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Abstract

More patriotic countries and more patriotic U.S. regions hold smaller foreign
equity positions. As measured by three World Values Survey waves covering 39
countries, patriotism explains an additional 5% of the equity home bias beyond
the effects of transaction barriers, diversification, information, and familiarity.
The estimate is economically important: the average country invests $31 billion
more abroad with one standard deviation drop in patriotism. This paper is the

first to document that loyalty affects investment decisions.
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Why do people bet on home sports teams despite unfavorable odds? Why do
workers allocate retirement savings to their employer’s stock despite having their
human capital invested in the firm? And why do investors over-weight their portfolios
with domestic stocks? In The Economics of Discrimination, Becker (1957) establishes
that discrimination bears a cost which the free-market should be unwilling to pay. In
this paper we are concerned not, as Becker was, with discrimination against people,
but with discrimination toward home entities. In particular, investors discriminate
in favor of domestic stocks in their portfolios.

The disproportionately large allocation of a country’s aggregate equity investment
to domestic assets is known as the equity home bias.! Asset pricing models predict
that an investor should hold the world market portfolio of all countries in proportion
to each country’s market capitalization and should even invest away from the home
country to hedge returns to human capital (Baxter and Jermann, 1997). Country
portfolios with small domestic holdings are, however, simply not observed. It is not
surprising that Obstfeld and Rogoff (2000) categorize the home bias as one of “the
six major international macroeconomics puzzles”.

The literature offers four principal explanations for the home bias: the presence of
transactions barriers, lack of attainable diversification benefits, information asymme-
tries between local and foreign investors, and familiarity biases.? A simple explanation
has been omitted. Could it be that investors’ patriotic loyalty toward their country
explains part of the equity home bias? This paper explores the role of patriotism in
explaining the equity home bias after controlling for the effects of existing theories.
The hypothesis is that more patriotic investors choose to invest more of their portfolio
at home.

Why would patriotism distort portfolio allocations? Consider the bettor choosing

French and Poterba (1991), Tesar and Werner (1995), and Pastor (2000). See Lewis (1999) for
a survey of the home bias.

2Two other explanations should be added to this list. Dalhquist, Pinkowitz, Stulz and Williamson
(2003) show that the availability of equities for outside investors, as measured by the amount of
closely held shares in the country can explain some of the variation causing the home bias. Guiso,
Sapienza and Zingales (2004) offer evidence that trust between a country’s citizens encourages in-
vestment flows.



her team, and the employee choosing a pension allocation. To some, the thought of
betting against a home team or shorting employer stock may seem disloyal. To others,
the home team and the company stock are incorrectly perceived as the best bet. The
same patriotism-induced loyalty can be considered for international diversification
decisions.

We construct patriotism scores from the University of Michigan’s World Values
Survey. The survey asks individuals in 53 countries whether they are proud to be
a national of their country. Using the country average of responses as a measure
of patriotism, we show that patriotism is significant in explaining the percentage of
foreign equities in a country’s total equity holdings. After controlling for the standard
explanations for home bias, patriotism explains 5% of the variation in foreign equity
holdings. A one standard deviation decrease in patriotism is associated with a $31
billion rise in foreign equity holdings for the average country in the sample.

We also find strong support for the transactions barrier explanation of the home
bias and weaker support for familiarity. We show that the economic impact implied
by a change in investment barriers or familiarity is large.

We perform a series of tests to confirm the robustness of our findings. We find that
higher patriotism scores are associated with lower foreign holdings in the nine U.S.
census regions. We instrument patriotism with measures of duty and nationalism from
the World Values Survey and document that instrumented patriotism is significant
in explaining foreign holdings. We find no evidence that investors extrapolate past
country returns nor that patriotism is induced by recent past economic performance.
Omitted gravity variables of size and income are significant, but do not bias our
patriotism coefficient. Countries with poorer institutional quality invest a smaller
percentage of their equity position abroad even though legal origin does not affect
aggregate foreign holdings; these effects are, however, distinct from patriotism’s role
in the home bias.

