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4Revwihog dqg Urjr� +4<<9/ fkdswhu 7, hpehg wudgh frvwv lq d yhuvlrq ri wkh Gruqexvfk0
Ilvfkhu0Vdpxhovrq +4<::, Ulfdugldq prgho dqg vkrz wkdw Vdpxhovrq*v wudqvihu sureohp
dqdo|vlv fdq eh h{whqghg wr d prghuq g|qdplf vhwwlqj1 Vhh Nuxjpdq +4<<4, rq wkh uhoh0
ydqfh ri wkh wudqvihu sureohp wr frqwhpsrudu| ghedwhv lq lqwhuqdwlrqdo pdfurhfrqrplfv1

5D qrwdeoh h{fhswlrq lv Edfnxv/ Nhkrh/ dqg N|godqg +4<<5,/ zkr �qg wkdw wkhlu ds0
sur{lpdwh phwkrg iru lqfrusrudwlqj vpdoo wudgh frvwv grhv qrw uhvroyh wkh frqvxpswlrq
fruuhodwlrqv sx}}oh lq d fdoleudwhg rqh0jrrg joredo uhdo exvlqhvv f|foh prgho1 Dqrwkhu lv

.
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Gxpdv +4<<5,/ zkr orrnv dw d g|qdplf/ vwrfkdvwlf/ rqh0jrrg rshq hfrqrp| prgho zlwk
wudqvsruw frvwv/ dqg h{soruhv d qxpehu ri lvvxhv lqfoxglqj wkh iruzdug h{fkdqjh udwh suh0
plxp1 Klv zrun lv wkhruhwlfdo dqg txdolwdwlyh/ krzhyhu/ dqg kh grhv qrw fdoleudwh klv
prgho*v hpslulfdo lpsolfdwlrqv iru wkh ydulrxv sx}}ohv zh orrn dw khuh1 Dovr/ rxu pdlq
srlqwv lq wklv sdshu uhdoo| uhtxluh dq h{whqvlrq wr wkh pxowljrrg fdvh1 Lq d pruh uhfhqw
frqwulexwlrq/ Udyq dqg Pd}}hqjd +4<<<, h{dplqh ixuwkhu wkh exvlqhvv f|foh lpsolfdwlrqv
ri wudqvsruw frvwv lq d yduldqw ri wkh Edfnxv0Nhkrh0N|godqg prgho1
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"#$% ������� ������  �� �������� ���� ��� ������� ���� 
�� �� �� 	�� �� ;�4
���	� #���� ��� ��	��� �����
������ �������  ��*� ��� '�		���		*��6 B��
 ������ �;CCC� ������ ���� ���� ������ +�$�		�
 ������	� ��� ����� ���
�������� ���� �� ��� ������� �)������� ��� ��������������� 
������ ����� ��
����������� �
�������� �� ��
� ���� �� �	���	 ����� ������� �� ��	��	���� ���
���� ���
 ��� ����������� �� ��� �
�		 �������� $������ ������ ���� ���
 ���
����������� �� ��� 	���� �������� ��� @�3�7 "����		� � ��	����� ��������������
�� ��� 	��������� �� ���� ��������� �� ������� � ����������	� ������ �� ��
�
���� �� ������ ��� ��� ���� �� ��� �� �����
� �� +�$�		�
*� �������	 ����
����
����������
2�� �� ����� �� ���		 � ��������� ������ �� ��
� ���� �� ������������	 ������

��� ��� �� ���	��� ��! $	���	�� ������������	 ����� ���� ����	�� ����� ������
����� ���� �� ����-�� �������- ��������� ��� �������� ���� ���( ������� �� ��
�	�� ������	� ���� ��
����� �������������� ����� ��� 	���� ��� �� ������� ���
���������� ����	�
� �� ������������ ������������	 �������������� ������(���
%� ����� ������ ����� ���� �� �� �
�	�����	� 	���� �� �������� ��������
��
� ����� ���� �� ��� 
��� 
����� ����� ��  ��*� ��� #���*� ����
����!
<�� ���������	�� ����� ���� ���		� 
������ �� ��� ����������� ������� ������
����� ��� ��� �	�������� �� ������������ ������� ��
� ��� ������� ������ :�
���� �� � ��������� ���
� �� ��� ���������� �� ��� ������� )������� ����	��� ��
�� ��	���	 �� ��(� �� � ��
�	� �		��������� ���
�	��

