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Abstract: 
0  We examine the effect of a country’s governance environment on the foreign investment it 

attracts. We classify countries based on the dominant mode of governance into three types: (1) 
rule-based (strong public rule of law), (2) relation-based (weak rule of law and strong infor-
mal networks), and (3) family-based (absence of both public rules and informal networks).

0  We then examine how different governance types affect foreign investment patterns among 
45 countries. Our main argument is that the choice of investment—direct or portfolio—is 
influenced by the type of property protection associated with different governance modes.

0  We find that rule-based countries attract the lowest amount of FDi relative to the total 
amount of foreign investment, and they have the largest stock market size relative to their 
economies.

0  Our study contributes to the foreign investment literature by bringing the governance envi-
ronment into the equation and more successfully explaining why some countries have rela-
tively large foreign direct investment ratios and relatively small foreign portfolio investment 
ratios.
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Introduction

Foreign investment has been an engine of economic growth in an increasingly globa-
lized world economy, and has been one of the most important subjects in the study of 
international business. scholars of international business have accumulated an expansive 
knowledge of the subject. however, there are some deficiencies in the literature. First, 
most research on foreign investment has focused on foreign direct investment (FDi), 
whereas the topic of foreign indirect investment, or foreign portfolio investment (FPi), 
has received less attention (li and Filer 2007). this leads to a second deficiency in the 
literature. the relationship between foreign direct investment and indirect investment 
has not been sufficiently examined. When the proportion of FDi as a percentage of the 
total foreign investment into a country versus the level of the rule of law of the receiving 
country is plotted, it is clear that countries with a lower level of the rule of law have a 
higher proportion of FDi (li and Filer 2007). third, the effect of governance environ-
ments that lack the rule of law has not been sufficiently examined. Recently, li and Filer 
(2007) used a relatively new framework of governance environments which classified 
countries into “rule-based” and “relation-based” environments in order to examine the 
effect of the governance environment upon the proportion of FDi. they found that in the 
incoming foreign investment, rule-based countries have a smaller proportion of FDi than 
do relation-based countries.

While li and Filer (2007) made a contribution in bringing governance environment 
into the model to predict the relative sizes of FDi and FPi, a major drawback in their gov-
ernance framework was that it was limited to two types of countries: rule-based and rela-
tion-based. as li (2009) later pointed out, the two categories were far from exhaustive. 
countries that have a strong public ordering1 (i.e. rule-based) are usually the ones with 
mature market systems and advanced democracies, such as the United states and Western 
european countries; and countries that lack public ordering and yet have extensive infor-
mal relation-based social networks include many asian countries such as china, taiwan, 
and indonesia. left unexamined in the li-Filer framework are the countries that have 
neither public ordering nor extensive informal social networks. For instance, according 
to li’s (2009) new classification, argentina, Brazil, and Russia are neither highly rule-
based nor relation-based, but belong to a category which he terms “family-based” (we 
will explain this in more detail later). Many of the least developed countries, such as some 
of the low-income african countries, may also belong to this third category. in fact, this 
group includes a large number of countries, but receives relatively little attention from 
either policy makers or scholars. More importantly, these countries can benefit signifi-
cantly from increased foreign indirect investment.

if we group foreign investment according to the updated governance classification 
of li (2009) (namely, rule-based, relation-based, and family-based), we can clearly see 
that some interesting differences exist among the three groups of countries (see table 1). 
While there is almost no difference among the three types of countries in the volume of 
FDi inflow, the variation in FDi as a proportion of total foreign investment (FDi/Fi) is 
quite obvious: the average FDi/Fi ratio of family-based countries is highest, followed 
closely by that of the relation-based countries. Overall, the FDi/Fi ratio of relation-based 
and family-based countries is almost twice that of rule-based countries.
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Why do the family-based countries attract so little indirect (portfolio) investment? the 
prior literature suggests that it is because of their low economic development level, less 
developed financial markets, their geography, and/or culture (Bhardwaj et al. 2007; Jones 
and teegen 2001; loree and Guisinger 1995). these are certainly factors to consider in 
the investor preference for FDi. But does the governance environment play a role? if the 
governance environment plays a role, how and why does it play a role?

in an attempt to fill these gaps in the literature, we adopt li’s (2009) new classification 
of governance environments to explain why some countries attract more and some attract 
less FDi.

Theory Development and Hypotheses

Mode of investment: Direct versus indirect

Foreign investment includes two categories: direct investment and portfolio investment. 
in direct investment, investors invest capital into a firm for a return on the investment and 
the right to participate in the management of the firm. in contrast, in portfolio investment, 
investors purchase securities (such as stocks and bonds) for a return on their investment. 
the management, ownership, and control is what distinguishes FDi from portfolio invest-
ment (Ball et al. 2002, p. 69). Generally, if an investor controls more than 10% of the sha-
res of a firm, it is considered direct investment (Ball et al. 2002, p. 69; hill 2003, p. 204). 
however, the line between direct and indirect investment is increasingly blurred. in the 
literature, the term “portfolio investment” is used more commonly. We use the terms 
“indirect investment” and “portfolio investment” interchangeably in this paper.

in direct investment, the investor directly oversees his/her investment; the investor 
has firsthand information on the operations and does not need to rely on financial reports 
issued by someone else, such as an accounting firm or a board in which he/she has no 
control or access. in other words, the direct investor is an “insider” of the firm. thus, in 
direct investment, the risk of being misinformed or being expropriated by other insiders 
is substantially reduced (Goldstein and Razin 2006). even in a governance environment 

Table 1: classification and comparison of foreign investment of different countries

category N    FDi ($ billions) FDi/Fi (%) FDi/GDP (%) Fi ($ billions)

Mean sD Mean sD Mean sD Mean sD

Rule-based 20 1.42 1.72 47.19 27.14 5.47 13.63 3.93 5.59

Relation-based 6 1.51 2.21 81.79 15.29 3.92 6.05 2.07 3.07

Family-based 14 1.43 2.18 86.92 19.97 4.2 9.33 1.97 3.75

Overall average 40 1.44 1.9 65.76 30 4.8 11.21 2.99 4.72

six countries, Ghana, iran, taiwan, trinidad & tobago, Vietnam, and Zambia, are excluded from 
the sample because they lack FDi data
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that lacks fair and efficient public ordering (e.g., low quality public financial information 
and weak financial regulation), an investor can still effectively protect his/her investment 
by taking private actions. Furthermore, if one has a good relationship with the political 
ruler(s), the protection can be extremely effective and favorable.