The remainder of the paper is organized as follows. The first section presents

anecdotal evidence and discusses the mechanism for why and how patriotism might



affect foreign holdings. Section 2 introduces patriotism and its measurement. Section
3 describes the home bias measurement and briefly highlights prior explanations and
their measurement. In Section 4, our main results are presented showing patriotism
negatively significant in explaining the home bias. Section 5 contains a variety of
robustness tests, including tests on simultaneity, measurement error and omitted

variable biases. The last section concludes.

1 Why Patriotism?

Patriotic investing is not a new phenomenon. In the United States, the promotion of
government bonds using patriotic rhetoric dates back at least to the Civil War, when
war bonds served to finance the Union effort. After the September 11th attacks, Series
I and EE Treasury Bonds were renamed ‘Patriot Bonds’, and their sales rose to $6.6
billion, a 43% increase over the previous year (Sulon, 2001). Patriotic investing is not
restricted to government securities. Following September 11, 2001, the U.S. markets
remained closed for a week, and much speculation ensued as to how far the indices
would drop. Individuals and mass media employed patriotic rhetoric to encourage
investors to hold on to their stocks, a losing proposition.?

These anecdotes lend confidence to the notion that investors might heed calls to
patriotic behavior. If portfolio allocations are affected, the greater implication is that
patriotism alters market equilibrium.

Why the home bias? The existing explanations of transaction barriers, risk, infor-
mation advantages and familiarity have not fully accounted for the magnitude of the
home bias. Our hypothesis predicts that patriotism causes investors to over-invest at

home. This section addresses the loyalty mechanism through which patriotism im-

3The Boston Globe related a story of an individual who “wondered what would happen ‘if every
red-blooded American... bought a few shares of their favorite stock on Monday” (September 18,
2001). A November 2001 article in Money criticizes the call for a ‘patriot rally’ to prop up the
market on the day it re-opened after September 11, 2001 (Frederick, 2001). In a November, 2001
Spectrem survey of affluent investors, 52% of respondents said they would show their patriotism by
making investments in U.S. companies.



pacts portfolio selection.* In the closest study to ours, Guiso, Sapienza and Zingales
(2004) find that trust matters for bilateral economic exchange. In as much as trust
of one’s own setting induces loyalty, we study a detailed context of varying trust of
oneself. EEEEH

Sports betting and employees’ 401(k) asset allocation are closely related home-
focused choice puzzles that can help us understand how patriotism affects the decision
to invest. Consider an amateur sports bettor. If she is risk averse and derives non-
pecuniary utility from a home victory, expected utility theory predicts that she will
hedge by betting on the opposing team. Contrary to this prediction, individuals
tend to bet on their home team, even with unfavorable odds (Gray and Gray, 1997).
Strumpf (2003) observes that illegal bookmakers must tilt the odds against home
team bets in an attempt to balance their books.

The pattern is similar for 401(k) portfolio allocations. People invest dispropor-
tionate amounts of their discretionary 401(k) retirement assets in their own company
stock. For example, Benartzi (2001) finds that Coca Cola employees allocate 76% of
their discretionary contributions to Coca-Cola shares.® Only 16.4% of respondents
believed that their company stock was more risky than a diversified portfolio. The
observed 401(k) allocations strongly contradict mean-variance theory by failing to
diversify away a firm’s idiosyncratic risk.® Even worse, employer stock is the asset
most correlated with an employees’s human capital, and thus a rational agent should
short employer stock, not hold large quantities of it.

One intuitive explanation for home team betting and 401(k) phenomena is famil-
iarity (Boyle et al, 2003). Proximity to the home team or firm may enable the investor
to understand the distribution of expected returns, thus lessening ambiguity aversion.

In these arenas, loyalty and familiarity offer similar predictions. In the only other

4To our knowledge, we are the first paper to address loyalty in economic behavior, concurrent
with Cohen (2004).

5He also finds that past returns influence, but do not fully explain, these decisions: employees
extrapolate past returns in their decisions to invest in company stocks. The retirement fund of
Coca-Cola as a whole allocated 90% of its value to the firm stock.

6See, e.g. Huberman and Sengmller (2002).



paper to our knowledge which tackles loyal behavior affecting investment decisions,
Cohen (2003) shows that employees invest less in their firm if it is a conglomerate
and offers evidence that loyalty is a driving force behind employee investment in their
own firm.” In the case of patriotic investing, we are able to disentangle loyalty from
familiarity. It is clear that citizens are most familiar with their own countries®, but
this natural location-induced familiarity is not related to the divergence of patriotism
across countries. In this paper, we show that loyalty is at least partly responsible for
home biased investment behavior.