6Zhl +4<<;, wulhv wr hvwlpdwh krph eldv lqgluhfwo| e| dvvxplqj wkdw wkh dprxqw d
frxqwu| lpsruwv iurp lwvhoi lv wkh gl�huhqfh ehwzhhq wrwdo surgxfwlrq dqg wrwdo h{sruwv1
Krzhyhu/ Zhl*v 5=8 eldv hvwlpdwh frxog eh grzqzdug eldvhg gxh wr klv h{foxvlrq ri wkh
vhuylfh vhfwru1 Hydqv +4<<;, xvhv gdwd rq vhohfwhg lqgxvwulhv iru d qxpehu ri RHFG
frxqwulhv1

7Ydq Zlqfrrs +5333, vkrzv wkdw PfFdooxp*v phdvxuh ri wudgh eldv pxvw eh fduh0
ixoo| lqwhusuhwhg wr dvfhuwdlq wkh qhjdwlyh erughu h�hfw rq X1V10Fdqdgd wudgh1 Ehfdxvh
Fdqdgd*v hfrqrp| lv vr vpdoo uhodwlyh wr wkdw ri wkh X1V1/ d prghudwh shufhqwdjh glyhu0
vlrq ri X1V10Fdqdgd wudgh lqwr lqwud0Fdqdgd wudgh dprxqwv wr d vshfwdfxodu shufhqwdjh
lqfuhdvh lq lqwud0Fdqdgd wudgh1 Xvlqj Dphulfdq lqwhuvwdwh wudgh gdwd/ ydq Zlqfrrs hvwl0
pdwhv wkdw wkh X1V10Fdqdgd erughu uhgxfhv wudgh ehwzhhq wkh wzr frxqwulhv e| dw prvw
63 shufhqw1
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8Vwxglhv ri prqrsro| pdunxsv lq grphvwlf vdohv/ zkloh qrw qhfhvvdulo| gluhfwo| dssolfd0
eoh khuh/ dovr |lhog vlplodu hvwlpdwhv iru �1 Iru h{dpsoh/ Urwhpehuj dqg Zrrgirug +4<<5,
�qg d pdunxsv iru wkh Xqlwhg Vwdwhv ri durxqg 53 shufhqw/ fruuhvsrqglqj wr � @ 91 Lq
vxevhtxhqw glvfxvvlrq/ Urwhpehuj dqg Zrrgirug +4<<8, dujxh wkdw wkhuh lv juhdw xqfhu0
wdlqw| derxw dfwxdo pdunxsv lq X1V1 lqgxvwu|/ exw idyru hvwlpdwhv lq wkh udqjh ri 53 wr 73
shufhqw/ wkdw lv/ � ehwzhhq derxw 6=8 dqg 91
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9Vhh RHFG +4<<9,/ wdeoh 414/ urz <1
:Kduuljdq +4<<6,/ krzhyhu/ �qgv qrqwdul� eduulhuv lqvljql�fdqw frpsduhg wr wdul�v dqg

wudqvsruwdwlrq frvwv1
;Uhfdoo wkdw wkh Khoolzhoo0PfFdooxp hvwlpdwhv xvh glvwdqfh lq dq dwwhpsw wr frqwuro

iru wudqvsruw frvwv1 Jhrjudsklfdo glvwdqfh lv dq lpshuihfw phdvxuh ri wkhvh/ krzhyhu1
<Wkh dxwkruv duh judwhixo wr Urehuw Ihhqvwud iru frpslolqj wkhvh qxpehuv edvhg rq X1V1

