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In many countries, foreign investors face restrictions on owning do-
mestic shares.! In some countries, such as Japan, these restrictions
are imposed by law; in others, such as Switzerland, they are chosen
by individual companies. In the United States and a number of other
countries, foreign ownership restrictions which are binding only in
rare cases in which a control contest is initiated by a foreign bidder
exist in some industries. In other countries, such as Switzerland, Fin-
land, or Thailand, ownership restrictions are almost always binding for
the firms affected. Whereas legislated restrictions are sometimes mo-
tivated by a desire to preserve the independence of local industries,
possibly because of national defense concerns, such a motivation can-
not explain binding restrictions imposed by individual firms. In this
paper, we propose a theory of foreign equity investment restrictions
which shows conditions under which the imposition of binding own-
ership restrictions maximizes firm value. Although we are aware of
models that study how foreign equity investment restrictions affect
share prices and explain why unrestricted shares generally trade at
a premium relative to the restricted shares, we do not know of any
theory explaining why such restrictions exist.

In this paper, we test our theory using data from Switzerland. The
Swiss case is a promising testing ground because it is a country where
one major firm, Nestlé, relaxed ownership restrictions during our sam-
ple period. Figure 1 shows the main empirical facts that a good the-
ory should explain, using share prices of Nestlé as an example. The
facts are (1) firms impose binding ownership restrictions willingly;
(2) shares with restrictions trade at a substantially lower price than
comparable shares without restrictions; (3) an increase in the sup-
ply of unrestricted shares associated with the relaxation of restrictions
decreases the price of unrestricted shares; and (4) firms that have
ownership restrictions sometimes choose to eliminate them. Our the-
ory is consistent with this empirical evidence. In contrast, alternative
theories which focus on the pricing of shares in the presence of own-
ership restrictions are consistent only with the second empirical fact,
namely the premium on unrestricted shares.

Eun and Janakiramanan (1986) provide a partial list of such restrictions.

See Stulz (1981) for a general model of barriers to international investment. Eun and Janakiramanan
(1986) analyze the effect of equity ownership restrictions on the pricing of shares when the fraction
of shares that can be held by foreign investors is the same for all shares in a country. Hietala
(1989) has a model where domestic investors cannot hold foreign shares and foreign investors can
hold a limited quantity of domestic shares. Horner (1986) studies restrictions on foreign equity
investment when restrictions can be bypassed at a cost. Errunza and Losq (1985, 1989) have a
model where investors can invest in an unrestricted market and some investors can invest in a
restricted market.
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Figure 1. Prices of Nestlé Shares
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Prices of Nestlé restricted and unrestricted shares

Wednesday closing Swiss francs prices of Nestlé unrestricted and restricted shares from 1/2/85
to 12/27/89 are used. Unrestricted shares are bearer shares that can be held by all investors
irrespective of their residence or nationality. Restricted shares are registered shares that can only
be held by resident investors until 11/17/88 but have the same voting rights and dividend payments
as bearer shares. After 11/17/88, Nestlé allows all investors to hold registered shares. The stock
market crashed on 10/16/87.

Our basic argument is that if the demand functions for domestic
shares differ for foreign and domestic investors, a firm seeking financ-
ing by issuing shares will find it advantageous to price discriminate
between the two classes of buyers by selling shares at different prices
to domestic and foreign investors. In our model, demand functions
for domestic shares differ between domestic and foreign investors be-
cause investors bear deadweight costs for holding risky assets which
differ across investors and across countries. Examples of such dead-
weight costs might be withholding taxes, political risks, transaction
costs, or information acquisition costs. If, as a result of these costs,
the demand for shares from domestic investors is more price elastic
than the demand from foreign investors, the shares available to for-
eign investors trade at a premium relative to the shares available to
domestic investors.?

3 Whereas it is traditional in finance to assume that the demand for shares by investors is perfectly
elastic, it is now recognized that this assumption is not always appropriate. See Bagwell (1991)
for a review of some evidence on the imperfect elasticity of demand curves for shares and for a
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The model we develop differs from existing models with dead-
weight costs in two important respects. First, we allow deadweight
costs to vary across investors within a country. Second, some foreign
investors face deadweight costs on assets held in their country of res-
idence. With these two extensions, the domestic country can benefit
from capital flight, which is defined in the literature as “the acquisition

. of a claim on nonresidents that is motivated by the owner’s con-
cern that the value of his asset would be subject to discrete losses if
his claim continued to be held” in his country of residence.? In other
words, some foreign investors may choose to hold more domestic as-
sets in their portfolios than the domestic market’s share in the world
market portfolio. Such overweighting could be explained by fear of
expropriation, a demand for secrecy, advantageous tax treatment, and
so on. The literature on international portfolio choice has ignored cap-
ital flight, which is surprising given its economic importance and given
the attention paid to it in the international economics literature.> Our
paper is the first paper in the international portfolio choice and asset
pricing literature that takes capital flight into account and is consistent
with the simultaneous existence of a home bias in asset holdings for
most investors and of capital flight from some investors.

We show that eur model can explain the empirical evidence when
(1) there is a home bias in the asset holdings of foreign investors and
only a subset of foreign investors hold domestic shares and (2) the
foreign investors who invest in the domestic country face greater
deadweight costs in their home country than in the domestic coun-
try. There is substantial evidence that the first condition is generally
met because relatively few investors take advantage of international
diversification.® The second condition implies that countries benefit-
ing from capital flight are countries where binding foreign ownership
restrictions maximize firm value. With this second condition, capital
flight leads some foreign investors to value the payoffs of domes-
tic shares more than domestic investors so that foreign investors are
willing to buy domestic shares at a premium. The home bias con-
dition ensures that foreign investors have a demand for domestic
shares that is less price elastic than the demand from domestic in-
Vestors.

discussion of the implications of that evidence. Loderer and Zimmermann (1988) provide evidence
that the demand for Swiss shares is downward sloping by studying the price reaction to stock
issues.

See Deppler and Williamson (1987, p. 41). Williamson and Lessard (1987) review some of the
definitions used in the literature.

See Williamson and Lessard (1987) for additional references.

See, for instance, French and Poterba (1991) and Cooper and Kaplanis (1994).
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Though not all countries benefit from capital flight, Switzerland is
surely one that has benefited from it. Historically, investors have been
attracted to Switzerland by the lack of political risk, the bank secrecy,
the low purchasing power risk, and the fact that tax fraud is not a
penal violation so that foreign tax authorities receive limited help in
pursuing tax fraud cases involving Swiss bank accounts. Walter (1990,
p. 205) argues that “the amount of flight capital in Swiss banks was
around 100 billion SFr in 1984,” but there is wide variation in estimates.
For instance, Walter (1990) shows that estimates of French funds in-
vested in Switzerland following the accession of Mitterrand to power
range from $3.75 billion to $60 billion and estimates of Ferdinand Mar-
cos’ holdings in Switzerland when he left the Philippines have ranged
from less than $100 million to $15 billion. Interestingly, one would
expect that China does not benefit from capital flight and does not,
therefore, meet our conditions for a premium on unrestricted shares.
Evidence that shares of Chinese companies that can be held by for-
eign investors sell at substantial discounts relative to the shares of the
same companies that can only be bought by resident investors could
therefore also be viewed as evidence supporting our model.”

Our theory helps to understand the evolution of share ownership
restrictions. As the foreign demand for domestic shares changes, firms
find it advantageous to modify the extent to which foreign investors
can acquire domestic shares. In particular, if the price elasticity of the
demand from foreign investors increases sufficiently, for example, be-
cause of greater integration of international financial markets, it may
become optimal to remove all restrictions on share ownership. With
our model, unexpectedly removing share ownership restrictions can
decrease the value of the unrestricted shares substantially. This predic-
tion differs drastically from the prediction obtained from international
asset pricing models without deadweight costs, which suggest that
the removal of restrictions has only a marginal effect on the price of
unrestricted shares. It is consistent, however, with the evidence on
Nestlé presented in Figure 1 and discussed further later.®

The paper proceeds as follows. In Section 1, we present our model
and derive its empirical implications. In Section 2, we present our
data for Switzerland. In Section 3, we show how the time-series and
cross-sectional properties of the data are consistent with our theory. In
Section 4, we demonstrate that the change in the price of Nestlé shares
around the announcement concerning the relaxation of its foreign

7 See Bailey (1994) for empirical evidence on this issue.

# Loderer and Jacobs (1994), in a contemporaneous paper, show that the evidence associated with
the Nestlé announcement is consistent with the existence of finite demand elasticities.
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equity restrictions is supportive of our theory. In Section 5, we provide
some concluding remarks.