Patriotic feelings, or loyalty towards a home country, can affect investment choices
in both steps of an investment decision-making process: evaluating the performance
of a security and making a portfolio allocation decision. We first address the effect of
loyalty in the allocation decision. Investors may correctly estimate the mean-variance
characteristics of a home stock, team or firm but be driven by loyalty to over-invest in
it. As explained in Akerlof (1983), local loyalty may bring tangible benefits, such as
jobs, improved infrastructure,” or tax receipts from local corporations, some of which

may be returned to the investor. The following anecdote provides an example.

A central bank in an emerging economy hired a new director of the em-
ployees pension fund. After studying the portfolio, the new director ap-
proached the head of the central bank with an international diversification
strategy. The central bank head quickly rejected the plan, explaining that
the fund investment was not to go abroad because the country needed cap-
ital for growth.

Allocation decisions may be influenced by loyalty even if there is no monetary
externality associated with such investment. Investing at home may generate utility
in the form of the approval of others and the feeling of contributing to society, and
this may reduce regret if the investment has low or negative returns. Business week

captures the September 11th loyalty investment sentiment in the following quote:

"In conglomerates, each dollar of investment is spread among all divisions in the conglomerate,
and thus dilutes the investment in the home firm.

80r in the case of Groznik and Bhattacharya (2002), immigration may imply that residents may
be more familiar with particular other countries’ markets.

9Huberman (1997) shows that people invest a large portion of their portfolios in their local phone
company.



Patriotism is especially evident when it comes to the financial services
sector. Suddenly, buying stocks in a down market is a duty.'?
In essence, loyalty enters the utility function, whether or not the home entity benefits
from the investment. Over-allocating to home entities generates non-pecuniary utility
created by pride or social acceptance.

The second way in which loyalty can affect investment decisions is by biasing in-
vestors’ estimates of the risk-reward characteristics of a home investment proposition.
According to Kahneman and Lovallo’s (1993) ‘inside view’ bias, loyal insiders may
identify strongly with an organization and may find it difficult to hold an independent
view on the expected returns to company stock. Investors may have similar trouble
evaluating their home market or home team objectively. Selective thinking caused
by an inside view could elicit either overestimation of the mean return (optimism) or
underestimation of the associated risk (overconfidence).

Kilka and Weber (2000) provide survey evidence that German and American stu-
dents overestimate their own country’s future performance, and Strong and Xu (2003)
find home bias among fund managers in countries around the world. Tesar and Werner
(1995) estimate that the lack of diversification due to the home bias could be explained
by a 620 to 800 basis point over-estimation of domestic returns. Optimism can feed
on itself; investors can be convinced that their home market is superior and selec-
tively ignore contradictory evidence.!! Heath and Tversky (1991) find evidence that
overconfidence increases with familiarity.!2

By relating patriotic investing to home betting and 401(k) allocations, this section
has outlined the importance of loyalty and the ways in which it can affect investment.

The next section discusses how patriotism can be measured.

0Diane Bradley, Business Week November 8, 2001

HFor more on belief perseverance and confirmatory bias, see Rabin (1998).

120verconfidence is explored for example in Odean, (1999) and Barber and Odean, (2000). The
“illusion of control” (Langer 1975), in which people treat chance events as controllable, may cause
investors to perceive lower risk due to their influence on the outcome.



2 Measuring Patriotism

Patriotism measures come from survey data across 53 countries from the World Values
Survey, conducted during three waves, 1990-1992, 1995-1997, and 1999-2001.'3 An
average of nearly 1,000 adults over the age of 18 were interviewed face-to-face in
each of an unbalanced panel of countries. Our primary measure of patriotism is the
mean country score of individuals’ responses to the question: ”How proud are you
to be [substitute nationality/?”. Table I lists the country patriotism scores by survey
wave. During the 1990s, the average patriotism scores increased marginally. The
1990-1992 survey dispersion suggests that New World countries are more patriotic
than Old World countries, but the larger 1995-1997 and 1999-2001 survey means are
more diverse within income and location groupings.