Lpsruwv ri Phufkdqglvh/ X1V1 Fhqvxv Exuhdx1 Wkh hvwlpdwhv jlyh vklsslqj dqg iuhljkw
fkdujhv dv d shufhqw ri wrwdo ydoxh ri lpsruwv h{foxglqj wkhvh fkdujhv1 Lpsruwdqwo|/ wkhvh
qxpehuv wr qrw lqfoxgh dq| lqodqg vklsslqj dw srlqw ri ghsduwxuh ru sruw ri duulydo1
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49Wkrxjk wkhlu irfxv lv rq wkh vkruw0uxq wlph vhulhv surshuwlhv ri wkh gdwd udwkhu wkdq
rq wkh Ihogvwhlq0Krulrnd uhjxodulw|/ Edfnxv/ Nhkrh/ dqg N|godqg +4<<5, gr qrwh wkdw d
vpdoo wudgh frvw fdq vkduso| uhgxfh wkh yduldeolw| ri qhw h{sruwv lq wkhlu vlpxodwlrqv1
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4:Zh h{shulphqwhg zlwk d qxpehu ri rwkhu vshfl�fdwlrqv/ h{shfwhg lq dwlrq sur{lhv/ dqg
wlph shulrgv/ doprvw dozd|v �qglqj uhvxowv vlplodu wr wkrvh uhsruwhg lq Wdeoh 51 Jrugrq
dqg Eryhqehuj +4<<9, dovr hvwdeolvk d uhodwlrqvkls ehwzhhq fxuuhqw dffrxqwv dqg uhdo
lqwhuhvw udwhv iru RHFG frxqwulhv/ exw wkhlu whvw dqg wkhlu vshfl�fdwlrq duh prwlydwhg e|
d prgho wkdw lv yhu| gl�huhqw wkdq rxuv1

4;Vhh dovr Jroxe +4<<3,/ zkr frpsduhg jurvv lqwhuqdwlrqdo dvvhw  rzv wr jurvv grphvwlf
dvvhw fuhdwlrq iru RHFG frxqwulhv1
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4<Xqlyhuvlw| ri Fdoliruqld lqyhvwphqw srolflhv looxvwudwh wkh h{whqw dqg shuvlvwhqfh ri
krph eldv hyhq iru odujh/ vrsklvwlfdwhg lqyhvwruv1 Rq Dsulo 53/ 5333/ wkh X1F1 uhjhqwv
dqqrxqfhg d uhylvlrq lq lqyhvwphqw jxlgholqhv iru wkh xqlyhuvlw|*v uhwluhphqw dqg hqgrz0
phqw ixqgv1 Wkh ryhudoo wdujhw sruwirolr vkduh iru htxlwlhv uhpdlqhg dw 98 shufhqw/ exw wkh
uhfrpphqghg wdujhw vkduh iru qrq0X1V1 htxlwlhv/ suhylrxvo| }hur/ zdv udlvhg wr : shufhqw/
ru derxw 44 shufhqw ri uhfrpphqghg wrwdo htxlw|1 Wkh srvlwlyh wdujhw srvlwlrq lq iruhljq
htxlwlhv/ phdqw wr �uhgxfh ulvn dqg eurdghq sruwirolr glyhuvl�fdwlrq zkloh pdlqwdlqlqj
ru lpsurylqj lqyhvwphqw shuirupdqfh/� uhsuhvhqwv d vxevwdqwldo dgydqfh1 Lw vwloo idoov idu
vkruw/ krzhyhu/ ri wkh rswlpdo iruhljq htxlw| vkduh wkdw vlpsoh prghov ri lqwhuqdwlrqdo
glyhuvl�fdwlrq zrxog suhglfw1

53Ed{whu/ Mhupdqq/ dqg Nlqj +4<<;, ghyhors vrph uhvxowv iru wkh fdvh ri qrqvhsdudeoh
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56Vhh Revwihog dqg Urjr� +4<<9,/ vhfwlrq 8161
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58Edfnxv/ Nhkrh/ dqg N|godqg +4<<5, uhsruw vrph uhohydqw h{shulphqwv zlwk wkhlu
fdoleudwhg wzr0frxqwu|/ frpsohwh0pdunhwv yhuvlrq ri wkh Eurfn0Plupdq vwrfkdvwlf jurzwk
prgho1 Lw lv wuxh wkdw wkh| gr qrw irfxv rq wkh htxlw| krph eldv sx}}oh dqg wkdw wkh| doorz
iru rqo| d vlqjoh frqvxpswlrq jrrg/ h�hfwlyho| pdnlqj wkh hodvwlflw| ri vxevwlwlrq ehwzhhq
qdwlrqdo rxwsxwv lq�qlwh1 Krzhyhu/ wkh idfw wkdw wkh| �qg wkdw prghudwh wudqvsruwdwlrq
frvwv surgxfh dq doorfdwlrq forvh wr wkdw zlwk ixoo dxwdun| lv txlwh lq dffrug zlwk rxu
uhvxowv khuh1
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59Sruwhv dqg Uh| +4<<<, uhsruw wkdw wkhlu lqirupdwlrq yduldeohv duh txlwh vljql�fdqw lq
h{sodlqlqj jrrgv pdunhw wudgh/ hyhq diwhu frqwuroolqj iru jhrjudsklfdo glvwdqfh1