1. A Theory of Foreign Equity Investment Restrictions

In Section 1.1, we show how the general results of the literature on
price discrimination apply in the context of this paper. In Section 1.2,
we provide a detailed analysis of the conditions under which dis-
crimination results in a higher price for shares available to foreign
investors for the simple case where there is only one domestic firm.
In Section 1.3, the pricing results of Section 1.2 are extended to the
case of many domestic firms. Finally, in Section 1.4, we compare the
implications of our theory with the implications of the argument that
ownership restrictions exist for corporate control reasons.

1.1 Price discrimination and ownership restrictions

It is well known from microeconomics that a firm selling a good to
consumers with different demand functions can increase its income
through price discrimination.” The literature, following Pigou (1920),
distinguishes between various types of price discrimination. One type
is called perfect price discrimination and occurs when the seller can
extract the surplus of each consumer. The more relevant type of price
discrimination is the one in which consumers differ according to ob-
servable characteristics and the seller charges different prices to buy-
ers with different observable characteristics. This type of price dis-
crimination is called third-degree price discrimination. If consumer
characteristics differ predictably according to their country of origin,
discrimination according to country of origin benefits the seller. This
is true irrespective of the nature of the good sold, as long as the
seller can charge different prices to buyers from different countries.
For prices to differ across countries, though, the seller must be able
to prevent buyers in countries where the price is high from buying
where the price is low and buyers in countries where the price is low
from reselling where the price is high. Hence, for discrimination to
be implemented for securities, the issuing firm must be able to pre-
vent sales of securities from investors of one country to investors of
another country.

There are many reasons to believe that demands for assets differ
across countries. For instance, investors from different countries have
different tax rates for identical securities and face different degrees
of political risk. One would therefore expect to observe cases where

9 See Tirole (1988) for an exposition of the theory of price discrimination.
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price discrimination occurs. What remains to be seen is whether price
discrimination can explain the widely observed fact that securities
available to foreign investors typically sell at a higher price than those
available to domestic investors only.

To derive the conditions under which it is optimal for a domestic
firm to discriminate by charging a higher price to foreign investors
than to domestic investors, we consider a domestic entrepreneur who
wants to maximize the proceeds from selling his firm’s shares. There
is no other firm in the domestic country and there is only one for-
eign asset in the simple two-date model. Both the domestic country
and the foreign country have the same numeraire, so that there is no
exchange rate risk. The firm pays a liquidating dividend Sp at date 1,
where § is the number of shares and p is the random payoff per share.
The entrepreneur must decide how to divide the S shares between
Sk restricted R shares available to domestic residents only, and Sy
unrestricted U shares available to foreign investors only.!” The U and
R shares differ only in their ownership restrictions and thus receive
the same liquidating payoff p. The distribution of p does not depend
on how the shares are divided between U and R shares. The foreign
asset, asset F, pays a random liquidating dividend at date 1 of pr per
share. There is a risk-free asset which pays interest of r at date 1 per
unit invested. P, denotes the price of asset a4, a = R, U, F, at date 0.
The model is a partial equilibrium model in the sense that Pr, the dis-
tribution of pr, and 7 are fixed and do not depend on the solution of
the entrepreneur’s maximization problem. Hence, the entrepreneur’s
decision to discriminate against foreign investors does not result in
price discrimination abroad against domestic investors. We discuss
later the implications of relaxing this assumption. The partial equilib-
rium perspective is the analog of the small country assumption used
in international economics where, for small countries, prices abroad
are taken as given.

Let D, = D,(P,) be the demand for asset a, and assume that the de-
mand function is differentiable with respect to P, for D,(P,) > 0. With
this notation, the entrepreneur’s proceeds from selling his shares are

V = DgPg + DyPy. (1)

We could allow domestic investors to hold unrestricted shares, but we would have to assume that
they cannot sell unrestricted shares short to prevent them from selling short U shares and hedging
their short-sales with long positions in R shares. In this case, domestic investors would not hold
unrestricted shares in equilibria with price discrimination, since in such equilibria, U shares are
dominated by R shares for domestic investors. Consequently, allowing domestic investors to hold
unrestricted shares would not change our results. The model could be extended so that some
domestic investors hold unrestricted shares in equilibrium by creating a class of domestic investors
with deadweight costs similar to those of foreign investors. Such an extension would not affect
the results of this article as long as this class of domestic investors is not too large.
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To maximize V, the entrepreneur chooses Sg and Sy so that the market
for R and U shares is in equilibrium, Dr(Pr) = Sk and Dy(Py) = Su,
the supply of R and U shares equals the supply of shares available,
Sk + Sy = S, and the asset supplies are nonnegative, Sx > 0 and
Sy > 0. With our assumptions, the maximization problem of the en-
trepreneur differs from the problem usually examined in the finance
literature. The entrepreneur here is a monopolist in the capital market
and faces a downward-sloping demand curve for the firm’s shares on
a risk-adjusted basis. There are no perfect substitutes for the securities
he offers for either domestic or foreign investors. If the entrepreneur
supplies strictly positive quantities of R and U shares, share prices
that maximize V satisfy

Py _ [EUER - EU] 2

Pr EyER — ER

where ¢, is the price elasticity of demand for shares of type a.!! For
domestic investors, therefore, ep = —[0Dg(Pr)/0PrIPr/Dr(Pr)). It
follows from Equation (2) that

Result 1. 1t is optimal for the entrepreneur to sell shares at a bigher
price to foreign investors if the price elasticity of the demand from
foreign investors is lower than the price elasticity of the demand from
domestic investors.

In models that assume perfect markets, the price elasticity of the de-
mand for individual securities is generally considered to be high be-
cause of the presumption that there are many close substitutes for
each individual security. Thus, the firm is typically assumed to be a
price-taker with respect to the market price of risk, and, given the
firm’s assets, its cost of capital. In an international setting, though, the
securities of the domestic country might have few close substitutes
for foreign investors. This might be because the foreign investors face
unattractive investment opportunities elsewhere, because there are
barriers to international investment that lead them to prefer securities
from their own country, or finally because domestic shares offer great
diversification benefits. In the literature on international investment,
deadweight costs are often used to model barriers to international
investment. In the next section, we use deadweight costs to derive
a model where some foreign investors face barriers to international

1 To derive Equation (2), maximize firm value given by Equation (1) with respect to prices subject
to the constraints that S = Sg + Sy, Sk = Dr(Pr), Su = Dy(Py), Sk = 0, Sy > 0, and rearrange the
first-order conditions.
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investment and others face unattractive investment opportunities in
their home country.

1.2 Pricing R and U shares in the presence of deadweight
holding costs
To obtain asset demands which differ across countries, we follow Stulz
(1981) and assume that investors bear deadweight costs for holding
risky assets which depend on the country of origin of investors and
on the country in which an asset is traded. To allow for the simulta-
neous existence of a home bias in asset holdings and of capital flight,
deadweight costs are allowed to differ across investors and investors
bear deadweight costs for holding assets in their home country, as
well as for holding assets outside their home country. To simplify the
analysis, we assume that in each country, there are two classes of in-
vestors: one class faces low deadweight costs of investing abroad and
the other class faces high deadweight costs of investing abroad. All in-
vestors in the same class are identical. We only consider the equilibria
where (1) all investors choose to be long in securities from their own
country and (2) in each country only one class of investors invests
in the foreign country so that there is a home bias similar to the one
observed empirically. Deadweight costs are defined as in Stulz (1981)
as a fraction of the beginning-of-period investment in a security. In-
vestor k's deadweight cost in the domestic country is ¢, and by, is
her deadweight cost in the foreign country. We assume for simplicity
that deadweight costs are prohibitive on short-sales.!? The liquidat-
ing payoffs at the end of the period do not depend on deadweight
costs and are jointly normally distributed. There are no other imper-
fections in capital markets besides those already mentioned. Risk-free
borrowing or lending is allowed for all investors at the rate » with no
deadweight costs.!?
All investors maximize

E[Up(wp)] = E[— expl—Awyl), 3

This assumption is made to reduce the investment in notation. As shown in Stulz (1981), without
this assumption we would need to model separately long and short positions to take into account
the fact that deadweight costs are positive both on long and on short positions. This assumption
is not restrictive in the context of our model, since in equilibrium the foreign investors must hold
the U shares long and the domestic investors must hold the R shares long if both types of shares
are in positive net supply.