It is possible that the pride measure of patriotism is correlated with omitted eco-
nomic factors or that measurement error might be in some way systematic across
countries. Thus, the analysis also presents results with instrumented patriotism. The
choice of proper instruments draws from Smith and Jarkko (1998), who examine na-
tional pride across 23 countries and five decades using the International Social Survey
Program’s National Identity Survey. They find that half of respondents felt that their
country was better than all others, and a third believed that one must support his or
her country even if it is in the wrong. Patriotic love for one’s country can manifest
itself in Kantian form of duty to the country or in a nationalistic animosity toward
other countries. Utilizing these two different incarnations of patriotism, we choose
two other world values survey questions as instruments. As a measure of duty patri-
otism, we utilize country scores to the yes or no question: ”Would you be willing to
fight for your country?”. The nationalistic patriotism measure is the country score to
the question: ”Do you think employers should give jobs to nationals first over immi-

grants?”. The correlations between our primary measure of patriotism and the duty

13The survey is conducted and held by the Inter-University Consortium for Political and Social
Research at the University of Michigan. The survey provides the year for each country’s survey
within the wave. Thus, we match equity holdings data for the prices year of the survey.



and nationalism measures are 0.30 and 0.28 respectively. A summary of all variables,

their sources, and summary statistics is included as Appendix A.

3 Measuring Home Bias and Explanations

Our measure of the home bias is the percentage of foreign equity held in a country’s
aggregate equity portfolio.'* A country’s aggregate equity portfolio is calculated
as the market capitalization plus foreign equities held by residents minus domestic
equities held by foreigners.!® Foreign equity holdings and liabilities are drawn from
the IMF-IFS database. Market capitalization data are from the World Bank’s World
Development Indicators (WDI) database.

While the original survey includes 53 countries, the availability of patriotism scores
and foreign holdings restricts our sample to 78 observations, encompassing 39 coun-
tries. In order to complement the evidence from this sample, we collect foreign in-
vestment data for the nine United States Census regions from the 1997 Survey of
Consumer Finances. The World Values Survey provides respondent region data, al-
lowing us to match patriotism with regional foreign investment averages.

There are four standard explanations for the equity home bias — transaction barri-
ers, improperly measured diversification benefits, information advantages and famil-
iarity. This study’s goal is to offer evidence that patriotism can explain variation in
the home bias beyond that for which the standard explanations account. Hence, we
need aggregate measures for each of the standard explanations.

Transaction barriers should negatively affect foreign investment, somewhat like a
tax paid on the absolute value of the holdings of foreign stocks (Stulz, 1981). Barriers
may be restrictions on capital outflows or frictions in repatriation of capital gains and

dividends. The home bias literature generally concludes that transaction barriers are

1A precise measurement of the home bias itself, and not the foreign holdings position, would
require imposing a model of the optimal holdings of foreign equity. We prefer to address the lack of
foreign holdings as a gauge of the home bias rather than to impose a noisy optimal structure.

150ur results remain if we simply normalize foreign equity holdings by market capitalization.



significant in impeding flows but are not economically large in explaining the bias.!®
We measure transactions costs with an indicator of Capital Account Restrictions from
the IMF Exchange Arrangements and Exchange Restrictions Annual Reports. T

The second standard home bias explanation is the lack of an effective diversifica-
tion benefit. An investor may choose to invest abroad to diversify away financial risk,
and the benefits to doing so should vary by country (e.g., French and Poterba, 1991).
The extent of these diversification benefits is difficult to estimate, however, because
correlations between countries tend to increase in bear markets.'® The risk-reward
tradeoff is measured by country Sharpe ratios, constructed using three years of prior
monthly returns for market indices from Datastream.!”

