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- Home Bias
in Equity
Porttolios

Despite the benefits of global
diversification, most investors still
hold largely domestic portfolios.

By Ian CoOOPER AND Evi KAPLANIS

ince Harry M. Markowitz examined portfolio selection in the
early 1950s, diversification has been the single most important
idea in portfolio theory. The whole of modern capital market
theory is based upon the idea that investors diversify effi-
ciently. Combined with the ability to borrow and lend, and equal
access to information, this leads to the proposition that all investors
will hold a fully diversified portfolio, or “market portfolio,” of equities.

While this proposition is obviously an ideal, empirical results
imply that it may not be far from the truth in domestic markets. How-
ever, the logical implication of the diversification argument is that
investors should diversify globally. In 1986, we first pointed out that
very few investors actually achieve global diversification.

To illustrate, Table 1 looks at the domestic content of the equity
portfolios of institutional investors in various countries between 1987
and 1989. Compared with the global market, the portfolios are heav-
ily concentrated in the home market of the investor. For instance,
American investors held 97% of their equities in the U.S., which
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comprised only 34% of the
- The Home global market. The differ-

juit [i}{_"_}_t"iii}:'_ii“11'.}H~ ence—63%—is the “home
bias” of these U.S. portfolios
at that time.

Possible causes

of the Home Bias

The home bias is a puzzle
because the benefits of inter-
national diversification are
large and have been well
documented, beginning with
B.H. Solnik’s research in
1974. Investors give up
these gains when they hold
domestically concentrated

portfolios.

Some of the features of
international investing that
might cause this equity home
bias are shown in Table 2.
The first possible cause is the
currency risk associated with
foreign investing. The second

is that investors may concen-
trate their portfolios in domestic equities to hedge risk. For instance, if
domestic equity returns are high when inflation is high, holding domes-
tic equities provides a hedge against unexpected rises in inflation.

A third possible cause of the home bias is discrimination against
foreign equity investors via direct costs such as withholding taxes.
Similar in their effect are restrictions placed on domestic investors
in some countries, forcing them to hold domestic equities.

Fourth, the home bias may be caused by either perceived or real
differences in information or beliefs possessed by domestic and
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foreign investors. Finally, the effect could result from the incentives

under which fund managers operate.

Currency risk

To some people, the most obvious explanation of the home bias is
that foreign equities expose the investor to currency risk. The weak-
ness of this argument is that foreign exchange exposure can be
hedged for relatively little cost. It is not necessary to avoid foreign
equities in order to avoid foreign exchange risk.

For instance, in 1983 M. Adler and B. Dumas determined that
optimal hedging involves adjusting debt market positions rather than
avoiding foreign equities. Ten years later, |. Glen and P. Jorion
showed that such hedging may not even be necessary, as avoiding for-
eign exchange risk adds little to the risk/return tradeoff of interna-

tional equity portfolios.

Inflation hedging
Another possible explanation for the home bias is that domestic
equities provide a hedge against inflation risk. Adler and Dumas
showed that investors in different countries are induced to hold port-
folios designed to hedge inflation risk. ;
However, this explanation is only plausible if equity returns are
closely related to unanticipated inflation rate changes in the countries
where the companies reside. In order to hedge their own inflation

Table 2: Possible reasons for Home Bias

(e.g., withholding taxes)
b) Costs to outward investment

¢) Restrictions on inward investment
d) Restrictions on outward investment
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rates, investors would then have an
Table 3: Correlations incentive to concentrate investment
in their own equity markets, gener-
ating a home bias.

Table 3 shows the relationship,
or correlation coefficient, between
inflation and the stock market
index returns for ten countries.
The correlation coefficient mea-

sures the degree to which domestic

equity returns move in hne with

domestic inflation. If the returns
strongly reflect inflation, the coef-
ficient should be about 1. If there
is no relationship, the coefficient

will be about zero. For the 10 coun-

tries studied, this relationship 1s

Sl b insignificant.

Thus, if the motive for the home bias is inflation hedging, it cer-
tainly does not show up in the behaviour of equity returns. In 1994,
we tested the inflation hedging motive and found that the data con-
clusively reject it as a plausible motive for home bias.

There is a rather deeper possible hedging motive explained by
Solnik (1978). This possible motive arises from the fact that general
inflation, as measured by a price index, ignores relative price
changes. For instance, it might be that inflation in the cost of prop-
erty differs from general inflation, and investors are concerned
mainly with hedging property costs. Domestic equity returns might
be correlated with domestic property costs, but not inflation. It is
possible then that domestic equities hedge this relative price change
better than foreign equities.

This explanation of the home bias has not been tested. It is, how-
ever, unlikely to explain home bias in portfolios, such as pension
funds, for which the objective is to hedge general inflation rather

than speciﬁc prices.
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