The assumption that deadweight costs do not apply to risk-free lending and borrowing is generally
made in the literature on international portfoilo choice with investment barriers. A justification
for this assumption might be the existence of a large offshore market for risk-free lending and
borrowing, whereas there is no offshore market for equities.
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where wy, is the end-of-period wealth of investor k and 4 is her coef-
ficient of absolute risk aversion, which is assumed to be the same for
all investors. End-of-period random variables are written in lowercase
letters and beginning-of-period variables are written in uppercase let-
ters. The kth investor must satisfy the following budget constraint:

Wi = DprPr + DpaPs + L, (4)

where W, is investor &’s initial wealth, Dpr her holdings of F shares,
Dy, her holdings of a shares, a = U for a foreign investor and a = R
for a domestic investor, and L her holdings of the riskless asset. The
end-of-period wealth of investor & is given by

wr = Dyrlpr — bePrl + Dpalp — cePal + (1 + 1) L. (5)

The asset demands are obtained by maximizing Equation (3) sub-
ject to the budget constraint of Equation (4) and to the constraints that
holdings of each type of shares must be nonnegative. Note that, with
our assumptions, there are investors who hold no shares of a particu-
lar type because their deadweight costs for that type of share are too
high. The appendix provides a derivation of the demand functions
for the most general case considered in this paper. For the special
case analyzed in this section, the demand for domestic shares from
investor k, assuming that she holds positive amounts of domestic and
foreign shares, is

Dy = [E(p) — Pa(1+ r+cp) — BLE(pr) — Pr(1+ r+ bp)ll,

(6)
where a = U for a foreign investor and a = R for a domestic investor,
p is the coefficient of correlation between the payoffs of foreign shares
and of domestic shares, E(p) denotes the expected payoff of domestic
shares, o is the standard deviation of the payoff of domestic shares,
and B is the beta coefficient of the payoff of domestic shares with re-
spect to the payoff of F shares, cov(p, pr)/ var(pr). In this case, the
demand for domestic shares of type a by investor k increases with
her deadweight costs for F shares and falls with her deadweight costs
for a shares. Equation (6) holds for a subset of foreign investors and a
subset of domestic investors. Foreign investors with high deadweight
costs for investing in the domestic country are assumed to never in-
vest in the domestic country and consequently have no demand for
domestic shares. Domestic investor j who invests only at home has
the following demand for restricted shares:

(1 - pHAo?

1
Djp = F[E(p) —PrRQ+7r+ C/)] @)
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We can rewrite Equation (6) to emphasize its linearity in the domestic
asset price:

Dy = ap — yiPy, (€)

where

ap = [E(p) — BLE(pr) — Pr(1 + 7+ bp)ll

(1 — p?)Ac?

_ (Q+r+c)
~ (1—p»)Ac?
Equation (7) can be rewritten in the same way. Since all demand func-
tions are linear, we can construct 2 domestic representative investor
d whose demand function is a weighted average of Equations (6) and
(7). Let f denote a foreign investor who invests in the domestic mar-
ket. We assume that there are N, investors of type d and Ny investors
of type f.

With these assumptions, the entrepreneur chooses Sy and Sg to
maximize firm value V as in Section 1.1. From Equation (1), we have

Ve

V = DyPy + DpPp
= NrDryPy + NgDairPr

N, - S N, -
_ ( roty U) SU-I-( 0 R) 5
Nryr Nrya
Nrar — S Ny — (S =S
(ff U)SU+<d ( v)

S— Su). 9
N Nova )( v) ®

To get the second line, we replace the aggregate demands with the
demands of the representative investors multiplied by the correspond-
ing number of representative investors. We then use Equation (8) to
substitute out the prices from the second line and the constraint that
Sk = S — Sy to obtain the last line. Note that with the definition of
firm value in the last line, the only constraint on the entrepreneur’s
maximization problem is that § > Sy > 0. Solving for the optimal Sy,
we get

1 [ NyvaNroer — Nya g N, + 2NryrS
SE=Min[—[ LR e R i H 4 fyf],s].
2 Ngya + Nryr

(10)

If deadweight costs are the same for all investors who participate in
the domestic market, the intercept and slope of the per capita asset
demand functions are the same for all investors, so that there is no
reason to price discriminate. In this case, Sj; = SNy/(Ng + Ny) < S,

1029



The Review of Financial Studies /v 8 n 4 1995

which is the first-best risk-sharing rule for the investors who partic-
ipate in the domestic market. Hence, deadweight costs that depend
on the country of residence of investors are a necessary condition for
the optimal supply of U shares to differ from the first-best risk-sharing
rule. In Equation (10), S}, increases with Ny and with by. When Ny and
by are not too large, foreign investors as a group hold fewer domestic
shares than they would in the absence of deadweight costs and the
data on shareholdings exhibit a home bias. If the foreign investors
who invest in the domestic country face sufficiently high deadweight
costs on their home market, the degenerate case where foreign in-
vestors hold all of the firm’s shares can be obtained. Henceforth, we
do not consider this degenerate case.

To obtain a necessary and sufficient condition for price discrimina-
tion to maximize firm value, we now derive the difference between
the price of unrestricted shares and the price of restricted shares.
By substituting the optimal number of shares allocated to foreign in-
vestors from Equation (10) into Equation (8), we can solve for share
prices assuming that the firm supplies positive quantities of each type
of share. We obtain

l|la
PU—PR=—[—f—a—d]. a1
2lyr Ya

To understand the implications of Equation (11), we define P,(D,) as
the inverse demand function for shares of type a. With this notation,
P,(0) is the price corresponding to D, = 0 in Equation (8), which is
the price at which the linear demand function intersects the price axis
in a graph of the demand function. Equation (11) implies that:

Result 2. A necessary and sufficient condition for price discrimina-
tion to maximize firm value is that Pr(0) # Py(0).

Proof. From Equation (8), (as/yr) = Py(0) and (ay/yq) = Pg(0). ®

Result 2 follows in a straightforward way from Result 1 and from
the linear demand functions obtained in Equation (8). Linear demand
functions for which Pg(0) = Py(0) have the same elasticities because
eru = P/l(ar/yr) — Pl and e4r = P/(@q/va) — P), so that g7y = g4z
when (as/yr) = (@q/va) and Py = Pg = P. It follows from Result 1
that if the demand functions have the same elasticities, there is no
gain from price discrimination.

The empirical evidence shows that typically unrestricted shares sell
at a premium. The next result provides a necessary and sufficient
condition for this to be the case:

1030



Foreign Equity Investment Restrictions

Result 3. Firm value is maximized with Py > Pg if and only if

1
Py —Pr = E[PU(O) — Pr(0)]

1[E) = BLEpR) = (1+ 7+ by Pyl
2 1+7r+ cr

_ E(p) — BIE(pr) — (1 + 7 + ha) P]
1+7r+4+c¢y

] > 0. a2

Proof. Use Equation (8) to obtain the inverse demand functions and
then substitute these functions in Equation (11). u

To understand better the implications of Result 3, it is useful to note
first that taking the derivatives of P;; — Pr with respect to the various
deadweight costs shows that P, — Py is an increasing function of ¢y
and by, and a decreasing function of ¢; and h,. Changes in dead-
weight costs which increase the demand of the domestic asset for
one class of investors are equivalent to a decrease in the price elastic-
ity of the demand for the domestic asset for that class of investors in
the model we consider. Hence, any change in deadweight costs which
increases the demand for the domestic asset from foreign investors in-
creases Py — Pg, and any change in deadweight costs which increases
the demand for the domestic asset from domestic investors decreases
Py — Pp. With these comparative statics, one expects Py — Pr > 0
when ¢; and by are large relative to ¢y and b,. This will be the case
if domestic investors face higher deadweight costs in the domestic
country than abroad and/or the foreign investors who participate in
the domestic market face higher deadweight costs in their home coun-
try than in the domestic country. Hence, P;; — Pg > 0 requires capital
flight from domestic investors toward foreign securities or capital flight
from foreign investors toward domestic securities. With either type of
capital flight, foreign investors have a less price-elastic demand for do-
mestic shares than domestic investors, and Result 3 implies that it is
optimal for domestic firms to discriminate between domestic and for-
eign investors by restricting the supply of shares available to foreign
investors.

Because of the well-known existence of a home bias in portfolio
holdings, it cannot be the case that all foreign investors face greater
deadweight costs at home than in the domestic country. If they did,
one would have a situation where foreign investors hold mostly do-
mestic shares if the foreign country is large, which would be inconsis-
tent with the empirical evidence. If the foreign country of our model
is the rest of the world, one would expect capital flight to affect only
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a small subset of foreign investors (those from Sweden or Colombia,
but not those from Germany or the United States). For most other
investors, price discrimination and deadweight costs in the domes-
tic country make investments in unrestricted shares unadvantageous.
This creates a situation which is quite different from the one typically
assumed in models of international asset pricing.'* Models without
barriers to international investment predict that the demand for do-
mestic shares from foreign investors is highly price-elastic relative to
the demand for domestic shares from domestic investors because all
foreign investors invest in the domestic country. Using Equation (8),
we have

IVf(X f — SU
= P

Hence, for a given supply of shares available to foreign investors,
the price-elasticity of demand increases with the number of foreign
investors participating in the domestic country, assuming that oy is
constant. In existing models, a large foreign country implies that Ny
is large since all foreign investors participate in the domestic coun-
try. In this case, gy is large compared to eg and price discrimination
such that Py/Pr > 1 is not optimal given Result 1. In contrast, in
our model, only a subset of foreign investors invests in the domestic
country, so that Ny can be small even relative to Ny, and hence, price
discrimination such that Py/Pr > 1 can be optimal.