The third common explanation for the home bias is informational disadvantage
concerning foreign equities or, equivalently, informational advantage for the home
market. Empirical evidence building on the differential information models of Mer-
ton (1987) and Brennan and Cao (1997) suggests that information affects portfolio
holdings. Using Korean data from 1997-1998, Choe, Kho, and Stulz (2000) find that
domestic individuals, but not domestic institutions, have a small information advan-
tage over foreign investors. Choe et al’s finding is at odds with Froot, O’Connell and
Seasholes (2000), who show that daily international flows can forecast future equity
returns, suggesting that foreign investors may have superior information. For U.S.
data, Coval and Moskowitz (2001) show that mutual funds earn abnormal returns
when they invest in nearby firms. Goetzmann, Massa and Simonov (2003) provide
evidence that investors in professional city centers have more information about spe-
cific stocks; as a result, however, they under-diversify. Our measure of information

asks whether superior knowledge about home markets is vindicated with higher per-

16See Cooper and Kaplanis (1994), Tesar and Werner (1995), Errunza, Hogan and Hung (2000),
Glassman and Riddick (2001) and Fourth, Ahearne, Griever and Warnock (2001).

17One could measure barriers in terms of liberalization of capital markets (Bekaert and Harvey,
2000; Chari and Henry, 2003). However, liberalization studies tend to consider only the opening of a
market to flows from abroad, not outflows of investment. Additionally, Bekaert and Harvey’s (2000)
collection of financial liberalization dates all pre-date our first survey period 1990-1992.

18See Ang and Bekaert (2002).

19We also construct a modified Sharpe capturing past returns to currency positions, but this
variable only increases the noise in measurement.



formance.?’ If part of the home bias is due to investors’ privileged information about
their own country’s returns, the home bias should be positively related to the one
year future returns.

The final standard explanation for the home bias is a lack of familiarity with
foreign investment opportunities. The home bias could simply reflect the fact that
people dislike ambiguous situations and underweight choices with unknown distri-
bution of outcomes (Heath and Tversky, 1991). Grinblatt and Kelojaru (2001) find
that Finnish investors prefer assets governed in the Finnish language. Bhattacharya
and Groznik (2002) find that U.S. outward investment into a country increases with
the income of the U.S. immigrant population from that country. Interestingly, the
authors find that the level of investment in foreign countries is unrelated to language
or physical distance, which should affect information acquisition. Following the prin-
ciples in Groznik and Bhattacharya (2003), our familiarity measure is the percentage
of the population that is foreign born, taken from the WDI database.

In robustness tests, we check whether our significant relationship between foreign
equity holdings and patriotism suffers from endogeneity concerns. In that our pa-
triotism coefficient may be capturing the insular nature of some countries relative
to others, a gravity model is implemented, utilizing income and size variables from
the WDI database and a measure of respondent town size from the WVS. Patriotism
may also be capturing variation in foreign holdings attributed to institutional quality
differences. Thus, we utilize expropriation risk from the EIU and legal origin data
from La Porta, Lopez-de-Silanes, Shleifer, and Vishny (1998) to capture institutional
differences. Additionally, to measure interest group influence, we utilize a WVS ques-
tion: ”Does the government act for the benefit for a few interest groups or the public

at large?”.

20All countries in our study are extremely home biased, and all markets cannot be above average
in performance. Yet, we can still ask whether home biased investors have superior information about
their market.
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4 Empirical Results

The central finding of the paper is depicted in Figure 1, a partial plot of foreign
equity holdings, after removing the effects of barriers, diversification, information
and familiarity, against patriotism. The plot is pooled for the three survey waves,
with a survey wave effect removed. Figure 1 suggests a decreasing linear relation
between patriotism and foreign equity holdings.

Table II reports the regression results corresponding to Figure 1. In column 1
of Table II, we regress foreign equity holdings on the four standard explanations
for the home bias, controlling for year fixed effects and ignoring patriotism. Using
panel-corrected robust standard error, we find support for the transaction barriers
and familiarity explanations of the home bias. As barriers increase, foreign equity
investment falls. Conversely, as the percentage of population that is foreign born
increases, foreign investment declines. Although diversification benefits and infor-
mation are not significant in our regressions, it may be that our measures are noisy
or that our aggregate data are not sufficiently rich to identify the effects. Neither
the Sharpe ratio nor future returns is, however, significant in unreported univariate
estimations.

In column 2, a univariate regression, with survey fixed effects, indicates that patri-
otism by itself is negatively linearly associated with foreign holdings.?* More impor-
tantly, our central result appears in column 3 of Table II, where we report that patri-
otism remains significant in explaining the home-biased variation in foreign holdings,
even when controlling for the four standard explanations.?? The association between
familiarity and the home bias is negated once patriotism is included, highlighting
the closeness of familiarity and loyalty biases. The partial R-Square explained by

patriotism in column 3 is 5%.