in contrast, for portfolio investments, such as buying securities (stocks and bonds) in 
the secondary markets, the investor has no direct control over his/her investment2; nor 
does he/she have firsthand information about the operations. the investor has to rely 
on publically available information, such as annual reports or brokerage firms’ recom-
mendations, to make investment decisions, thus making the investor an “outsider.” For 
such investment, the lack of a good public governance environment is especially harm-
ful. First, in societies lacking in public ordering, reliable public information tends to be 
insufficient, and general trust is usually low. there are lower accounting and auditing 
standards, and less transparent operations of publicly listed companies. What makes this 
even worse is that financial information is easily altered by insiders. second, since checks 
and balances are lacking and the press lacks freedom, a powerful dictator may manipulate 
the political system of a society with a poor public ordering, and the dictator may tend 
to view the country as his private property (Olson 1993). he may make state policies to 
favor industry leaders and businesses with whom he has strong relations. the Philippines 
under the administration of Ferdinand Marcos is a good example. Under a dictatorship 
situation like this, minority shareholders, such as indirect investors, are in a very disad-
vantageous position.

the literature on Foreign investment

Foreign direct investment has been extensively studied by international business scholars. 
they have provided many theoretical rationales for FDi, such as the costs of doing busi-
ness abroad and internalization (hymer 1960; Kindleberger 1969), the product-life-cycle 
theory (Vernon 1966), firm specific competitive advantage (Buckley and casson 1976; 
caves 1971), the “Uppsala Model” (Johanson and Vahlne 1977; Johanson and Wieders-
heim-Paul 1975), risk diversification (Rugman 1979), the eclectic paradigm (Dunning 
1980), and the liability of foreignness that highlights the MNe subsidiary’s disadvan-
tages in a host country (Kostova and Zaheer 1999; Zaheer 1995). these theories suggest 
various determinants of potential FDi patterns such as country-level determinants (e.g., 
economic and political stability, host government policies, market size, gross domestic 
product, cultural distance, tax rates, wages, corruption, and production and transportation 
costs (hofstede 1980; Nigh 1985; Root and ahmed 1979), industry-level determinants 
(e.g., sales growth, asset intensity, growth in the number of firms (luo 2001), and firm- 
level determinants (e.g., knowledge protection, global integration, host country expe-
rience (luo 2001).

in this paper, we focus on the effects of socioeconomic and political factors on the 
patterns of FDi, especially the effect of the macro environment. One of the main foci 
in the literature is on how different governance environments, such as the legal system, 
affect the willingness of investors to invest and the protection of their investments. la 
Porta et al. (1998) found that countries with better legal systems tend to have a smaller 
number of diversified investors. english and Moore (2002) found that a firm’s stock value 
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was negatively affected by the announcement of its foreign investment in a country with 
ambiguous property rights. Globerman and shapiro (2003) found that governance infra-
structure—including the nature of the legal system—is an important determinant of FDi. 
specifically, more impartial and transparent legal systems and a better protection of prop-
erty rights attract more FDi. Quizi (2007) found that economic freedom is a significant 
and robust determinant of FDi. Kapuria-Foreman (2007) found that increasing the protec-
tion of property rights, reducing government intervention, and lowering barriers to capital 
flows and foreign investment are likely to increase FDi. seyoum and Manyak (2009) 
connected the presence of transparency to an inward flow of FDi. they found that both 
private and public transparency have a positive influence on inward FDi.

While most studies found that good institutions or democratic institutions would 
increase FDi, and that weak institutions impede FDi (Busse and hefeker 2007; Jensen 
2008; Mehic et al. 2009; seyoum 2009), many other scholars question this, for example, 
“china attracts massive FDi despite global media spotlighting its institutional infirmities” 
(Fan et al. 2009).

still others believe that the influence of institutions on FDi flows is contingent. For 
example, li and Resnick (2003) argued that democratic institutions have conflicting 
effects on FDi flows. On the one hand, democratic institutions hinder FDi inflows by lim-
iting the oligopolistic or monopolistic behavior of multinational enterprises, facilitating 
indigenous businesses’ pursuit of protection from foreign capital, and constraining host 
governments’ ability/desire to offer generous financial and fiscal incentives to foreign 
investors. On the other hand, democratic institutions promote FDi inflows because they 
tend to ensure more credible property rights protection, thus reducing risks and transac-
tion costs for foreign investors. hence, the net effect of democracy on FDi inflows is 
contingent on the relative strength of these two competing forces. ali et al. (2010) found 
that institutions do not have a significant impact on FDi in the primary sector, but that 
institutional quality matters for FDi in manufacturing, and particularly in the services 
sector. Baird (2010) found that the quality of the state’s governance infrastructure signals 
an investment-friendly environment and attracts FDi.

Pajunen (2008) used a methodological approach of fuzzy-set analysis to analyze why 
countries with different degrees of membership in different institutional constraints either 
attract or do not attract FDi. his findings show that institutional factors have diverse 
influences. similar institutions may even be associated with different outcomes if differ- 
ent regional categories of countries are examined. countries may be neither attractive nor 
unattractive depending upon the presence or absence of a single institutional factor.

although these studies examined how different governance environments affect the 
FDi patterns, they still did not directly address the relationship between direct and indi-
rect investment. three studies provided some insight into these issues. itay and Razin 
(2005) found that there is a higher ratio of FDi to FPi in developing countries relative 
to developed countries. they argue that the hands-on nature of FDi investors enables 
them to obtain special information about the operations of the firm. albuquerque (2003) 
argued that in developing countries, due to the poor enforcement of financial contracts, 
indirect investment is more vulnerable to expropriation3; and that FDi usually has a large 
component of intangible assets (know-how and technology) that is harder to seize, mak-
ing it more difficult to expropriate than FPi. li and Filer (2007) are among the first to 
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examine the effect of governance environment on the variation in FDi and FPi. they used 
a framework of rule-based versus relation-based governance environments and found that 
in countries with a weak, rule-based governance environment, investors prefer direct to 
indirect investment, because the former can be better protected by private means.

Our study builds upon li and Filer’s (2007) study and uses the newer framework 
of governance environment developed by li (2009), distinguishing not only rule-based 
and relation-based environments, but also environments that are neither rule-based nor 
relation-based. We use this new framework to examine the effect of the three types of 
environments on the variation in foreign investment flows, and we believe that this new 
framework can help to explain the puzzle of why some countries attract more FDi while 
others attract more FPi.

