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< Abstract >

The Current State and Determinants of Foreign Portfolio

Investment

Recently, foreign portfolio investment has increased at a
rapid pace. As compared to 2001, outstanding portfolio
investment quadrupled to $48.5 trillion in 2014 to account for
about 62% of global GDP. High-income, developed countries
form major investor countries as high—-income OECD member
nations hold over 90% of portfolio investment. Those
countries also are popular destinations of portfolio investment.
About 86% of outstanding portfolio investment i1s held in
assets in high-income economies, whereas emerging markets

account for a low, albeit recently increasing, proportion.

As of the end of 2014, outstanding portfolio investment in
equity securities is estimated to reach $22 trillion, about 46%
of total outstanding portfolio investment. Foreign portfolio
investment in equities has grown rapidly at a CAGR of 11%
since 2001, with the growth being more evident among
high-income, developed countries. Meanwhile, a bias toward
home equities has been observed everywhere. Whereas
European investors tend to show a low home bias, Japan and

Korea are found to have a higher home bias.

Korea’s outward portfolio investment has been growing
more rapidly than that of developed countries. As of the end

of 2015, outstanding portfolio investment by investors




resident in Korea stood at $235.9 billion, over a 30-fold
increase from the 2001 level. Since the global financial crisis,
the public sector has led the expansion of Korean residents’
portfolio investment. As of 2014, almost 68% of Korea's
international equity investment was held by the public sector
such as pension funds, whereas the private sector’s portfolio
investment has dwindled significantly since the global financial
crisis. It is found that about 68% of portfolio investment by
Korean residents is allocated in high-income regions, with a

relatively high share being invested in the US and China.

Such a geographical pattern in portfolio investment
demonstrates that friction factors across economies still linger
despite the rapid progress in globalization. By analyzing the
determinant of international equity investment, this study
explored what factors could explain international equity
investment. For empirical analysis, [ first estimated the
gravity model with variables used as a proxy for information
and transaction costs in the existing literature to find out
whether those variables remain significant in our extended
global sample. Then, the impacts the innate nature of investor
and investee countries have on international equity investment
were estimated, with the focus on structural factors such as
population ageing, growing pension funds, etc. Also analyzed
was the determinant of risk diversification, one of the
important positive functions of international equity investment.
Lastly, I explored how those determinants are different across

regions and countries.
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Similar to the existing literature, the global sample used in
this study revealed that the major determinants to
international equity investment, such as such as economic,
social, and cultural correlations between investor and investee
countries, their financial market openness and liquidity,
investment returns and risk diversification in investment
destinations, etc., hold a statistical significance and move in
the same direction as expected. Moreover, it was estimated
that the demographic structure and the share of pension fund
assets In Investor countries are important factors behind
foreign portfolio investment. This suggests an expansion of
international equity investment by Korea, currently facing a

rapid progress in population ageing and pension fund growth.

It was found in the regional sample that determinants of
foreign portfolio investment have differences in their
statistical significance and direction across investor countries’
income levels and geographical locations. Especially,
international equity investment for the purpose of risk
diversification was found only in high-income regions and
major developed countries, whereas, contrary to expectations,
the risk diversification factor appeared to have a positive

correlation in some low-income regions.

Korea’s fast increase in international equity investment is
expected to continue going forward. Accordingly, Korea
should take the followings into account so as to fully realizing
the benefits of international equity investment in the long run.

First, it 1s necessary to induce private sector investors to

- Xil -




hold international equity investment for a longer term.
Investing in international equities seeking short—-term profits
could lead to a herding toward a specific region, which
appears to undermine the intended effect of risk
diversification among Korean investors. This requires any
policy effort related to foreign portfolio investment to induce

a long—term, well-diversified investment.

As Korea’'s recent growth in international equity
investment has been driven by the public sector, policy
measures are necessary to leverage the growth to improve
private sector capabilities for foreign portfolio investment. In
this regard, it is worth considering the case of Singapore’s
sovereign wealth fund selects an overseas external manager
under the condition that the external manager employees
Singaporean staff, with the aim to nurture private sector
capabilities. Improving capabilities of private sector financial
institutions i1s not only an important precondition to the
growth of portfolio investment, but also a crucial element
helping realize the positive function of risk diversification via
international equity investment. Hence, it appears that the
government should facilitate international equity investment
seeking to simultaneously achieve the dual goals of capability
improvement in domestic financial institutions and advancement

in the financial markets.
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Z -1> 242

log(Asset sdt) = a+ Bilog(GDP,,)+ Bylog(GDP,,)
+B3108(]Msdt)+6410g(DiStsd)+65BOTdersd (m_l)
+ 56 COlonysd + 67Languagesd + €sdt

log(Asset .4) = a+ Bilog(GDP,,) + Bylog(GDP,,)
+ B3log (UM, 4, ) + B,log(Dist,,) + B; Border,,
+ B¢ Colony,, + B; Language ., + B Liquidityy,
+ ByKopeng, + BipKopeng, + €4

(I-2)

log(Asset sdt) =g TV T ﬂllog(GDPdt )+ Bslog ([Msdt)
+ By Liquidity,, + B4 Kopeny, (m-3)
+ Byreturng, + Bgcorry, + €4

log(Asset sdt) =gt YT ﬁllog(GDP st )+ Bslog (]Msdt)