2INote that our observations drop from the prior column, and we cannot include year effects as
the patriotism survey data is prohibitive. Throughout the remainder of the paper, we always include
survey wave effects to remove panel inconsistencies created by time effects.

22The significance of patriotism holds irrespective of the inclusion of potential outliers. No variable
has a DFBeta larger than 0.50. Cook’s distances and DFFits measures are within reasonable limits.
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Figure 3 aids in understanding the economic significance of our findings. We
use the estimates for transaction barriers and foreign population from column 1,
along with the standard deviations reported in the Appendix to consider the impact
on foreign holdings. For the average country in the study, 7% of the population is
foreign born, with a standard deviation of approximately 7% as well. According to the
estimates, if the foreign born percentage for the average country fell to zero, foreign
holdings would increase by $27 billion, from $105 billion to $132 billion. The effect
is even larger for transaction barriers. A decrease in the average country’s barriers,
which coincidentally also takes the barriers to zero, increased foreign holdings for the
average country by $58 billion. Using the coefficient on patriotism from column 3, and
the patriotism score standard deviation of 0.32, the model suggests that a standard
deviation decline in patriotism, approximately a 10% change from its mean, increases
foreign holdings for the average country by $31 billion.

Three conclusions arise from this section. First, patriotism is significant in ex-
plaining the home bias, controlling for measures capturing the standard explanations.
Second, the results present strong evidence for the role of transaction barriers, some
evidence for the role of familiarity, and no evidence for risk or superiori information
in explaining the home bias. Third, patriotism has an economically significant effect

on foreign equity holdings.

5 Robustness

The remainder of the paper addresses possible concerns of consistency of our es-
timates. In particular, we are concerned that patriotism might be systematically
measured with error, correlated with an omitted economic variable associated with
the home bias, or explained by an outside covariate that also explains the home bias.

In none of the subsequent tests do we find the significance of patriotism eroded.

12



5.1 Measurement Error: IV and Heckman Tests

If the World Values Survey, patriotism scores are imprecise measures of country loy-
alty, our results should be subject only to attenuation bias and thus conservative in
testing our hypothesis that loyalty influences portfolio selection. There is little reason
to believe the error would be correlated with other explanatory variables; however,
we can ensure that our claims are valid by instrumenting patriotism. As mentioned
in the patriotism measurement section, we draw from political science theory in using
WVS measures of country duty (willingness to fight) and nationalism (job priority
given to nationals) as instruments.

In the first stage of our 2SLS procedure, both of our instruments significantly
covary with patriotism yielding an R-Square of 0.32. We present the estimation result
of the second stage as column 4 of Table II. Instrumented patriotism remains negative
and significant in explaining the home bias, although at a lower significance level.
Familiarity again regains significance, suggesting that both loyalty and familiarity
may impact portfolio decisions.

A possible concern with the measurement of patriotism results from identifying
who invests in equities. During the bull market in the United States, only 24% of
wage earners under $30,000 held stock, while 84% of Americans with income over
$75,000 maintained equity portfolios (Langer, 2001). Clearly, the divergence grows
even larger for poorer countries in which disposable income for the poorer half of
the population is limited. Since the more affluent account for the majority of stock
holdings, it may be that our patriotism score does not capture the sentiment of upper
income respondents. We re-run our analysis restricting the WVS responses to reflect
only the upper half of income earners in each country. Our results are not materially
different except that the magnitude of the patriotism coefficient is consistently larger.

In a related concern, it may be that our foreign equity holdings measurement

is systematically biased.?> A Heckman selection test fails to reject that country

23We know that the measures of equity holdings often are residual calculations in national accounts
and may be interpolated to the best ability afforded by central bankers’ data.
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selection is independent of GDP and market capitalization with respective p-values
of 0.62 and 0.21. However, the Heckman test only addresses the choice of countries
being biased and not inherent errors in the measurement. Presenting evidence with
alternative sources of data would reinforce the claim that poor measurement of foreign
equity holdings is biasing estimates against us. An even stronger test would be if we
could present evidence that varying patriotism within a country would impact foreign
holdings propensities. We obtain patriotism data from the 1995-97 WVS for nine
regions in the United States and compare them to foreign equity holdings reported
in the 1997 Survey of Consumer Finances. We use household income as a proxy for
net worth and normalize foreign holdings by this figure. Foreign holdings are plotted
against patriotism in Figure 2.2* The more patriotic regions of the United States —
West South Central, Mountain and West North Central — invest the least in foreign

equities.