Governance environments

We define governance as “a mechanism people use to protect their interests in social and 
economic exchanges” (li and Filer 2007). From the institutional perspective, when actors 
(people or firms) select a governance mechanism to protect their interests, they need to 
take social conditions into consideration. in societies with fair, open, and effective legal 
systems, actors resort to the courts or public arbitration for a ruling if disputes arise. On 
the other hand, if the law is biased and the judges are corrupt, then people will be less 
likely to choose the public rules as a means of settling disputes. they will instead tend to 
seek private means to resolve exchange disputes. this institutional environment is called 
the “governance environment.” this governance environment is “the set of political, eco-
nomic, and social institutions that facilitate or constrain the choice of governance mecha-
nisms” in a society (li and Filer 2007, pp. 82). like the legal tradition of a country (la 
Porta et al. 1998), the governance environment is a result of the political and economic 
evolution of a country.

li et al. (2004) classified the governance environment of countries into two categories 
based on how people protect their property rights and contracts—rule-based and relation-
based governance environments.

A Rule-Based Governance Environment

in most developed societies, firms and individuals generally rely on public rules—laws 
and government regulations—to resolve disputes and enforce rights and contracts. this 
reliance on public ordering is called a rule-based environment. a rule-based governance 
environment is defined by the following conditions: the public rules governing economic 
exchanges (such as laws, state policies, and regulations) are made in a just and fair way; 
rule-making, rule-adjudication, and rule-enforcement are separated in function; rule- 
enforcement is unbiased and efficient; and the public information infrastructure (such 
as accounting, auditing, and financial rating) is highly reliable, transparent, and accu-
rate. therefore, a well-functioning rule-based system requires a large investment in legal 
infrastructure, including a law-making body, a court system, and a credible and powerful 
enforcement arm, all of which are costly and time-consuming to build. this environment 
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is more conducive to trade and prosperity because it reduces the marginal transaction 
costs per exchange and promotes impersonal exchange (North 1990, 2005).

a good example of a rule-based governance society is the United states. the United 
states has a three-branch rule-making, rule-adjudication, and rule-enforcement govern-
ment. First, it has a well-established law-making body, the congress, an election system 
which selects all representatives in all fifty states, and an infrastructure that supports the 
operations of the law-making in congress. the public rules such as laws, state policies, 
and regulations governing economic exchanges are made fairly. second, it has an autono-
mous and well-functioning court system ranging from the local courts to the supreme 
court. to support the court system, it has an efficient education system which trains a 
large number of judges, lawyers and other legal workers with high professional and ethi-
cal standards. third, it has a law enforcement branch—the executive branch of the gov-
ernment, including a professional police force. Rule-enforcement is fair and efficient. in 
addition, the public information infrastructure such as accounting, auditing, and financial 
rating is highly reliable and accurate. Because of these conditions, citizens and organiza-
tions in the society rely predominantly on public ordering in governing transactions (li 
2009).

A Relation-Based Governance Environment

in contrast, a relation-based society is defined by the following characteristics: public 
rules (laws, government policies, and government regulations) are less fair; there are 
no checks and balances between separate legislative, judiciary, and executive branches 
of the government; courts and judges are controlled by a ruler or small elite; and public 
information is controlled by the state and is not trustworthy. it is vital to a relation-based 
society that there be closely knit informal networks. People tend to use these personal 
networks to protect themselves and to settle disputes. Because business can be conducted 
and governed efficiently by well-functioning social networks maintained by private play-
ers, the relation-based governance system does not incur the large fixed costs compared 
with the cost structure of the rule-based system. this environment is more restrictive for 
trade, and can diminish the potential prosperity by increasing the marginal transactions 
costs per exchange, and restricting impersonal exchange (North 1990, 2005).

For example, in thailand, a relation-based society, there exists a class of powerful 
businessmen called “chao pho,” or godfather (Phongpaichit and Baker 2000). they “cul-
tivate close links with local officialdom…to secure the licenses, permits, land deeds,…,to 
corner the lucrative government contracts” (p. 37). these godfathers also provided “some 
measure of security, justice…more speedily and more accessibly than officialdom.” 
“Whenever these [ordinary] people have any problems they go to the chao pho” (p. 47). 
similar private social networks have also existed in Malaysia. historically, because the 
government was unable to provided many public services, residents, especially the chi-
nese there, began to form “sherh-hui-tarng,” commonly known as “secret societies,” to 
help each other in political, economic, and legal matters (siaw 1983) (pp. 108–111). Viet-
nam, as a seasoned business writer summed up, relied on an “informal system of rule by 
people, rather than rule by law…” (hiebert 1996) (p. 80). (li 2009, pp. 8).
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this two-mode governance framework is relatively concise (Judge and li 2007), and 
it has begun to be used by scholars in social sciences and business management. Politi-
cal economists have used the framework to analyze patterns of economic development  
and china’s transition to a market economy (Bathgate et al. 2006), as well as trade expan-
sion and contract enforcement (Dixit 2009a, b; lu 2011), and alternative governance 
systems in industries (Diederen et al. 2004).

in business and management studies, researchers have used this and other related 
frameworks to study contract enforcement (Zhou and Poppo 2010), hiring practices (sue-
chan and Dasborough 2006), expatriate manager performance (claus et al. 2011), the 
governance of incomplete markets (li et al. 2010), the use of relationships in business 
(Bickenbach and liu 2010), the distribution of shareholdings (Gilson 2007), the govern-
ance of state-owned firms (hua et al. 2006), and unethical marketing practices  (Marta 
and singhapakdi 2005). in information systems and accounting, the framework has been 
used to study the use of information and communication technology (Mitra 2009) and 
XBRl (a web-based real time business reporting language) adoption intentions of manag-
ers (Pinsker 2008). in international business studies, scholars have used the framework 
to study currency forecasts and capital budgeting (alon and Drtina 2006), market size 
evaluation (alon 2006), and FDi flows (seyoum 2009; seyoum and Manyak 2009).

however, li and Filer (2007) realized that many societies do not have extensive infor-
mal social networks to support a relation-based system, thus lumping all non-rule-based 
societies into the relation-based group is not correct. they modified li et al. (2004) notion 
of a relation-based system by using the term “private ordering” “to describe the opposite 
of a rule-based governance system,” for “‘private ordering’ is less restrictive than ‘rela-
tion-based’ in the sense that private ordering includes all types of non-public ordering” 
(li and Filer 2007). li (2009) further articulated this idea and used the term “family-
based” to describe the non-rule-based societies that do not rely on an extensive informal 
social network (li 2009). the key concept that helps develop this distinction is trust.

