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Preface

Numerous theoretical and empirical studies document the substantial benefits through
international portfolio diversification. In spite of this established state of knowledge,
many analyses dealing with the actual behavior of investors find strong evidence for
large unutilized benefits from a better diversification of investment portfolios. Thus,
with regard to geographical portfolio allocation we find that investors largely prefer
domestic assets in their investment portfolios over international positions. This over-
weighting of domestic assets is commonly known as home bias, and it is recently dis-
cussed in the light of the Single Supervisory Mechanism of the European Central
Bank.

Topical financial research focuses on the structure of the home bias and thus gives
better insights into the question which factors determine the decision of international
portfolio allocation. Applying this approach on an aggregated country-level analysis
provides an improved understanding on country-specific determinates of the home
bias.

The work of Mrs. Kleinert contributes to this academic literature by combining tradi-
tional approaches with cultural dimensions in order to explain the home bias puzzle
in international portfolio allocation. In addition, it puts the anomaly in a macroeco-
nomic context and analyzes the preference for the domestic market in international
portfolio allocation with regard to consumption risk. Overall, the study presents evi-
dence that the growing fraction of foreign positions in international investment port-
folios leads to increased income smoothing and thus improves international consump-
tion risk sharing among economies.

This volume contributes to the study series of the Stiftung Kreditwirtschaft pursuing
the goal to give interested expert readers insights on the latest academic research in
banking and finance.

Hohenheim, December 2015

Prof. Dr. Hans-Peter Burghof
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Introduction

Increasing opportunities for investors to diversify their portfolios internationally is
one of the effects of the globalization in financial markets (Chan et al. 2005, p. 1495).
Despite a wide range of theoretical and empirical approaches that documented sub-
stantial benefits through international portfolio diversification (among others Gru-
bel, 1968 and Solnik, 1974a), many studies show that investors do not take advantage
of these potential gains. On the contrary, they show that investors largely prefer do-
mestic assets in their investment portfolios over international positions. This over-
weighting is commonly known as home bias and represents one of the major puzzles
in financial economics (Lewis, 1999).

weveral decades of international financial liberalization have shown that simply de-
claring the global capital market an open field does not suffice to achieve full inte-
gration.”
(Flandreau, 2006, p. 634).

Economists from the nineteenth-century were already familiar with this phenomenon
and called it “the disinclination of capital to migrate” (Flandreau, 2006, p. 634). Put-
ting this home bias puzzle into historical context Bayoumi (1990) shows that correla-
tions between domestic savings and investments across countries were lower in the
late nineteenth century than nowadays, indicating less integration today. But why
does home bias in international portfolio allocation still persist? What drives this
puzzle?

Recently, home bias is discussed in light of the Single Supervisory Mechanism
(SSM) of the European Central Bank (ECB) by the Deutsche Bundesbank. “The di-
rect link between public finances and bank balance sheets prompted calls for a bank-
ing union in the euro-area and posed the danger of a ‘home bias’ among national su-
pervisors” (Deutsche Bundesbank, Monthly Report 07/2013, p. 14).

The report states that the cross-border supervisions of banking groups should be ef-
fective and transparent. Furthermore, it should be able to identify risks to the finan-
cial system already in an early stage and counter national preferences of supervisors,
i.e. to be more lenient with banks just because they are from the supervisors’ home
countries. In order to achieve further integration among national banking sectors and
to complete the monetary union in the European Union (EU), the European Commis-
sion initiated the project of a banking union, which is not faced to the home bias phe-
nomena.



1 8 INTRODUCTION

New approaches in finance literature focused on the structure of the home bias and
thus gave better insights, which factors determine the decision of international portfo-
lio allocation. They added significant value to research on the anomaly. Putting this
approach for equity holdings on an aggregated country-level and being therefore able
to analyze determinants of the home bias with country-specific variables, is one of
the major contributions of my thesis.' Previous studies on a country-level predomi-
nantly employ only traditional approaches to explain the overweighting of national
positions and/or the over- and underweighting of foreign markets in national portfoli-
os. But the question, whether an investor puts less of his wealth in a foreign country,
because it is culturally very distant to his home country, is largely neglected by aca-
demic literature on an aggregated country-level. Furthermore, this study contributes
to academic literature by combining traditional approaches with cultural dimensions
in order to explain the home bias puzzle in international portfolio allocation. This al-
lows me to combine economic and stock market variables with dimensions, which
capture the individualism of an economy and the cultural distance between home and
target country.