5.2 Simultaneity and Omitted Variables

Could it be that a country’s residents grow differentially patriotic because of varying
economic prosperity created by markets or economies? If so, patriotism and foreign
holdings may be determined simultaneously. Using LIBOR as the risk-free rate, we
construct the one, three and five-year lagged excess market returns for each country in
our sample. In an unreported regression, we find that lagged returns do not explain
the proportion of foreign equity holdings, either by themselves or as an offset to
patriotism. These returns also do not explain the patriotism score.

The final robustness concern is that the prior instrumental analysis does not con-
trol for all possibilities of endogeneity; the instruments may still be correlated with
an omitted variable whose variation is being captured by patriotism. We introduce
two sets of additional variables, gravity variables and institutional variables. The
gravity model draws from the following logic. Even though foreign holdings variable

is measured in percentage terms, larger countries may offer more opportunities for

24Unfortunately, the nine observations only offer graphic suggestive analysis.

14



investment, creating more insular investing. Patriotism may be correlated with large-
ness as country pride may grow with achievements only possible in large countries or
with the insulating effect of size.

We use two measures to capture these insular effects — country size in kilometers
squared and the size of the town for the average survey respondent. We also include
a measure of per capita income in this estimation to control for investment opportu-
nities and for the ability of citizens to have excess disposable income for investment.
The results in column 1 of Table III show that income and size are very important
for foreign holdings. More income associates with greater foreign holdings. Size is
inversely related to foreign holdings. The magnitude of the patriotism coefficient does
not change, and in fact, it grows more statistically significant.

Is patriotism simply capturing a correlation of country pride and good institu-
tions? Dahlquist, Pinkowitz, Stulz and Williamson (2003) find that expropriation
risk affects the choice of destination country for U.S. outward investment. We test
whether poor domestic investor protection causes a fleeing of investment abroad or
a resistance to foreign opportunities, possibly due to high private benefits of control
available domestically. More directly, our concern is that institutional effects might be
the association with foreign holdings that patriotism has been capturing. Following
Dalhquist et al (2003) and LaPorta, Lopez-de-Silanes, Shleifer and Vishny (1998), we
use legal origins and expropriation risk to capture the relevant institutional quality.?®
We also employ a WVS question of whether the government acts to serve a few select
interest groups rather than the public at larger.

Columns 3 and 4 of Table III show that our central patriotism results are not
simply capturing the omitted institutional quality effect. The legal origin variable
does not explain foreign equity holdings. However, both expropriation risk and inter-
est groups variables are negatively associated with foreign holdings. Both variables

are constructed to increase in expropriation, implying that countries with weaker in-

25We cluster legal origin into Common Law countries, French law countries and other due to
degrees of freedom issues concerns.

15



stitutions have more severe home biases. Patriotism, however, remains significant.
We conclude that governance may indeed be influencing the portfolio allocations of
investors across countries, but this interesting finding does not erode any of the sig-

nificance of patriotism.

6 Conclusion

In the first (to our knowledge) study of the effect of country loyalty on investment, we
find that investors in more patriotic countries hold smaller foreign equity positions.
Supporting this finding, investors in more patriotic U.S. regions hold less foreign
equity. This result is robust to controls for transactions barriers, risk, information,
and familiarity, which our study is able to distinguish from loyalty. We find strong
support for transaction barriers and weak support for familiarity in explaining the
home bias. Inclusion of patriotism accounts for 5% in additional variation of foreign
holdings explained. A 10% decrease in patriotism is associated with a rise in foreign
equity holdings of $31 billion for the average country in the sample.

Our results are robust to tests of endogeneity. Neither instrumenting patriotism
with the WVS measures of country duty and nationalism nor including past country
index returns negates the significance of our patriotism result. We find evidence that
domestic investors in poor governance countries choose to invest at home, possibly to
take advantage of private benefits of control.