Broadly speaking, there are two types of trust according to whom people trust: gen-
eralized trust and particularized trust. Generalized trust refers to confidence or faith in 
most people, including strangers. Particularized trust refers to confidence only in specific 
people who are close. When people do not have too much faith in strangers, they rely on 
people they know well, such as family members or close friends. such trust is called par-
ticularized trust. scholars of trust generally believe that a high level of generalized trust 
serves as the foundation for mature democracies (rule-based societies). Non-democratic 
societies (non-rule-based societies) usually lack generalized trust and tend to rely on par-
ticularized trust (Bjørnskov 2006; Uslaner 2002).

People place different levels of particularized trust in different people, depending upon 
the relationship. the highest level of trust is usually placed on the direct members of the 
family—spouse, parents, and children. the next circle tends to include relatives such as 
in-laws, cousins, and other close kin. Friends, neighbors and co-workers form a third 
circle.

Particularized trust in a society that goes beyond family members and extends to sec-
ond and third circles (neighbors, friends, and friends’ friends) is called extended particu-
larized trust. On the other hand, if people trust no one but themselves and their family 
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members (with no choice), this narrow particularized trust is called nuclear particular-
ized trust, borrowed from the sociological term “nuclear family”.

the existence of extended particularized trust indicates the existence of extended 
informal social networks (li 2009). in china, for example, friends and friends’ friends 
are knitted into extended social networks by a guanxi culture. People rely on guanxi, 
or such extended informal social networks, to conduct business and to protect property 
rights. thus, countries having a relatively high level of extended particularized trust are 
relation-based. correspondingly, countries that associated with nuclear particularized 
trust are family-based.

A Family-Based Governance Environment

this governance type refers to societies in which both effective public ordering and 
extensive informal network are lacking. they have a low level of generalized trust and 
also a low level of particularized trust. People and firms predominantly resort to family 
members (nuclear particularized trust) to protect their interests in social and economic 
exchanges. Because of this environment, impersonal exchange is expected to be the most 
restrictive, and thus the potential prosperity is diminished by the increasing marginal 
transactions cost per exchange (North 1990, 2005).

the Philippines under the administration of former President Ferdinand Marcos was 
a good example. Many industries were controlled by either Marcos himself, or his close 
friends or family members. it was very difficult for outsiders to enter this circle or do 
business with circle insiders. For example, in the cigarette industry, two companies were 
headed by Marco’s friends. One company, the Philippine tobacco Filters corporation, 
was owned by his close friend, herminio Disini. another company, Fortune tobacco, 
was owned by another Marcos ally, lucio tan. in 1975, Marcos imposed a 100% import 
duty on all cigarette filters. But these two companies were allowed a 90% duty reduction. 
through this way, Marcos and his associates monopolized the cigarette industry. it was 
almost impossible for other tobacco companies to compete with these two firms because 
of their special duty reduction.

similarly in the sugar industry, all sugar exports were monopolized by the Philip-
pine exchange company in 1974, which was headed by Marcos’s college friend Robert 
Benidicto. Benidicto monopolized the domestic sugar market with support from Marcos 
and subsidies from state funds. sugar farmers and producers knew that Benidicto ben-
efited greatly from the margin between domestic prices and international prices, but they 
could do nothing about it.

in the 1970s, Marcos imposed a tax on all sales of coconuts and copra. he assigned 
his close friend Manuel conjuangco to collect this tax. By doing this, conjuangco and 
Marcos extorted the tax revenues and used the money to buy banks and fund acquisitions 
of their oil pressing mills (Wedeman 1997, 2002). the head of the state and his cronies 
monopolized an industry and imposed a tax or surcharge on all products of the industry. 
in this way, they stole money from the state coffers and from outsiders.

to summarize, in this study we adopt a new three-type classification of the governance 
environment, including (1) rule-based governance, as originally proposed by li et al. 
(2004), (2) relation-based governance, as modified by li and Filer (2007) and li (2009), 
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which excludes the non-rule-based societies that do not have extensive information social 
networks, and (3) family-based governance, as defined in li (2009) based on the type 
of particularized trust (see Fig. 1). this three-type governance environment framework 
has been employed to explain the different trade patterns between countries (Wu et al. 
2011).

Foreign investment and Governance environment

as stated earlier, in non-rule-based societies (e.g., relation-based or family-based), the 
legal system is not transparent or fair, and the state is unable to enforce laws impartially. 
as a result, people cannot rely on public ordering to protect their investments. Direct 
investment allows an investor to directly protect his/her assets, which is especially useful 
when public protection is ineffective. similarly, Bhardwaj et al. (2007) argue that there 
is a positive relationship between FDi and the personal trust level in a country, because 
personal trust nurtures cooperative relationships and reduces opportunism. therefore 
foreign investors who are looking to engage in portfolio investment tend to choose socie-
ties which are rule-based for the better protection of their investment. On the other hand, 
investors who would like to engage in direct investment are better equipped to protect 
their investment through private means and are more attracted to relation-based econo-
mies. thus, we hypothesize:

Hypothesis 1 (H1):  Foreign investors are more likely to choose direct investment when 
they invest in relation-based societies and family-based societies, 
and are less likely to choose direct investment when they invest in 
rule-based societies, ceteris paribus.

in contrast, rule-based societies, which have a well-developed public information infras-
tructure, a high level of public trust, and fair and efficient public protection, offer bet-

Fig. 1: type of trust and governance environment (source: li 2009, p. 27)

Type of trust Domain of trust Corresponding
governance environment

Generalized trust 
Most people, including 
strangers, foreigners, 
people of different 
religion 

Rule-based; 
to a lesser extent 
relation-based 

Particularized 
trust

Extended 
Particularized 
trust 

Neighbors, people who 
are introduced by 
someone you know  

Relation-based 

Nuclear 
Particularized 
trust 

Only one’s family Less relation-based; 
more family-based 
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ter protection for indirect (portfolio) investments than do non-rule-based societies. as 
a result, rule-based societies tend to have a large portfolio investment market (such as 
publicly traded stock markets and bond markets). Based on this rationale, we have:

Hypothesis 2 (H2):  the size of the stock market relative to the size of the economy tends 
to be larger in rule-based societies than in relation-based societies 
and family-based societies, ceteris paribus.

in non-rule-based societies (both relation-based and family-based), public rules are less 
fair because they are usually biased in favor of certain privileged groups; government 
operations are secretive; and public information and the media tend to be controlled and 
manipulated by the state. thus, people investing in non-rule-based countries tend to 
choose direct investment.

as we mentioned, the particularized trust level is different in relation-based and family- 
based countries. in relation-based countries, there is usually a thick and strong relational 
network. Neighbors, friends, and friends’ friends are closely knit by an extended particu-
larized trust. if an investor has connections with the insiders (such as powerful politicians 
in the country), he/she will be able to get access to insider information, and enjoy infor-
mal and effective protection for their investments.