5:Rqh frqvlghudwlrq wkdw gryhwdlov qlfho| zlwk rxu h{sodqdwlrq lv looxvwudwhg lq wkh prgho
ri Pduwlq dqg Uh| +4<<<,/ zklfk surylghv wkh forvhvw dqwhfhqghqw wr rxu dssurdfk1 Lq
Pduwlq dqg Uh|*v +hqgrjqhrxvo|, lqfrpsohwh pdunhwv vhwxs/ wkh pdlq gulylqj irufh ehklqg
krph eldv lv wkdw rzqhuv ri krph �upv uhwdlq d glvsursruwlrqduh vkduh ri wkhlu htxlw| lq
rughu wr h{wudfw d kljkhu prqrsro| sulfh iru uhpdlqlqj vkduhv iurp rwkhu djhqwv1 Pduwlq
dqg Uh| irfxv rq wudqvdfwlrq frvwv lq dvvhw udwkhu wkdq lq jrrgv pdunhwv/ lq wkh wudglwlrq
ri Dl|djdul dqg Jhuwohu +4<<4,1 Wkh| srvlw dq dv|pphwu| ehwzhhq wudqvdfwlrq frvwv iru
krph dqg iruhljq djhqwv/ dqg wklv frvw dovr d�hfwv vkduh ydoxhv1 Lw grhv qrw lqwhudfw zlwk
�/ krzhyhu/ vr wkh h�hfwv duh pxfk vpdoohu wkdq khuh1
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6:Hqjho +4<<9, sursrvhv wkdw li doo frqvxphu sulfhv duh suhvhw lq orfdo fxuuhqf| dqg
�upv ixoo| khgjh fxuuhqf| ulvnv/ h{fkdqjh udwh fkdqjhv zloo kdyh qr uhdo h�hfwv dqg/
wkhuhiruh/ h{fkdqjh udwhv zloo eh lqghwhuplqdwh1 Kdx +5333e, ghyhorsv d qhz rshq hfrqrp|
pdfurhfrqrplf prgho lq zklfk h{fkdqjh udwh yrodwlolw| lv lqfuhdvlqj lq wkh ghjuhh ri
rshqqhvv wr lqwhuqdwlrqdo wudgh1

6;Wkh wkhruhwlfdo zrun ri Edffkhwwd dqg ydq Zlqfrrs +4<<;, dqg Revwihog dqg Urjr�
+4<<;/ 5333, dqg wkh hpslulfdo zrun ri Revwihog dqg Wd|oru +4<<:, dqg Urvh +5333, vxjjhvw
wkdw fxuuhqf| yrodwlolw| pd| lwvhoi dfw dv d eduulhu wr lqwhuqdwlrqdo wudgh1
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lqyroylqj �{hg dv zhoo dv yduldeoh frvwv1

73Wkh rqo| rxwolhuv duh Dxvwudold dqg Mdsdq/ zlwk wudgh udwlrv wkdw uhpdlqhg urxjko|
frqvwdqw ehwzhhq 4<83 dqg 4<<8 dw 73 shufhqw dqg 4< shufhqw uhvshfwlyho|1 Vhh Edogzlq
dqg Pduwlq 4<<</ ru Zruog Edqn/ Zruog Ghyhorsphqw Uhsruw/ 4<<81
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Figure 1:  Domestic spending and the domestic real
interest rate in a two-good model with trade costs.
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*From Tesar and Werner (1998)

Figure 2:  Home Bias in Equity Portfolios: 1987-1996*
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Figure 3:

Note: The figures plot the correlation of percentage changes, where the number of months over
which the data is differenced is measured on the horizontal axis
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Figure 3 continued:

US and Japan
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