In our model, price discrimination with a higher price for unre-
stricted shares takes place only if the demand from foreign investors
is less price-elastic than the demand from domestic investors. This
means that for price discrimination to become unprofitable, the price
elasticity of the demand for domestic shares from foreign investors
has to increase so that it equals the price elasticity of the demand
from domestic investors. In our model, price discrimination becomes
unprofitable if the deadweight costs of foreign investors who partici-
pate in the domestic market become the same as the deadweight costs
of domestic investors. As long as only a subset of foreign investors
participates in the domestic market, though, removal of ownership
restrictions has an adverse effect on the price of unrestricted shares
because the price elasticity of the demand for these shares is limited.

As an example of a situation which would lead to the elimination of
ownership restrictions, consider the following scenario. Suppose that
initially by = ¢4 = ¢r = 0, by > 0. In this case, price discrimination
so that Py > Py is optimal. Consider now the effect of a decrease
in deadweight costs so that the deadweight costs of foreign investors

(13)

gy

! For a review of models of international asset pricing, see Stulz (1994).
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participating in the domestic country fall to zero and the deadweight
costs of some foreign investors who do not participate in the domestic
country fall to zero also. The effect of this fall in deadweight costs on
Py — Pg is ambiguous because it decreases the demand for domestic
shares from foreign investors who participate already in the domestic
country but increases the demand for domestic shares from some
foreign investors who currently do not hold domestic shares. Since
the deadweight costs of the foreign investors who participate in the
domestic country have fallen to zero, price discrimination is no longer
optimal. Nevertheless, the fall in deadweight costs may have been
accompanied by an increase in Py — Pg. Finally, since, by construction,
not all foreign investors invest in the domestic country, the demand
for U shares is not perfectly price elastic and the price of these shares
falls when ownership restrictions are removed.

The model developed in this section suggests that if there is a non-
trivial fixed cost from imposing ownership restrictions, firms in suf-
ficiently large countries do not impose such restrictions. To see this,
note that the limit of Sy as Ny/Ny increases is zero. Hence, for suf-
ficiently large countries, there is no benefit from charging a different
price to foreign investors because foreign ownership is trivial. Simi-
larly, if a country becomes sufficiently small, it becomes optimal for
foreign investors to hold most shares. However, the country size which
matters is not the total number of investors weighted by their wealth,
but rather the number of investors weighted by their wealth willing
to invest in the domestic country. Hence, N;/Ny may be greater than
one even though the foreign country is the rest of the world because
only a few foreign investors invest in the domestic country.

Throughout our analysis, we have assumed that the foreign country
does not discriminate against the investors from the domestic coun-
try. In some ways, our argument in this paper is similar to the optimal
tariff argument of international trade.'> Hence, one might expect the
foreign country to discriminate against domestic investors if the do-
mestic country discriminates against foreign investors. However, we
have seen that price discrimination of the type discussed here re-
quires that nonresident investors face unattractive deadweight costs
in their country of residence. Typically, countries that benefit from
capital flight are not countries that generate capital flight. Hence, if
the conditions are met for the domestic country to discriminate against

See, for instance, Dixit and Norman (1980). Gordon and Varian (1988) extend optimal tariff con-
siderations to asset markets by showing that if governments are not price-takers, they may affect
terms of trade in asset markets through taxation to improve their country’s welfare. Optimal tariff
or tax arguments require the domestic country to be, in some sense made precise in the context
of the model, large. Hence, they offer no basis for the existence of ownership restrictions in small
countries.
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foreign investors by charging them a higher price, it is unlikely that at
the same time the foreign country will find it worthwhile to discrimi-
nate against domestic investors by charging them a higher price.1¢

Our analysis so far has focused on a static model. Developing a
dynamic model is beyond the scope of this article. Nevertheless, it is
possible to reinterpret our model in a dynamic setting by assuming
that the share supplies are fixed, that deadweight costs are paid period
by period, and that the demand functions derived here hold period by
period. In this case, nothing changes if deadweight costs are constant
through time except that the end-of-period payoffs become next pe-
riod’s share prices, since markets are open and shares trade at the be-
ginning of each period. If deadweight costs change randomly through
time, next period’s share prices depend on next period’s deadweight
costs and on the joint distribution of the share prices one period
hence, which will depend on new information about the deadweight
costs. In this multiperiod setting, next period’s share prices will dif-
fer between U and R shares because these share prices are affected
differently by changes in deadweight costs.

When the model is viewed from such a perspective, deadweight
costs of a size consistent with tax rates can generate large differences
between U and R shares. Consider the extreme case where F, U,
and R shares all pay the same dividend each period and deadweight
costs are constant over time. Suppose then that investors holding U
shares are foreign investors who face deadweight costs at home and
no deadweight costs in the domestic country. If deadweight costs are
equal to 1/2 the dividends at home for the foreign investors who
invest in the domestic country, these investors are willing to hold U
shares at a price equal to twice the price of F shares. Since domestic
investors can hold F shares, R shares cannot sell for more than the
price of F shares in equilibrium since otherwise they would not be
held. With no short-sales, however, R shares can sell for less than the
price of F shares.

Time-consistency problems might lead the static equilibrium de-
rived here to unravel because foreign investors expect the firm to
increase the supply of unrestricted shares immediately after they have
bought some U shares. As in the durable monopolist problem, firms

Note that both foreign country firms and foreign country investors are worse off if the foreign
country discriminates against domestic investors in the absence of capital flight from the domestic
country. This is because, in the absence of capital flight from the domestic country, the foreign
country firms cannot benefit from price discrimination against domestic investors. Further, the
imposition of ownership restrictions by the foreign country in this case makes it optimal for the
domestic country to tighten its restrictions. This is because an increase in Py for domestic investors
increases a, in Equation (8), and hence decreases S, in Equation (10). This means that the foreign
country investors are hurt by the imposition of ownership restrictions on domestic investors by
foreign firms.
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may be unable to commit not to act opportunistically. Since price dis-
crimination is profitable, firms have incentives to make the elimination
of price discrimination difficult. For instance, their charter can require
the consent of holders of U shares for new issues of U shares. In addi-
tion, managerial incentives may be such that management maximizes
total firm value rather than only the value of R shares, in which case
management would change the relative supplies of shares if doing
so increases firm value, but not if it only redistributes wealth across
shareholders. If firms create obstacles to the elimination of price dis-
crimination, price discrimination can persist even when it no longer
maximizes firm value in the absence of obstacles to eliminate it.

1.3 An extension to multiple domestic firms

In general, ownership restrictions affect the shares of many different
firms in a country. Consequently, to investigate empirically the pric-
ing implications of our model, an extension of the analysis to the case
where there is a single foreign risky asset, but many domestic firms
that issue U and R shares, is required. For this extension, we assume
that the model of Section 1.2 holds period per period. In this case,
the end-of-period payoffs of shares are their end-of-period prices. In
a multiperiod model, the end-of-period prices of U and R shares may
differ even though they always pay the same dividends, since dead-
weight costs could change. We provide in the appendix an extension
of the analysis that leads to the following equations for the prices of
U and R shares:

1 A 1
P, =\—)I|E = )| Vov—Vuor—=Vru | S
Ly <1+r+cf)[ @,) (N/)[ vu UFGE FI/j|_U

- EU’F[E(pF) —(1+7r+ bf)PF]:| , (14)
1 A 1
Pe=\1T5774) [ FL) - (Fd Vir = Vir g Vew | Sk
- ﬁR’F[E(pF) -(14+r+ bd)PF]:l ; s

where P, is the n x 1 vector of share prices of type a when there
are n domestic firms, E( p ) is the 7 x 1 vector of next period’s prices
of shares of type a, V,, is the n x n variance-covariance matrix of
next period’s share prices of type a, V,r is the n x 1 vector of co-
variances between next period’s share prices of type a and the price
of F shares, Vg, is the transpose of Vp, ﬁa Pt the vector of beta
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coefficients of share prices of type a with respect to foreign shares,
and S, is the 7 x 1 vector of supplies of a shares, where a =R, U, F.
In each equation, the asset supplies are multiplied by a term in square
brackets that corresponds to the variance-covariance matrix of next
period’s share prices hedged with positions in F shares. Since hedg-
ing cannot eliminate all the risk of domestic shares, it follows that the
price of domestic shares falls as the supply of these shares increases.
In addition, the price of domestic shares increases with deadweight
costs on foreign shares and falls with deadweight costs on domestic
shares.