similar to relation-based societies, family-based countries lack trustworthy public 
information and effective public ordering. the legal system is not transparent or fair, 
and the state is unable to enforce laws impartially. What we want to emphasize is that in 
contrast to the relation-based countries, in family-based societies the particularized trust 
is relatively low. People do not have much confidence or faith in anyone. But in order to 
conduct business, they have to rely on some people, usually their family members. For 
example, in Russia, “the system is not based on law, it is based on personal connections, 
likes and dislikes, in many cases, on marriages” (BBc World service Podcast 2009). 
During the 1990s, when Russia was under the presidency of Boris Yeltsin, many business 
oligarchs began as well-connected entrepreneurs who started from nearly nothing and 
got rich through participation in the market via connections with government officials. 
some of them had very close connections with President Yeltsin, or the Yeltsin inner cir-
cle, or “family”, including Boris Berezovsky, Mikhail Khodorkovsky, alex Konanykhin, 
Mikhail Fridman, Vladimir Gusinsky, Vitaly Malkin and Vladimir Potanin (BBc News 
2007; Mikoyan 2006; Mueller 2005; Wikipedia 2011).

in the case of the Philippines, many industries were monopolized by the close friends 
or family members of Marcos. these close friends and family members formed a small 
circle. and what is especially worth noting is that this small circle was separate from all 
other circles, rather than being knitted into extensive and overlapping networks as in rela-
tion-based countries. Marcos did not trust anyone outside of this circle. Obviously, it was 
virtually impossible for outsiders to enter into this small family circle.

logically, it is very difficult for investors to protect their investments, especially port-
folio investments which rely primarily on public information (company financial reports 
and public auditing) and public enforcement. Without effective public protection and in 
the absence of extensive informal networks, an investor must hold onto his/her assets 
tightly—which implies direct investment. in this sense, if there is any difference between 
the relation-based and family-based business environments, it would be that investors in 
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family-based economies will rely more on direct investment. Following this reasoning, 
we propose:

Hypothesis 3 (H3):  Foreign investors are more likely to choose direct investment when 
they invest in family-based societies than in relation-based societies, 
ceteris paribus.

in a similar vein, while both relation-based and family-based societies have underde-
veloped public information infrastructure and a relatively low level of public trust, the 
extensive informal networks and the extended particularized trust that exist in the rela-
tion-based society may help the relation-based societies develop more “spontaneous 
sociability” (Fukuyama 1995: 29) which is conducive to developing cooperative rela-
tionships. such informal social networks may to some degree fill the holes in formal 
public institutions. thus we may argue that extended particularized trust, extensive social 
networks, especially good relations with insiders (important government officers and/or 
company managers) in relation-based countries play some positive role in the protection 
of portfolio investment. For family-based societies, the absence of such informal net-
works and extended particularized trust tend to further restrict the portfolio investment 
market. thus, we argue that:

Hypothesis 4 (H4):  the size of the stock market relative to the size of the economy will 
be larger in relation-based societies than in family-based societies, 
ceteris paribus.

Methods

Measuring the Governance environment

Following the method of Kaufman et al. (1999, 2002), li and Filer (2007) aggregated a 
Governance environment index (Gei) based on different dimensions. they draw “poli-
tical rights” and “the rule of law” from Kaufman et al. (1999, 2002) and added three 
additional dimensions: quality of accounting standards; free flow of information; and 
public trust. the sources for the five indicators are the World Bank, iMF, Freedom house, 
and other well established international surveys such as the World Value survey (li and 
Filer 2007). li and Filer (2007) found that high correlations exist among some of the five 
dimensions of the governance environment. if they were all put in the model as separate 
regressors, multicollinearity concerns would arise, thus, they chose to use a summary 
index (Gei) to represent these five dimensions. each of the five components of the Gei 
was standardized to a mean of zero and a standard deviation (sD) of one by subtracting 
the mean from the value and then dividing by the sD of the values. the Gei for each 
country is the sum of the five standardized components. a high Gei indicates a country is 
more rule-based, while a low Gei indicates a country is more relation-based. li and Filer 
calculated the Gei for 44 countries for which all the five indicators are available.

li (2009) extended this classification into three categories: rule-based, relation-based, 
and family-based. First, li used the same five indicators as li and Filer (2007) and updated 
them using data from 2005–20084. similar to li and Filer (2007), li calculated the Gei 
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for 46 economies for which all of the five indicators were available (see table 2). there 
are 22 economies with positive Geis and 24 economies with negative Geis. since the 
average Gei is zero, an economy with a positive Gei can be thought as rule-based, and an 
economy with a negative Gei score is considered non-rule-based. among the non-rule-
based economies, some rely on extensive informal social networks (i.e., relation-based), 
and others do not have extensive informal social networks and rely primarily on family 
ties (family-based). however, the Gei index can only distinguish between rule-based 
and non-rule-based economies. in order to further distinguish between relation-based and 
family-based societies among the non-rule-based societies, li examined the dominant 
type of particularized trust in a society. as we discussed earlier, while relation-based 

Table 2: Governance environment index (Gei) by country (source: li 2009)

country Gei country Gei

Finland 6.41 taiwan − 0.13
sweden 6.18 Romania − 0.63
Netherlands 5.70 thailand − 0.84
Germany 4.53 india − 0.85
United Kingdom 4.35 Ukraine − 0.86
switzerland 4.34 indonesia − 1.10
New Zealand 4.04 Bulgaria − 1.75
hong Kong 4.02 Mali − 1.81
australia 3.73 Peru − 1.92
south africa 3.11 Brazil − 2.06
United states 2.30 Zambia − 2.64
cyprus 2.28 turkey − 2.75
slovenia 2.23 argentina − 2.75
France 1.97 Malaysia − 2.91
Japan 1.79 egypt − 3.04
Poland 1.32 Moldova − 3.43
spain 1.18 Philippines − 3.53
Ghana 0.95 colombia − 3.69
italy 0.94 Morocco − 3.70
south Korea 0.24 Mexico − 3.71
trinidad & tobago 0.12 Russia − 4.34
chile 0.12 Vietnam − 5.19

china − 5.92

iran − 8.13

the Gei index is based on five indicators at the country level: political rights, rule of law, quality 
of accounting standards, free flow of information, and public trust
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societies have a high level of extended particularized trust, family-based societies rely on 
nuclear particularized trust.

Based on this idea, li (2009) performed a cluster analysis of countries with negative 
Gei scores, which are the 23 non-rule-based economies5, by using a number of trust-
related variables from the World Value survey (2005), including generalized trust (V23), 
trust in family (V125), trust in neighborhood (V126), and trust in people one meets for the 
first time (V128). the results of the cluster analysis are shown in table 3.