+ By Kopeng, + 3,0ver65 , + BsPensiong, + €,4 (II-4)

! Asset% FAAAT(9)H FANE=(D) T MYFAFA FAE e A Q)
o, IME ¥t FHAHZ, Diste &=t AP, Bordere ¥79 A4,
Colony‘” A2 #A|, Languages F=2 *Ecﬂoi ARE o8 Liquidity+
= FAAE %A, Kopend dld= FgAE /W%, Over6ss &)@t
a8 el H)Z, Pension al9=+ GDP tH] 047]31}4 H <

FAA (M-1)2 TEHEYANA AMEHD e 8 THHTE 233}
I Q= 7IERY Y, =3t AYE Bl FEg A HjFo] A
St e FTHRIEL A AYE Tojdr)e FHLe H npEeods
T3 Adistar 9tk Portes & Rey(2005)+= o|#dt FHWIFZ Zh=9]
AATFE(GDP)Y S=t AYE Bd AWetal Qow, Lane &

Milesi_Ferretti(2004)= =3t FA9712E He]adAHe] FEAHAS
glets MeEA ARSI o] % FE EES Rose & Spiegel (2004),
Stein & Daude(2007) & =3t S5AH Aol i AHEH L
Ak B Aol dare] FAARTY FAUYEoR FE] 909t
RE THWTE ARSIt oleh Al gzt AR - #E3HA A

01
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S

(familarity) S 743t W2 RN de] AHSHa e =1t

A7 o5 (Border), 2
5

2o guiaE xgsklt

T4 (M-2)v T 2o F5A1% #d HFE F7ke 28]
t}. Farugee et al.(2004)& SHYRH S F3l A& FAe] Adr] &
ANkH Q] Gru|E3 i F53d vES ¥ F Id5S HAFH
omw Garcia-Herrero et al.(2007)& FAWA= F8A149] F5A4S
g e]FA FAe] Fast A acloR AA st k. = Eil

FFEAYY vhEeew FxdAT W BT S84
E(Kopen), T2 = F2AAG9 f54d W(Liquidity) & 38T
A M EE Z-o]E A4(Chinn-Ito index)19E Al&3l3 o™,
A AFE Zar FAAG AZEEY b FAAG A TS AR

= = A aAaINE L AS eI APeR Qe Y=gt

g & T8 THHTY FAo| Erbseitt. wepA] ot FEE YA =
358 9 random effect) 23S T3l FHstar Atk WHH Lane &
Milesi-Ferretti(2008) < 1da¥ RS &8st FEHEPS &3
St FAE 2 FRA HeE FAsa duh &, AlW(time
varying)olA] &+ &=t #dAlE FASIL e FEHTE IAHEHE

ol Alejgt & e} Al Wge] Ao FAE = Zloth

14) Lane & Milesi_Ferretti(2008) %=t AR ITH oFE AWsi= A
HeR Gt & 79 5 e gdgo 2 e £ 15 A}

15) AAA 1820=S Ao s FgAF NAES 2438t
E A% Chinn & [to(2006) &= o] % Aztel] 93] vjd 7¥]a glom, &
Ao M= 7P H HHEXQ 20143 AFE ARESH
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<E lII-2> ddHe L8 I X
e Fa ue
cop A T AUSD)
(£#]: WDI, World Bank)
gagne TALRTY FAULTOoZRH 299
(%] Direction of Trade Statistics, IMF)
k=747 2 FALA T B3t Agd AT SR 719)
[e} 1o = =]
(£4: CEPID
A7 o] 2 FALAA G B o] 74 A A5 (Hw )
H (Z4]: http://faculty.haas.berkeley.edu/arose/RecRes.htm#Software)
g FALRES FAU RS 5 An) o o)
(ZA]: http://faculty.haas.berkeley.edu/arose/RecRes.htm#Software)
ppore  TARAII BT FE0) A o Hl
o (Z4]: http://faculty.haas.berkeley.edu/arose/RecRes.htm#Software)
e FAAG AZFEA O] Az FAAY G b5
°° (%*]: World Federation of Exchanges database)
gy BT E A%
(%4]: Chinn-Ito Index)
Pupep MSCI =718 A 49 €4 S35 d9
TEaE u

[}
@A AR AR, QEA: BN doleel s A )
FAQAT FAPGT FHNG £ E JuAS
(F4: A AXY, AEA: MSCD
FAF oyl 6541 o wFATF v F
(4 UN)

GDP tiH] & A7]= ARt vlF
(3] Nonbanking financial database, World Bank)
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54 =29 QX EZ S FA A3 2 AA8RN] #s AT
E l-4> =229 siFAFX Y20l
23 23(2) 23(3) 23(4)
GDP(s) 0.170sx 0.456 x5 0.168 s 0.499ssx
(0.0164) (0.0237) (0.0421) (0.0458)
GDP(d) 0.509ss5 0.677 s 0.989sx
(0.0136) (0.0208) (0.0388)
FIEZIES (0.0180:x 0.0328#xx 0.0132
(0.00236) (0.00707) (0.0178)
Zg  F=7hAE -0.360%x -0.392sx%
Lk (0.0346) (0.0410)
A7 0.568% 0.397x
(0.234) (0.239)
2] %] 1.229% 1.097 %
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