With 7 domestic firms, it is still the case that price discrimination
is optimal if demand elasticities differ due to heterogeneity in dead-
weight costs. Although we do not do this here, it would be possible,
using Equations (14) and (15), to derive optimal supplies of R and
U shares for each firm in one of two ways. One approach would be
to assume that all firms in a country collude in choosing the supplies
of R and U shares to maximize country wealth; to save on coordina-
tion costs, firms might prefer to have legislated restrictions on foreign
ownership, though. The other approach would be to let each firm
choose its supplies of R and U shares to maximize its value given
that all firms choose their supplies to maximize their value.!” Such an
extension is beyond the scope of this article.

1.4 Alternative explanations for the existence of ownership
restrictions

Our approach shows that ownership restrictions can be value-maxi-
mizing. In addition, since the ownership restrictions of individual do-
mestic firms affect the cost of capital of other domestic firms, a case
can be made that government-imposed ownership restrictions mini-
mize the country’s overall cost of capital because individual firms do
not take into account the effects of their decisions on other firms’ cost
of capital.

Alternative explanations for ownership restrictions advanced in the
literature mostly focus on control issues.'® Governmental ownership
restrictions could be motivated by a desire to keep control of home-
country firms with home-country investors. This motivation, however,
cannot explain why individual firms would choose to have ownership
restrictions, and; why restrictions do not simply preclude transfer of
control to foreign investors rather than ownership of shares by foreign

17 For individual firms, strategic considerations become important in a context with multiple firms.
This is because a firm’s optimal supply of shares depends on the supplies of the other firms.

18 For the case of Switzerland, this argument is advanced by Horner (1988) and Vock (1987).
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investors. To the extent that R shares as a control block have a majority
of a corporation’s voting rights, the fact that transfers of R shares have
to be approved by the corporation essentially precludes a takeover of
the corporation. Nevertheless, takeover deterrence does not explain
restrictions on foreign ownership. Since the corporation can always
control ownership of R shares, it is better off prohibiting ownership
by potential raiders only, rather than investors at large, since doing so
will result in higher share prices.

Suppose, however, that it is indeed true that ownership restrictions
exist to enable management to keep control of the firm and that this is
the only reason for these restrictions. In this case, one would still ex-
pect the demand for U shares to be almost perfectly price-elastic if the
domestic country is small. Hence, removal of ownership restrictions
would have almost no effect on U shares, except through the positive
effect on cash flows resulting from the decrease in managerial en-
trenchment. One would expect ownership of R shares to be valuable
if it enables investors to receive rents from control. In particular, if a
control contest is ever going to take place, R shares would presum-
ably receive greater compensation than U shares.!” Further, restricted
share owners can form a coalition to share with management the rents
from control, which also would make R shares valuable. Yet, empiri-
cally, R shares generally trade at a discount relative to U shares so that
the market price of R shares does not reflect the control advantages
of these shares in a way that would justify their existence. It might
be, however, that blocks of R shares transferred with the approval
of the corporation trade at a price that is greater than the price of
U shares. We do not have any data on transfers of blocks, but such
data could provide evidence supporting the control hypothesis, given
that this hypothesis fails to explain the pricing of U shares in general.
In any case, with this control hypothesis, we would expect both the
price of R and U shares to increase if ownership restrictions are re-
moved because of the associated efficiency gain from less managerial
entrenchment.

An alternative control hypothesis is that R shares provide the firm
with a stable clientele of shareholders that are better monitors because
they are closer to the firm. In that case, removing the ownership
restrictions would decrease firm value unless, somehow, the value of
monitoring has become less important. This argument also implies,
however, that the removal of restrictions should have a trivial effect
on U shares unless it reduces total firm value, since again one would
expect the demand for U shares to be highly price-elastic.

!9 See DeAngelo and DeAngelo (1985).
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Alternative explanations for the discount of R shares could be based
on the argument that these shares are less liquid and/or that these
shares have tax disadvantages. Since transfers of ownership of these
shares are limited, it makes sense that a seller of R shares might find it
more difficult to find a qualified buyer. Allowing foreign investors to
hold R shares increases the liquidity of these shares, but it does not af-
fect their possible tax disadvantages. In a standard asset pricing model,
though, one would not expect that allowing foreign investors to hold
R shares would have a significant impact on the price of U shares.

The Swiss Data

The Swiss evidence provides a sample for which it is possible to as-
sess directly the valuation implications of ownership restrictions by
constructing R and U securities that differ only in their ownership
restrictions.?’ The sample includes 19 firms that have both R and U
shares outstanding. All these firms had two types of U shares out-
standing at the beginning of 1985: U shares with voting rights (bearer
shares) and U shares with no voting rights (participation certificates).
The R shares (registered shares) are available to Swiss citizens or to
Swiss residents only depending on the firm. The ownership restric-
tions for these shares are enforced by the company through refusal
to register owners of shares who do not meet its registration require-
ments. Owners of registered shares who are not registered do not
exist as far as the company is concerned.?! Our sample includes 8 of
the 10 Swiss firms with the largest stock market capitalization in 1985
and all firms listed in the Swiss Stock Guide edited by Union Bank
of Switzerland that had all three types of shares outstanding at the
beginning of 1985, except for one, Bank Leu, for which stock data
was lacking. The Stock Guide lists 98 firms which, on September 15,
1985, had a total capitalization of 126 billion SFr. The firms in our
sample had a capitalization of 78 billion SFr on the same day, which
amounts to about 62% of the total capitalization. Of the firms not in
our sample, 17 seem to have only U shares; most of these companies
are fairly small and are controlled by one shareholder.??

R and U shares in our sample differ also because U shares are bearer shares, whereas R shares are
registered shares. Hence, shareholders who value anonymity will find U shares more valuable.
However, in Switzerland, the tax advantage of anonymity is limited because dividends are subject
to withholding taxes on all types of shares. Consequently, whereas this difference between share
types implies a higher valuation of unrestricted shares, its value appears limited. An indication of
this is that when the residency requirement for R shares is removed the ratio of the prices of R
and U shares is very close to one as shown in Figures 1 and 2.

Kaufmann and Kunz (1991) review the history of the legal status of registered and bearer shares.

An exception is F. Hoffmann-La Roche & Co. which, as of September 15, 1985, is the sixth largest
firm in terms of capitalization. As of that date, Roche has shares with and without voting rights,
but all shares are unrestricted.
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In Switzerland, dividends are the same fraction of face value for all
share types and each voting share has one vote. Hence, a share type
can gain a voting rights advantage by having a lower face value. If
registered and bearer shares have different face values, it is always the
case that registered shares have a lower face value so that investors
who hold registered shares have more voting rights for a given stake
in the firm’s cash flows than investors who hold bearer shares. To
isolate the effects of ownership restrictions, we construct for each
firm a portfolio of bearer shares and participation certificates which
pays the same dividend and has the same voting rights as registered
or restricted shares. We call these portfolios U shares in the following
analysis. More formally, these U shares consist of one bearer share
and [Fg — Fgl/ Fp patrticipation certificates, where Fg, Fg, and Fp are,
respectively, the face values of the registered shares, bearer shares,
and participation certificates. Consequently, the face value of a U
share is Fg so that it has the same face value as a registered share and
therefore pays the same dividend. If a firm’s bearer and registered
shares have identical face values, its U shares have no short position
in participation certificates.

Our empirical tests use portfolios which have short positions in par-
ticipation certificates for some of the U shares. With this approach,
we can match registered shares with portfolios which have identical
dividends and voting rights. Since it may not be possible to implement
the portfolio strategy that we assume, we distinguish in our empirical
work between U shares that require short-sales of participation cer-
tificates and those that do not. This assures that we understand the
sensitivity of our results to the use of short-selling in the construc-
tion of the U shares. In addition, we also show results which directly
compare bearer shares versus registered shares; however, in this case
we would be comparing shares that have different voting rights, ex-
cept for nine firms for which there is no difference in face values
between the bearer and registered shares. It is interesting to note,
however, that the comparison of the price of bearer shares per Swiss
franc of face value and the price of registered shares per Swiss franc
of face value shows that the bearer shares are always more expensive.
In cases where registered shares have a lower face value than bearer
shares, an investment in restricted shares that pays the same dividends
as an investment in bearer shares but has more voting rights always
sells for less than the investment in bearer shares. Thus, voting rights
considerations are always a second-order phenomenon.