On average, as compared to those in cluster 2, cluster 1 countries have (1) a higher 
level of generalized trust; (2) a slightly lower level of trust in family, and (3) a higher 
level of trust in the neighborhood and in people one meets for the first time. they fit the 
description of relation-based countries. in comparison, cluster 2 countries have a slightly 
higher trust in family and a lower trust in other trust measures. these are countries in 
which most people do not rely on public rules or extended private relations.

since clustering solutions may differ based on the method, the clustering variables, 
and the number of clusters, li (2009) further examined the robustness of his clusters 
by using different methods, different sets of clustering variables, and different numbers 
of clusters. While the memberships vary slightly, some members are always clustered 
together. countries that are always included in cluster 1 (the relation-based type) are 
china, taiwan, Vietnam, and indonesia, while Morocco, iran, and india consistently clus-
tered in the second cluster.

li (2009) also confirmed this clustering pattern by simply ranking these countries by 
one of the most discriminating trust questions from World Value survey 2005, Ques-
tion V47, “Do you think most people would try to take advantage of you if they got a 

country cluster country cluster

china 1 argentina 2
indonesia 1 Brazil 2
Malaysia 1 Bulgaria 2
Mali 1 colombia 2
Mexico 1 egypt 2
taiwan 1 india 2
thailand 1 iran 2
Vietnam 1 Moldova 2
Zambia 1 Morocco 2

Peru 2

Romania 2

Russia 2

turkey 2

Ukraine 2

Table 3: clustering of more 
relation-based versus more 
family-based countries on 
trust (source: li 2009)

1 = more relation-based; 2 =  
more family-based; the Phil-
ippines is excluded from this 
table because of missing 
data
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chance, or would they try to be fair?” Relation-based countries have a higher percentage 
of respondents who believe that people try to be fair (see table 4).

Table 4: Ranking of relation-based countries and family-based countries (source: li 2009)
country trust score (see note below)
Relation-Based

Vietnam 6.16
china 5.92
indonesia 5.09
taiwan 5.08
thailand 4.53
Mexico 4.46
Mali 4.33
Malaysia 4.12
Zambia 4.01

Family-Based
Moldova 3.88
Russia 3.65
Peru 3.63
Ukraine 3.60
egypt 3.36
colombia 3.26
argentina 3.12
Brazil 3.10
Romania 3.07
Bulgaria 2.82
iran 2.80
turkey 2.75
india 2.35
Morocco 2.02

the scores are the average answers to survey questions in each country. a high score means that 
people in a country incline to agree that “people try to be fair”, indicating the country is more 
relation-based; a low score means that people in a country tend to agree that “people try to take 
advantage of me,” indicating it is less relation-based. the Philippines is excluded from this table 
because of missing data
the trust score of 4.0 is used as the breakpoint between relation-based and family-based. statisti-
cally, the trust score is normally distributed, with a mean of 4.0. after we grouped the countries 
based on the score of 4.0, we did a clustering analysis using the original variables and derived a 
two-cluster solution. the clustering solution gave a classification identical to the division based 
on a breakpoint of 4.0, thus supporting the 4.0 breakpoint
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Dependent Variables

We use various dependent variables in our models to test the above hypotheses. to test 
the foreign investment hypotheses (h1 and h3), we specify the dependent variable as the 
share of foreign direct investment in relation to the economy’s total foreign investment 
position (FDi_Fi). a smaller value of FDi_Fi means that there is a greater proportion of 
foreign portfolio investment in the total foreign investment.

to test the stock market hypotheses (h2 and h4), we specify a measure of market 
depth and size by using market capitalization. the first specification uses this capitaliza-
tion measure relative to the economy’s GDP (caP_GDP). in an alternative specifica-
tion, we consider the market capitalization measure alone and control for the size of the 
economy on the right-hand side of the equation.

control Variables

Our choice of control variables is based on previous studies. there is a rich literature on 
the determinants of foreign direct investment. Globerman and shapiro (2003) found that 
the foreign exchange rate affects direct investment flows and that the existence of english 
common law in a country exerts a positive effect in attracting direct investment from 
the United states. la Porta et al. (1998) found that the different legal traditions (english 
common law and different families of continental law) have different effects on investor 
protection. Based on the two studies that are the most relevant to our study, we include the 
foreign exchange rate (FXRate) and the legal tradition index in our models. Following 
la Porta et al. (1998), we specify four legal traditions: (1) english common law tradition, 
(2) French civil law tradition, (3) German civil law tradition, and (4) scandinavian civil 
law tradition. We use dummy variables to represent the four legal families: eNG_laW, 
FRe_laW, GeR_laW, and sca_laW. the default, or the omitted category is other 
countries with an unspecified legal tradition. to test the stock market hypotheses, we 
include GDP and the age of the stock market (aGe) as additional controls.

We also include market openness as a control variable based on the previous literature. 
in certain countries foreign investors may have no access to portfolio markets and thus 
any investment they make must be in the form of direct investment (li and Filer 2007). 
We add a dummy variable OPeN with the following specification: OPeN is equal to 0 if 
any of the following controls on foreign investment exists: (1) a ceiling on the percentage 
of foreign ownership in a particular stock, (2) restrictions on the repatriation of income 
and earned interest, or (3) direct control preventing the entry of foreign investors into the 
market, and OPeN equal to 1 if the market is generally accessible to foreign investors.6

When we test the stock market hypotheses (h2 and h4), we also create a dummy vari-
able for hong Kong. hong Kong is a special case because it is strongly based on the eng-
lish tradition with mature public rules and is at the same time heavily influenced by the 
chinese relation-based culture. Furthermore, hong Kong is a city-state whose economy 
is highly dependent on international trade and finance. During the past decade, as hong 
Kong’s manufacturing industry moved to the mainland, its service industry—mainly 
finance and trade—has grown rapidly and now accounts for about 90% of the territory’s 
GDP. For these reasons, we employ a special dummy variable for hong Kong.7 Detailed 
descriptions of all these variables and their sources are shown in table 5.
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Variable Data source Variable description

FDi cumulative foreign direct investment (FDi) (billions of 
Us$) (2005–2007 average)

international Financial 
statistics (iFs) (iMF 
2009)

FDi_Fi FDi as % of total foreign investment iFs

caP_GDP Market capitalization of listed companies as % of GDP 
(2005–2007 average)

World Development 
indicators (WDi) World 
Bank (2008)

caP Market capitalization of listed companies (billions of 
Us$) (2005–2007 average)

WDi

Gei Governance environment index. it reflects the 
governance environment between 2005 and 2008

li (2009)

