and the
level of law enforcement quite high, our estimates likely provide only a lower
bound for the influence of corporate governance on shareholding decisions. The
fear of expropriation may have much greater consequences in environments of
lower investor protection and less effective law enforcement.
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