Table 1 lists the firms in our sample and provides relevant informa-
tion. The criteria used to register shareholders are those in effect at the
end of the sample period as reported by the stock guide prepared by
Finanz und Wirtschaft for 1989 and by Kaufmann and Kunz (1991).
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Hence, the requirements reported in the table are those in force af-
ter Nestlé decided to allow foreign investors to acquire R shares. In
general, the cases where registration is at the discretion of the board
should be interpreted as cases where foreign shareholders will not be
registered. As far as we can ascertain, at the beginning of the sample
period, Swiss residency was a requirement for registration for all firms,
and for a number of firms the stronger requirement of citizenship was
in place.?® Note further that satisfying the residency or citizenship re-
quirement might not be sufficient to ensure registration of registered
shares, since a firm’s board of directors generally has the right to re-
ject registration for Swiss citizens. Finally, the information in Table 1
shows that holders of registered shares typically control the firm as a
group.

In the empirical work, we use weekly share prices, more precisely
Wednesday closing prices, over the period from January 2, 1985, to
December 27, 1989. Besides the whole period, we distinguish three
subperiods. The first one is from the start of our sample to the end
of September 1987, that is, just before the stock market crash on Oc-
tober 16, 1987. The second subperiod extends from the beginning
of November 1987 to the second week of November 1988, which is
just before Nestlé announced on November 17, 1988, that it would
no longer exclude foreign investors from ownership of R shares. The
third subperiod starts in the third week of November 1988 and goes to
the end of our sample. We consider the postcrash period separately to
allow us to discern changes in the behavior of share prices following
the crash.

Table 2 shows the values of the average ratio of the price of U and
R shares. For many firms, the average price ratio before the removal
of the registration restrictions by Nestlé exceeds two. In addition, for
all firms but five, the minimum price ratio exceeds one, so that sta-
tistical tests for the existence of a price differential are superfluous.
The price ratio exhibits substantial variation over time. Not surpris-
ingly, the average values of the ratio fall for a number of firms in the
last subperiod following the removal of the registration restrictions by
Nestlé. In the absence of deadweight costs for foreign investors, own-
ership restrictions would appear to impose an extremely large cost
on the corporations that have them. For instance, if the ratio is two
and if the market for U shares has perfectly elastic demand curves, a
firm whose value is divided equally between R and U shares could in-
crease its value by one-quarter by removing the restrictions, assuming

No stock guide with information on the ownership restrictions is available for the beginning of
our sample period.
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Table 2
Price ratios of unrestricted/restricted shares

Average price ratio

Total Before Crash- After
period crash Nestlé Nestlé Maximum Minimum
Firm
ALU 1.62 1.66 1.72 1.43 2.01 1.23
BBC 1.83 1.77 2.27 1.56 2.65 1.07
BSI 1.66 1.59 1.63 1.84 2.55 1.06
CIG 191 2.12 2.02 1.27 2.42 1.17
FEL 1.24 1.21 1.25 1.31 1.50 0.93
FIS 2.08 2.12 1.78 2.26 2.86 1.00
GLO 1.17 1.26 1.14 1.00 1.70 0.90
HAG 1.05 1.06 1.05 0.99 1.36 0.87
JAC 1.34 1.02 1.86 1.57 2.46 0.24
Kvz 1.50 1.50 1.39 1.48 1.95 0.60
NES 1.76 1.94 2.00 1.07 2.17 1.00
OEB 2.40 2.57 2.69 1.67 3.21 1.37
RUK 2.20 2,61 2.03 1.37 3.21 1.20
SAN 2.23 2.60 2.38 1.17 2.89 1.03
SBG 1.34 1.29 1.44 1.35 1.66 1.02
SBV 1.24 1.29 1.25 1.12 1.50 1.06
SCH 2.12 1.70 3.29 1.97 3.87 0.94
WIN 1.87 2.05 1.98 1.30 237 1.16
ZUR 1.88 2.04 2.10 1.28 2.37 1.16
Portfolios
All shares 1.71 1.76 1.86 1.42 1.99 1.35
Short sales 1.71 1.65 1.93 1.64 2.16 1.48
No short sales 1.70 1.88 1.77 1.18 2.10 1.12

Price of unrestricted share/price of restricted share. Observations are weekly. Total period extends
from January 2, 1985, to December 27, 1989. Subperiods: Before crash (January 2, 1985, through
September 30, 1987), crash-Nestlé (November 4, 1987, through November 16, 1988), after Nestlé
(November 23, 1988, through December 27, 1989). Price ratios for portfolios are averages for
individual shares. Short-sales (no short-sales) portfolios include all shares involving short-sales
(no short-sales) of participation certificates to construct unrestricted share.

that the firm’s cash flows are unchanged. Figure 2 plots the average
price ratio for all firms, for firms where U shares require no short-sales
of participation certificates, and for firms where U shares require such
short-sales. In Figure 2, the fall in the price ratios following the an-
nouncement by Nestlé is quite dramatic.

Table 2 and Figure 2 show clearly the magnitude of the puzzle
that has to be explained by any theory on the existence and pricing
of ownership restrictions. In traditional asset pricing models, these
restrictions imply a considerable cost without having an offsetting
gain. Further, the advocates of the control hypothesis for the existence
of R shares cannot point to control benefits impounded in the price
of R shares that offset the loss in firm value resulting from ownership
restrictions if the demand for U shares is highly price-elastic. Nor can
they explain why the price of U shares fell following the Nestlé event
shown in Figure 2. If removal of ownership restrictions decreases the
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Figure 2. Price Ratio Unrestricted/Restricted Shares
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Figure 2

Price ratio of unrestricted/restricted share prices

Wednesday closing Swiss francs prices from 1/2/85 to 12/27/89 are used to construct price ratios
of unrestricted/restricted shares for each firm in the sample. Until 11/17/88, restricted shares are
registered shares that cannot be held by foreign investors. After 11/17/88, restricted shares of
Nestlé can be held by all foreign investors. The firms in the sample have two kinds of shares that
can be held by all investors: bearer shares, which are shares with voting rights, and participation
certificates, which are shares without voting rights. A firm’s unrestricted share is a portfolio of
bearer shares and participation certificates that pays the same dividend as that firm’s registered
shares and has the same voting rights. This portfolio has a short position in participation certificates
when registered shares have a voting rights advantage relative to bearer shares or has no position
in participation certificates if registered shares have no voting rights advantage relative to bearer
shares. “All shares” denotes an arithmetic average of all price ratios whether short positions are
taken or not. “Short sales” denotes the arithmetic average of the price ratios where unrestricted
shares include short positions. The stock market crashed on 10/16/87.

private benefits of control, one would expect U shares to benefit since
their holders get none of the private benefits from control. In addition,
in the context of Gordon’s growth model, a ratio of two essentially
implies that the discount rate for R shares has to be twice what it is
for U shares.

Cross-sectional Properties of the Relation Between the Prices
of Unrestricted and Restricted Shares

To investigate the usefulness of our model, we would like to know
whether it helps to understand the cross-sectional variation in the

1044



Foreign Equity Investment Restrictions

relation between U and R share prices compared to a model without
deadweight costs. Without deadweight costs, the price of Nestlé U
shares is determined in the same way as the price of IBM shares.
Hence, in our mean-variance model, assuming that R and U shares
are a trivial fraction of the world market portfolio, the price of U
shares is determined by their beta with the world market portfolio.
Thus the supply of U shares relative to the supply of R shares should
not matter in the relative price of U shares relative to R shares.

Equations (14) and (15) of Section 1 provide formulas for the price
level of U shares and R shares for the case where there are » domestic
firms. When investigating the cross-sectional variation in the relation
between U and R shares, however, we want to focus on the logarithm
of the ratio of the price of U and R shares because the wide variation in
the price of these shares makes comparison of the difference between
the price of U and R shares meaningless across firms. To obtain a
cross-sectional regression model, we derive an explicit formula for
the log of the price ratio of U and R shares which is consistent with
the model of Section 1. With this formula, the absolute level of share
prices is irrelevant and cross-sectional regressions are meaningful. To
derive that model, we assume that the model derived in Section 1
holds period by period and then use the log-linear approximation for
the log of share prices derived in Campbell and Shiller (1987) and
Campbell and Ammer (1993). With this approximation, the price of a
share can be written as

o0
InPl,=EY /[0 —mdif7+ — ] +0, (16)
Jj=0

where In P!, is the log of the price of the stock of type a of the ith
firm at date ¢, d,t; 71 is the log of the dividend at date ¢+ j+ 1, and
ria 71 is the rate of return of the share from date 7 + jtot+j+1.1n
is a parameter that comes from the approximation procedure and is
slightly smaller than one, and 6 denotes a constant that depends on 7.
Small changes in n have a trivial effect on the log of the price; hence,
in the following, we assume that 7 is the same for R and U shares.
With this notation and this additional approximation, the log price
ratio is the discounted sum of the difference between the expected

rates of return of the two types of shares:

o0
InPl, —InPj= EZ it — T 17)
7=0

The log price ratio is positive, so U shares sell at a premium if the
expected value of the sum of the discounted rates of return of R
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shares exceeds the expected value of the sum of the discounted rates
of return of the U shares.