Rul Dummy variable. this equals 1 if a country is 
rule-based, otherwise 0

li (2009)

Rel Dummy variable. this equals 1 if a country is 
relation-based, otherwise 0

li (2009)

Fam Dummy variable. this equals 1 if a country is 
family-based, otherwise 0

li (2009)

eNG_laW Dummy variable. this equals 1 if a country’s legal 
system originated in the english common law tradition 
(1998), otherwise 0

la Porta et al. (1998)

FRe_laW Dummy variable. this equals 1 if a country’s legal 
system originated in the French civil law tradition 
(1998), otherwise 0

la Porta et al. (1998)

GeR_laW Dummy variable. this equals 1 if a country’s legal 
system originated in the German civil law tradition 
(1998), otherwise 0

la Porta et al. (1998)

sca_laW Dummy variable. this equals 1 if a country’s legal 
system originated in the scandinavian civil law tradition 
(1998), otherwise 0

la Porta et al. (1998)

GDP Gross domestic product (billions of Us$) (2005–2007 
average)

iFs

FXRt change in foreign exchange rate (local currency per 
Us$), 2004–2007. it is the average rate of change of 
the exchange rate from 2004–2005, 2005–2006, and 
2006–2007. a positive FXRt means that the local 
currency is rising against the U.s. dollar

WDi

aGe the number of years the stock market had been 
in existence as of 2006

international ency-
clopedia of the stock 
Market (sheimo et al. 
1999)

Table 5: Data sources and variable definitions
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Findings

We first calculate the descriptive statistics and a correlation matrix (see table 6) for all 
independent variables in order to identify any high correlations that may cause multicol-
linearity problems. the highest correlations in absolute value terms are between Rul and 
FDi_Fi and between Rul and Gei, which are − 0.86 and 0.86, respectively. But neither 
combination of variables is used in the same regression. the second highest correlation is 
0.76 between Gei and FDi_Fi. the Variance inflation Factor (ViF) is calculated for each 
independent variable. all ViF values are well below the cutoff value of 10, thus ruling out 
any serious multicollinearity concerns.

tables 7 and 8 summarize our data analysis. table 7 reports the data analysis results for 
the FDi hypotheses (h1 and h3). Four specifications are used to examine these hypoth-
eses and to illustrate the robustness of the results. Model 1 is the li and Filer (2007) 
model examining the influence of Gei, legal structure, exchange rate changes, the log of 
GDP, and the openness of the financial market to possible portfolio flows on the log of 
foreign direct investment (FDi). in Model 2, we use the same control variables as above, 
but replace the influence of Gei with two dummy variables, Rel and Fam. Model 3 and 
Model 4 regress the dependent variable, the FDi to total foreign investment ratio, on the 
same set of independent variables used in Models 1 and 2.

the results for Model 1 and 2 illustrate an incomplete picture based on models with 
FDi in the levels as the dependent variable. the estimates of all governance environ-
ment measures, Gei, Rel and Fam, are insignificant. the governance environment cannot 
explain the flows of the total value of FDi. When the dependent variable is changed to 
relative size of FDi over total foreign investments (Models 3 and 4), the two governance 
variables become highly significant, and the adjusted R-squares increase dramatically 
(from around 0.2 in Models 1 and 2–0.7 in Model 3 and 0.8 in Model 4). in Model 3, the 
coefficient estimate of Gei, which is negative and highly statistically significant, shows 

Variable Data source Variable description

OPeN Dummy variable. this equals 1 if none of the following 
foreign investment restrictions are in place: (1) ceiling 
on the percentage of foreign ownership in a particular 
stock, (2) restrictions on the repatriation of income and 
earned interest, or (3) direct controls preventing entry of 
foreign investors into the market, otherwise 0

OecD’s FDi regula-
tory restrictiveness 
index: revision and 
extension to more 
economies (OecD 
2006), implementing 
the e-aPec strategy: 
progress and recom-
mendations for further 
action (lee 2004) 
and country reports 
(UNctaD for multi-
ple years)

Dhk Dummy variable. this equals 1 if the location is hong 
Kong, otherwise 0

Table 5: (continued)
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that the more rule-based a country, the smaller FDi investment will be as a share of the 
total foreign investment. When Gei is replaced with two dummies (Rel and Fam) as in 
Model 4, the coefficient estimates of both dummies are positive and highly statistically 
significant. in this model, the default is rule-based governance. it shows that in rule-based 
countries the FDi-total foreign investment ratio will be small, compared to the relation-
based and family-based countries. so h1 is strongly supported.

since the estimates of both the relation-based dummy and the family-based dummy are 
positive and significant and the coefficient estimate of the family-based dummy is larger 
than that of the relation-based dummy, it is apparent that the family-based countries attract 
more FDi relative to total foreign investment than do relation-based countries, exactly as 
hypothesized in h3. to further compare the estimates of the relation-based dummy and 
family-based dummy statistically, we rerun Model 4 and use the relation-based category 
as the default (shown in Model 4a). compared with relation-based countries, rule-based 
countries attract significantly less FDi (relative to total foreign investment), a finding con-
sistent with h1. however, the estimate on the family-based country dummy is positive 
but insignificant. thus we cannot conclude that h3 is supported.

table 8 presents the data analysis results of the stock market size hypotheses h2 and 
h4. to test these hypotheses, we use two alternative specifications of the size of the stock 
market: market capitalization of listed companies in U.s. dollars (caP) and market capi-
talization of listed companies as a percentage of GDP (caP_GDP). in the models that use 
caP (Models 5 and 6), we also control for the effect of GDP, since the capitalization of 
the market is likely to depend on the size of the economy. in all these models, we control 
for the length of time the market had existed as of 2006 (aGe).

Models 5 and 6 use absolute market capitalization as the dependent variable. esti-
mates of all governance environments measures, Gei, Rel and Fam, are insignificant once 
again, showing that governance environment cannot explain the absolute value of market 
capitalization. however, when the dependent variable is changed to market capitalization 
as a percentage of GDP (as in Models 7 and 8), the regressions are more significant and 
the adjusted R-squares increase markedly (from around 0.17 to around 0.82). in Model 
7, the estimate of Gei is positive and statistically significant, showing that the more a 
country relies on public ordering (more rule-based), the larger the market capitalization 
relative to the size of the economy.