Two implications can be drawn from our study. The first is that ‘patriotic’ behav-
ior appears to have a large part in explaining the phenomenon that manifests itself
in the home team bias, the 401(k) investment allocations, and the equity home bias.
The second implication of this study is that policies aimed at reducing the home bias
may be less successful in countries where investors prefer not to invest abroad because
they are patriotic.

Patriotism results in a winner’s curse in the sense that the person valuing a stock

most highly will ultimately be the highest bidder in any auction. The citizens of a
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country will likely be the highest bidders for their own country’s assets, thus possibly
driving up the price (and capitalization) of their own market. In a more general
equilibrium setting, people invest disproportionately at home, but a portion of this
over-investment is offset by the home biased choices of other countries. This may push
prices upward in more patriotic countries, and downward in less patriotic countries.
As in Barberis and Thaler (2002), however, price distortion does not necessarily
point to a “free lunch”. Holding domestic equities may enter directly into the utility
function. Thus, if one were to hold the mean-variance efficient portfolio in lieu of
the home bias portfolio, one’s utility may be lower. Prices may be unaffected if there
exists a group of deep pocketed arbitrageurs who are not affected by patriotism and
understand the market capitalization biases caused by countries’ home biases.

The effect of patriotism may also explain the home bias in consumer products.
Lewis (1999) finds that the equity home bias and the home bias in consumption are
linked. Concurrently, Bennett and Young’s (1999) theoretical model suggests that
optimal portfolios should be biased towards equities in commodities that attract a
large share in its consumption expenditure.?® An interesting future stream of re-
search will explore whether the effect of patriotism on the equity home bias comes

via consumption choices, and whether patriotism has the potential to affect prices.

26This is controversial: Uppal’s (1993) theoretical model suggests that it is unlikely.
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Table 111

Correlates of foreign holdings
GNI/Pop is a Gross national income divided by the country population. Size is the
country size in square kilometers. Town Size is average town size of World
Values Survey respondents. CommonLaw and FrenchlLaw are dummy variables
indicating whether the country follows a common law or french law system.
Dummy indicates the inclusion of a survey dummy variable. Significance at the
10%, 5% and 1% levels is indicated by *, ** and *** respectively.

1 2 3
Patriotism -0.094 *** -0.090 * -0.100 **
(0.033) (0.052) (0.043)
GNI/Pop 11.1 ***
(1.49)
Size (KMZ) -7.86 F**
2.21)
Town Size 0.010
(0.010)
CommonLaw 0.0101 -0.008
(0.043) (0.040)
FrenchLaw -0.0059 -0.041
(0.047) (0.035)
Interest Groups -0.253 **
(0.107)
Expropriation Risk -0.037 **
(0.015)
Dummy Survey Survey Survey
R-Square 0.54 0.09 0.44
Observations 65 78 32
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Appendix: Variables and their definitions.

Variable Notation Definition and Source

Barriers to Investment BARRIERS IMF Capital Account Restrictions from the Exchange
Arrangements and Exchange Restrictions Annual Reports.

Common Law Legal Origin |COMMONLAW |LaPorta et al (1999). Indicator for common law countries.

Expropriation Risk EXPROPRIATE |[Economic Intelligence Unit (EIU) Country Indicators Database

Foreign Equity Holdings FEH IFS Database. Foreign equity holdings divided by total equity
held by country residents, defined as country market
capitalization plus residents' foreign equity holdings minus
domestic equity holdings of foreigners.

Foreign Equity Holdings -  [FEH-US Survey of Consumer Finance (1997). Foreign equity holdings

U.S. for 9 U.S. Census regions divided by average region income.

Foreign Pop FORPOP Percentage of foreign-born population of a country.

Future Returns FUTURE Future one-year broad market index returns from Datastream.

GNI per Capita GNI/POP Income per capita from the World Development Indicators.

Interest Groups INTEREST World Values Survey. The answer to the question: "Does the
government act for the benefit for a few interest groups or the
public at large?"

Sharpe Ratio SHARPE Sharpe ratio of market index calculated from monthly
Datastream data over the last three years.

Size (KMZ) SIZE Size of the country in square kilometers.

Town Size TOWNSIZE World Values Survey. Average town size of the survey

respondents.
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