Table 3 presents evidence on the cross-sectional variation of log
price ratios using the model of Section 1 extended to many firms to
predict expected rates of return. The data available include the returns
on the Swiss shares used so far, the returns on a broad Swiss index —
the SBC index — and the returns in Swiss francs on the Morgan Stanley
world index. We take the Morgan Stanley world index as the foreign
asset in Section 1. In our empirical work, we estimate the relevant
parameters using the precrash period and test the model using the
period between the crash and the Nestlé event.

Equations (14) and (15) can be restated in returns form for individ-
ual securities as follows:

E(rig) — r = Ca + Bir.rm(AMrar/Ni)o 2y
— Bir,rBrm,r(AMgar/ Na)o?
+ Bir, FLE(rF) — v — bgal, 18)

E(riv) — r = ¢ + Biv,um(AMup/Ny)o iy
— Biv,rBum,r(AMyu/ Ny)o}
+ Biv,rlE(re) — 7 — by, 19

where 7;, is the return of the ith share of type a, aM denotes the
market portfolio of shares of type a, My denotes the market value
of portfolio aM, and o,y is the standard deviation of the return of
the market portfolio of shares of type a. The beta coefficient of the
ith share of type a with respect to Z is B;, . For instance, B,y r is the
beta coefficient from a regression of the return of the ith unrestricted
share on the return of the foreign shares. Using the log approximation
and Equations (14) and (15), we get the following testable equation:

In P}, —In P}p & a1+ azBiv. r+ a3 Bir r+ asBiv, um~+ ds Bir. rm+€: (20)

Assuming that the model of Section 1 holds period by period, the
regression coefficients correspond to

ar = C¢q — ¢,

a, = —E(rr) — r — by — Bum,r(AMyum/Np)o Fl,

as = E(rg) — r — ba — Brm.r(AMgat/Na)o 7,

as = —(AMym/ NG,

as = (AMpu/Na)o 2. @3))

We first consider the implications of a model without deadweight costs
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for the regression coefficients of estimates of Equation (21), assuming
that the foreign country is large relative to the domestic country. First,
we expect a; = 0. Second, since Ny is extremely large, @, becomes
equal to minus the risk premium of foreign shares and hence should
be negative. In addition, @, + a3 < 0, a4 = 0 as Ny becomes large
enough, and a5 > 0. The case which leads to price discrimination
with a higher price charged to foreign investors requires by > by > 0
and ¢y cannot be too large. In this case, one expects Ny to be much
smaller than in the model without deadweight costs. Consequently,
estimates consistent with that case are a1 <0, a2 + a3 > 0, az > 0,
as < 0and as > 0.

Regression A of Panel A in Table 3 provides estimates of Equa-
tion (20) using as market portfolios of R and U shares the value-
weighted portfolios of these shares in our sample. Because of our
construction of U shares, we add a dummy variable to our regressions
that takes a value of one if a share involves short-sales of participation
certificates. We find that as > 0 as predicted and that it is the only
coefficient significant at the 0.05 level or better. The dummy variable
is significant at the 0.10 level. Coefficients a; and a4 have negative
coefficients as expected, but they are not significant. The coefficient
ay is not significantly different from zero, which is inconsistent with
a model without deadweight costs. Coefficient @, 4+ a3 is nonnegative
as expected in the model with deadweight costs. Note that over the
estimation period for betas, Byy r = 0.36 with a t-statistic of 4.45
when we use the value-weighted portfolio of bearer shares as the
market portfolio of U shares and Bry,r = 0.34 with a f-statistic of
5.77. Hence, it is not the case that our failure to find a, + a5 to be
negative is due to betas equal to zero. It follows from this that Regres-
sion A is consistent with our model and does not provide support for
a model without deadweight costs.

One reason for the lack of strength in our results might be that betas
changed. The world beta coefficients seem substantially greater after
the crash than before. After the crash, we have By r = 0.95 with
a t-statistic of 10.48 and we have Bgy r = 0.72 with a ¢-statistic of
9.67. Another reason why we estimate coefficients imprecisely is that
we estimate six coefficients with 19 observations when, in addition,
four of our explanatory variables are highly correlated. On average,
the correlation coefficients between the various betas we estimate are
greater than 0.50.

In Regression B, we include as additional explanatory variables the
log of the market value of U shares, the log of the market value of
R shares, and the total face value of U shares divided by the total
face value of R shares. We find that none of these supply variables is
significant, indicating that the size or relative size of a firm’s outstand-
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ing supply of shares has little incremental explanatory power once
betas are accounted for, and that adding these variables leads to a
substantial fall in adjusted R?.

In Regression C, we include only the log market value variables and
find that these variables do not have significant coefficients. Interest-
ingly, however, the signs of these coefficients are not supportive of
liquidity arguments. One would expect shares to become more liquid,
ceteris paribus, when their supply increases, so that an increase in the
supply of U shares would increase the price ratio and an increase in
the supply of R shares would decrease the price ratio if liquidity is
an important determinant of the price ratio. Yet, in Regression C the
coefficients have signs which are opposite to those predicted by the
liquidity argument. The signs of the coefficients are consistent with the
supply effects discussed in Section 2 and so is the relative magnitude
of the absolute value of the coefficients.

The market values used in Regression C depend on the price ratio.
An alternative relative supply measure that does not depend on the
price ratio is the ratio of the aggregate face values of U to R shares.
This relative supply measure is attractive because it tells us the relative
supply of dividends offered in the form of U and R securities. In
Regression D, we regress the log price ratio on this variable and find
that it has the expected negative sign and is highly significant. Hence,
using this variable, it is clear that relative supplies matter as implied by
the model of Section 1. In that model, however, relative supplies do
not matter when Regression B is estimated, so that the insignificance
of the supply measures in Regression B and the significance of the
relative face values in Regression D are fully consistent with the model.
It could be, though, that multicollinearity makes it difficult to estimate
any of the coefficients precisely in Regression B.

In models without deadweight costs, relative supplies should not
matter at all. The only supply variable one would expect to matter
in that case is the supply of R shares. Another way to look at this
is that in the model developed by Hietala (1989), the relative supply
should be insignificant if one regresses the price ratio on the beta of
R shares relative to the market portfolio of R shares and the relative
supply variable. This is Regression E in Table 3, and we find that the
relative supply variable has a negative coefficient with a #-statistic of
—1.66, which is marginally significant. There, the coefficient on the
beta coefficient of R shares is significant and positive as expected.

In Panel B of Table 3, we replace the market portfolios of R and U
shares with a single proxy for the Swiss market portfolio — the SBC
index. We find that doing so leads to stronger results. The dummy
variable for short-sales is no longer significant. When we reestimate
the equation without that dummy variable, we find that the beta of U
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shares with respect to the domestic portfolio has a significant nega-
tive coefficient, whereas the beta of R shares has a significant positive
coefficient. In contrast, the world betas of R and U shares are in-
significant. The adjusted R? of that regression is 0.34. This regression
is inconsistent with a model of asset pricing in which Swiss shares
are priced in an integrated world market except for the ownership
restrictions. In the absence of deadweight costs, one would not ex-
pect the risk of U shares relative to the Swiss market portfolio to be
important in the determination of the price ratio. In addition, the rel-
ative supplies have a significant negative effect on the price ratio. We
estimated regressions with the logs of the levels of the supplies (i.e.,
similar to Regression A) and found the coefficients insignificant.

In Panel C, we use the ratio of the price of bearer shares to reg-
istered shares so that no short-sales are needed. In this case, there
are voting rights differences for 10 firms as explained earlier. It is
clearly the case that these voting rights matter when we estimate Equa-
tion (20) with a dummy variable that takes a value of one when the
R shares have a voting rights advantage. In Regression I, the dummy
variable takes a significant negative value, indicating that the voting
rights advantage of R shares makes these shares trade at a smaller dis-
count relative to the U shares. After including the log of the supplies
in Regression J, the dummy variable is no longer significant, but the
log of the supply of bearer shares is. In Regression K, both the rela-
tive supply variable and the dummy variable are significant. Further,
the beta of R shares is highly significant. All in all, this is the most
significant regression we report, with an adjusted R? of 0.57. The last
regression is Regression L, without the relative supply variable for
comparison.