When Gei is replaced with two dummies (Rel and Fam) to measure governance envi-
ronments in Model 8, estimates of both of these two dummies are negative and statisti-
cally significant. in these regressions, the default case is that of rule-based governance. 
it means that in rule-based countries, the relative market capitalization will be higher, 
compared to relation-based and family-based countries. hence h2 is supported.

the coefficient estimates of both dummies (Rel and Fam) are negative and significant, 
but the estimate of the relation-based dummy is relatively smaller than that of the fam-
ily-based dummy, implying that the market capitalization is greater in the family-based 
economy than it is in the relation-based economy. this is opposite to the direction we 
proposed in h4. thus h4 is not supported.
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Discussion and Conclusion

Foreign investment has been extensively studied in the literature. however, most studies 
focus on foreign direct investment. Foreign portfolio investment has largely been ignored 
and the relationship between direct and portfolio investment unexamined. in addition, 
the effect of the governance environment, especially the governance environment that 
lacks the rule of law, has not been sufficiently examined. Recently, li and Filer (2007) 
brought a new aspect of the governance environment into the literature. they examined 
the effects of institutional environment quality on foreign investment and explored the 
different influences of the rule-based and relation-based governance environments on 
foreign investment. however, li and Filer left out countries which had neither a strong 
public ordering nor extended informal social networks. these non-rule-based and non-
relation-based countries are relatively poor but large in number. identifying factors that 
may hinder investment flows and effectively dealing with these factors is not just an aca-
demic exercise, but is beneficial to the economic development in these countries and to 
foreign investors who are investing or plan to invest in these countries.

Our study addresses this deficiency. Drawing on li’s (2009) updated framework of 
the governance environment, we add the family-based governance environment, along 
with the rule-based and relation-based governance environments, to the analysis of the 
patterns of foreign investment across countries. Our study sheds light on the family-based 
economies in the following way.

We find that family-based countries tend to have a lower portfolio to total foreign 
investment ratio, much like relation-based countries. Our explanation for this pattern is 
that due to the lack of the effective rule of law, foreign investors prefer to participate in 
the management of their investments in order to reduce the information noise and expro-
priation risks faced by portfolio investors. We also find that rule-based countries have 
the largest stock markets relative to their economies because of their better public order-
ing, the flip side of the very same reason that makes investors choose direct investment 
in non-rule-based countries. We should qualify these findings by noting that there are 
other variables, such as the level of economic development, the level of the development 
of financial markets, the level and quality of infrastructure, geography, and culture that 
also help determine the proportions of foreign investment that go into FDi and portfolio 
investment. Nonetheless, we have found here a new variable, the governance environ-
ment, that is a significant determinant of the mix of foreign direct investment and foreign 
portfolio investment.

Our finding helps explain the puzzle of why some countries attract relatively more FDi 
and others attract relatively more portfolio investment, a puzzle which the previous litera-
ture has failed to explain even after taking into account the level of GDP and other factors 
such as culture, geography, and legal systems. We show that the governance environment 
explains why there are still many countries that attract little foreign investment thereby 
limiting their productivity and prosperity even though foreign investment is an engine of 
economic growth worldwide.

in addition to the contributions to the literature, our study provides useful policy impli-
cations. Our findings suggest that in formulating foreign investment policies, governments 
and investors should pay close attention to the governance environment. the finding that 
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rule-based countries tend to have smaller FDi to total foreign investment ratios than those 
of family-based and relation-based countries is important for policy makers. the implica-
tion is that countries with low levels of foreign investment trying to attract investment 
should not only evaluate their investment policies, but also evaluate their governance 
environment. Foreign investment policies can be changed relatively quickly, but it will 
take much longer to improve the governance environment, especially the cultural compo-
nents such as trust. this is a fact that both the government and multinational corporations 
must realize and be prepared to deal with.

While our study is an early attempt to understand how the governance environment 
affects the mode of investment, there are important issues relating to this topic that require 
future investigation. For example, we need to look at the dynamics of the governance 
environment across countries over time. as our framework suggests, relation-based coun-
tries need to evolve into more rule-based as their scale and scope of economic activities 
expand. What are the patterns or paths of such an evolution? how should government 
formulate policies to facilitate the transition and minimize interruptions in the politi-
cal, economic, and social institutions caused by the transition? What are the governance 
mechanisms firms use to protect their operations in societies undergoing rapid transition 
in governance environment? these areas need the urgent attention of international busi-
ness scholars not only for their theoretical significance, but also for their practical impor-
tance because many countries are in the process of transition and in need of guidance.

Endnotes

1 Public ordering means the reliance upon formal public legal codes for rules and adjudica-
tion. in contrast, private ordering means the reliance on informal and relational networks. the 
concept of public ordering is the opposite of private ordering. these two concepts are from 
Peerenboom (2002).

2 investors may have full control in the short term by simply selling their investment. however, 
they do not have control in the long-run.

3 expropriation here refers both to governmental expropriation and expropriation by private 
parties. indeed, most of the danger in this era is in private expropriation—theft. in the case of 
china there are many schemes for stripping investors of their portfolio assets, including stock 
manipulation, the misrepresentation of facts, and the manipulation of company assets by major 
shareholders. these dangers should not be underestimated, and the government does not do a 
good job of protecting portfolio investors. the same is true for Russia, much of africa, parts of 
latin america, and in many other parts of the developing world. On the other hand, if foreign 
investors own a company and its physical assets, they have more control over those assets, 
both tangible and intangible.

4 the Gei index includes five indicators. some indicators are not collected in one year, but over 
a period of time. For example, the public trust variable is collected from World Value survey 
(2005). however, among the 60,570 responses to this survey, about 21.7% were surveyed in 
2005, 34.8% in 2006, 36% in 2007, and 7.5% in 2008. For those indicators collected every 
year, such as, political rights, and the free flow of information (we use press freedom to meas-
ure this), we used the data in 2006. so, it is more accurate to say that the data on Gei reflects 
the governance environment between 2005 and 2008, with a greater focus on 2006.
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5 the World Value survey (2005) does not have V125, V126 and V128 for the Philippines, so 
we excluded the Philippines for the cluster analysis.

6 Given our data requirements we attain modest sample sizes of 40 and 44 countries. While this 
is about 20% of the world’s 195 countries, it should be pointed out that the sample represents 
about 70% of the world population. as to the possible issue of sample selection bias, it should 
be noted that there is a bias in the sample toward larger, more-developed societies and away 
from smaller, less-developed societies. Given that most less-developed societies tend to be 
relation-based and family-based, and that they generally have less-developed capital markets, 
they would tend to have more FDi and less portfolio investment. thus, if we were somehow 
able to collect the data from those underrepresented societies, we would expect the direction 
of our results here to be amplified.

7 We ran the models with and without the hong Kong dummy variable. there are no significant 
differences between the two specifications in terms of the overall results of the models and the 
estimates of the variables of interest.
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