Going a step further and analyzing the discussed preferences for the domestic market
in international portfolio allocation in the context of consumption risk, raises an in-
teresting question: Does increasing financial integration lead to improved interna-
tional risk sharing, 1.e. do better diversified investment portfolios smooth countries’
consumption flows? My thesis tries to shed light on this question, composed by both
finance and macroeconomic aspects. Thus, the study is able to discuss the importance
of diversification of portfolio investments from another perspective.

My work is composed of three main parts. Part one gives an overview of selected
studies and presents the stand of literature. In a first step, I introduce analyses which
discuss benefits from international portfolio diversification and give insight to re-
search that document the home bias puzzle as an anomaly that is neither limited to
special countries or country groups nor to a special type of investor (individual and
institutional). In order to calculate the index of the home bias for a country, optimal
portfolio weights are needed. Therefore, I introduce, evaluate, and discuss alternative
approaches to calculate benchmark weights. Searching for an explanation for the
home bias puzzle in international portfolio allocation economic and finance literature
offers very different approaches. They reach from the institutional to the behavioral
perspective. The institutional stream of explanations includes transaction costs, hedg-
ing of domestic risks, information asymmetries between national and foreign inves-
tors, as well as corporate governance aspects. Behavioral approaches discuss relative

' As my thesis only focuses on equity holdings and does not consider bond or other asset classes, the results
presented and discussed in part two and three are always referred to equity holdings.
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optimism with regard to the development of national positions, overconfidence, and
familiarity as source of the overweighting of domestic positions in international port-
folio allocation.

The empirical analyses are conducted in part two and three of my thesis. Part two
employs a geographical breakdown of cross-border portfolio investments and exam-
ines institutional and behavioral approaches to explain home bias. Therefore, I ana-
lyze the portfolio holdings of 26 holder countries in the time period between 2001
and 2011. This macroeconomic view allows me to examine the impact of the varia-
bles on the home bias by abstracting from special types of investors. As previous lit-
erature is predominantly focused on institutional or individual investors, this work
enlarges research in this branch. Furthermore, this data set enables me to investigate
on the structure of the home bias by distinguishing between a domestic and a foreign
component. This idea goes back to Chan et al. (2005). The domestic component of
the home bias (domestic bias) captures the extent to which a country overweights the
domestic market. The foreign component of the anomaly (foreign bias) provides an
answer to the question, how a foreign market is over- or underweighted in a national
investment portfolio compared to the benchmark weight. The results of my sample
countries indicate in a significant domestic overweighting and substantial under-
weighting of the respective target countries. To explain these phenomena I add cul-
tural dimensions to the traditional explanatory variables. To my knowledge, there is
no other study that combines those two — traditional and cultural — aspects by ab-
stracting from special types of investors. In addition, this study applies these ap-
proaches to the domestic and foreign component of the home bias puzzle. I offer a
large body of tests, by building numerous sub-samples to give evidence to the robust-
ness of the results and add weight on the conclusions.

In summary, this part of my thesis documents a substantial amount of both domestic
and foreign bias in international portfolio allocation. I examine cross-country differ-
ences in investment behavior by analyzing economic and stock market development
factors, capital control, investor protection as well as information availability and cul-
tural aspects. As barriers towards international investment increase deadweight costs
for foreign investors, I expect that if these costs are higher for foreign investors than
for domestic investors, then foreign investors will hold less of that country’s equity
than theoretically predicted. Furthermore, including cultural aspects in the empirical
analysis may enable me to detect their impact on the international portfolio alloca-
tions around the world. Thus, this indicates that the cultural difference between home
and target country seem to have impact on the investment decision. Hence, if a target
country has a very different culture form that of the home country and the home
country does not feel familiar with this target country, then investors will invest less,