In summary, there is evidence from our regressions that world be-
tas do not matter for the pricing of unrestricted shares, which we
take as evidence of market segmentation induced by the existence of
deadweight costs. Further, even controlling for betas, there is some
evidence that asset supplies matter and that the price ratio is related
to asset supplies as predicted by our model. The voting rights disad-
vantage of U shares reduces the price ratio as one would expect, but
voting rights considerations do not help understand why U shares are
priced at a premium and do not affect any of our conclusions.

The Nestlé Announcement of the Relaxation of Ownership
Restrictions

On November 17, 1988, Nestlé announced that it would allow foreign
investors to buy registered shares with a limit of 3 percent for any
investor. This announcement more than doubled the number of shares
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of Nestlé with voting rights available to foreign investors. Viewed in
another way, before the announcement, foreign investors could hold
claims to, at most, slightly more than one-third of the total dividend
payout of Nestlé. After the announcement they had the right to hold
all of it.

Suppose that the announcement conveyed no other information
than the information about share ownership. The model of Section 1.2
with deadweight costs set equal to zero implies that the change in
the price of U shares following the announcement should be trivial
since the distribution of future dividends is unchanged and since the
demand for U shares in that case is highly price-elastic. In contrast,
the value of R shares should increase because these shares are now
priced on world markets, rather than on the market formed by Swiss
investors. Figure 1 shows that the price of the R shares increased
dramatically during the week of the announcement from 4245 SFr to
5782 SFr. It also shows, however, that the U shares fell by 2079 SFr
from 8688 SFr to 6609 SFr. This fall of about 25 percent in the value
of U shares cannot be understood in the context of a model without
deadweight costs that limit access to the domestic market, but it makes
sense viewed from the perspective of our theory. In Section 1.2, we
argued that an increase in the supply of U shares leads to a fall in their
price because foreign investors have a downward-sloping demand
curve for U shares.

The drop in the price ratio of U to R shares associated with the
announcement is dramatic also. Table 2 shows that the price ratio for
Nestlé is about two before the announcement. After the announce-
ment, it drops to an average of 1.07. To explain a decrease in the
price ratio of this magnitude through changes in the risk premium
of U shares would require, in the simplest dividend discount model,
almost a doubling of the risk premium. Since there is no dramatic
decrease in stock prices throughout the world at that time, one would
have to explain the fall by a change in beta. There is no evidence of
a dramatic fall in beta either.

The price ratio falls for other firms at the time of the Nestlé an-
nouncement, but not for all firms. The typical firm for which the
average price ratio for the subperiod after the announcement is more
than two standard deviations lower than the average price ratio for the
subperiod before the announcement is a firm with an average price
ratio for the subperiod before the announcement in excess of two.
Hence, firms whose U shares were highly valued by foreign investors
experienced a fall. This fall can be attributed to the increase in the
supply of U shares and to the belief that other firms would follow
Nestlé in relaxing the ownership restrictions.

We have not been able to locate other news that could explain
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such a drop in the price ratio for so many firms during the week of
the Nestlé announcement.?* For most of these firms, the price ratio
had little volatility before the announcement. The average price ratio
for Nestlé for the subperiod before the announcement was 2.0 with a
volatility of 0.04. Hence, the drop in the price ratio is equivalent to a
drop of more than 20 standard deviations!

The dramatic loss in value of the U shares takes place against an
increase in the market value of Nestlé of 10 percent as measured
by the total value of all three categories of shares. This increase is
even more dramatic because during that week only two other firms
experienced an increase in market value in our sample. Hence, the
Nestlé announcement increases firm value as we would expect. The
obvious question for which we have no answer is why Nestlé waited
to make its announcement until it had such an impact on firm value
and why other firms did not follow.

At least three explanations can be given for the increase in the
market value of Nestlé that are not related to our theory. One view is
that the ownership restrictions enable management to entrench itself.
With this view, one could argue that the market reacted favorably be-
cause the announcement reflected confidence by management in how
it would be evaluated by shareholders, and hence confidence in the
future of the company.?> The second explanation is that Nestlé made
the move so it could be a more active player in the European Eco-
nomic Community. The third possible explanation is that the Nestlé
shares became more liquid. None of these arguments, however, can
explain why the unrestricted shares fell so dramatically. The first two
arguments suggest that the U shares should have increased in value
because the information represents good news for the company; the
third argument predicts little or no effect on the U shares because
their liquidity would change little.

Concluding Remarks

In this article, we argue that in the presence of differential demands
for domestic shares by domestic and foreign investors, firms will want
to discriminate between these investors, and that this discrimination
provides an explanation for why firms sometimes restrict foreign own-
ership of their shares. Price discrimination explains why shares avail-
able to foreign investors sell at a premium when (1) there is 2 home

24 Neither can Loderer and Jacobs (1994).

 This view has been put forward by Hermann and Santoni (1989).
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bias in asset holdings and (2) there is some capital flight from the
foreign country. In the absence of a home bias, the price-elasticity
of the aggregate demand from foreign investors exceeds the price-
elasticity of the aggregate demand from domestic investors when the
foreign country is large compared to the domestic country. Without
capital flight, foreign investors do not have a sufficient preference for
domestic shares to make it worthwhile to discriminate against them.

We explore a two-period model. Further work should study a mul-
tiperiod model to see under which conditions price discrimination
holds when firms can change the supply of unrestricted shares over
time. Most of the analysis in this article focuses on three assets. Hence,
we ignore the strategic considerations that apply in a context where
several firms have to decide on their supplies of unrestricted shares.
These considerations could be usefully explored. Finally, our analysis
does not derive explicitly why asset demands differ between investors
from different countries. Modeling taxes and political risk explicitly
could lead to a richer analysis.

Our cross-sectional evidence obtained using Swiss data is support-
ive of our model. The empirical analysis is limited by the nature of
the database available and the small number of firms for which our
experiment could be conducted. With more data, a time-series cross-
sectional analysis that looks more directly at the optimal supplies of
restricted and unrestricted shares for individual firms could provide
useful evidence on our model. Although our model appears to be use-
ful for the case of Switzerland, further work should explore whether
it can explain the existence of ownership restrictions for other coun-
tries. Whereas historically, it seems clear that there has been a demand
for Swiss assets motivated by political risk considerations which gave
Swiss firms some monopoly power in supplying shares to foreign in-
vestors, it remains an empirical question as to whether political risk
or tax effects on asset demands from foreign investors are important
enough in other countries with ownership restrictions to make our
theory appropriate for these countries.

Appendix

In this appendix, we derive Equation (14), which determines the
prices of U shares. The derivation of Equation (15), which determines
the prices of R shares, is similar. As in the text, we consider only the
case where all shareholdings are strictly positive for simplicity. Since
we only present results for the typical foreign investor who invests
in the domestic country, we omit the subscript f. Using the notation
in the text, Equation (5) can be written as an unconstrained equation
through elimination of the holdings of the risk-free asset by substi-
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tution of Equation (4). For the case with many different unrestricted
shares, the resulting unconstrained equation is

w = Dplpr—(1+ r+bf)PF]+Q,U[£U—(1+V+Cf)£U]+(1+T’) W. (A.1)

We maximize the expected utility of terminal wealth using the defini-
tion of terminal wealth given in Equation (A.1):

E(w) — %A Var(w) = Q’U[E(EU) — (4 r+ )Py
+ DplE(pr) — (1 + 7+ by) PF]
+(A+nWw-— %A[Z_D'U VouDy
+ 2D/, VyrDr + D:o ) (A.2)
The first-order conditions are
dL/dDy = E(p,)— A+ r+c)Py — AlVyuDy, + VyrDrl = 0,
dL/dDp = E(pr — (1 + 7+ bp)Pr — AIDFo} + VeyDyl = 0. (A.3)

Solving for the demand functions yields

1 -
S VoulE(p,) = L+ 1+ )Pyl = Vi VurDr = Dy,

1
ZGFZ[E(pF) ~ (A +7r+hbp)Prl— 0 *VeyDy = Dr. (A9

Substituting D in the equation for D, we get
|
Z UU[E(.EU) —(1+r+ Cf)BU]

1 _
- Vi Vur [ZUF_Z[E(PF) — (1 + 7+ bp)Prl - UFZVFUQu]

= Dy. (A5)

In equilibrium, the aggregate demand for unrestricted shares, Ny,
times Equation (A.5), must equal their supply. After imposing this
condition, we solve for P, to obtain Equation (14).
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