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Abstract

This paper presents the degree of under-investment in foreign assets, known as a home-bias
phenomenon, in 30 developed and developing countries across the world including Thailand. We
find that Thailand’s home-bias is high compared to other countries’ home-bias and it decreases
at a slower pace over time. The study also shows that a country with higher levels of home-bias
experiences lower international risk sharing and has more volatile consumption patterns during
the sample period of 1970 to 2010. To strengthen Thailand’s resiliency to unexpected economic
shocks and maintain country’s economic welfare through better consumption smoothing, the
policy challenges identified in this paper include capital outflow measures, tax policy, coherent
institutional supports and guidelines to improve investors’ internationalized skills.

" The authors are very grateful to Songtum Pinto and Roong Mallikamas for their
encouragement, guidance, support and suggestion of ideas, which greatly improve the paper. We
also wish to express our deep appreciation to Atchana Waiquamdee, Paiboon Kittisrikangwan,
Mathee Supapongse, Amporn Sangmanee, Parisun Chantanahom, and Piti Disyatat for their
helpful comments and suggestions. All remaining errors are the authors’ own.



Executive Summary

Over the past decades, Thailand’s under-investment in foreign assets, known as a home-bias
phenomenon, has been evidently existed. Also, over time Thailand’s home-bias situation
improves very slowly relatively to other countries. Compared to countries with similar economic
and social developments and fundamentals such as Malaysia, their outward investments have
continuously increased. In this paper, we attempt to address the following questions: (1) how
does home-bias affect countries’ diversification and consumption risk sharing and (2) why does
the country have home-bias, with an aim to come up with policy guidelines to public and private
stakeholders. Thailand needs to reposition its country’s outward investment strategies if it wants
to keep pace with others.

With regard to benefits of low home-bias, our analysis shows that a country with lower levels of
home-bias experiences higher international risk sharing and has less volatile consumption
patterns. Due to the diffence in home-bias, Thailand suffers more negative consumption shock
than Malaysia given the same level of shock in income in two countries. For example, using the
data of 2009, a negative GDP shock of 10% in Thailand and Malaysia resulted in a negative
consumption shock of 2.0% and 1.1% in Thailand and Malaysia, respectively. Currently,
Malaysia’s ability to maintain the level of domestic consumption when the economy is affected
by internal and external income shocks is almost twice as much as Thailand.

Our analyses indicate that the key determinants of cross-border under-investments are restrictive
international capital outflow policy and lack of proper investors’ internationalized skills. Our
study also shows that the liberalized capital outflow measure is a necessary condition for cross-
border investment or decreasing home-bias in general. However, to reduce home-bias in direct
investment in particular, the relaxation of capital outflow measures and improvement of
investors’ skills in international business experience are simultaneously required. If we compare
Thailand and Malaysia, Thailand has inferior and less supporting policies and investors’ skills
than Malaysia, which has promoted overseas investments strongly and continuously.

Accordingly, to strengthen Thailand’s resiliency to unexpected economic shocks and maintain
country’s economic welfare through better consumption smoothing, Thailand must become a
more outward-investment-oriented country. When going abroad with cross-border investments,
things are always challenging. Therefore, all relevant stakeholders both public and private sectors,
must work together very closely to ensure that all infrastructures and policy initiatives are
conducive to overseas investments. Policy guidelines are suggested as follows.

First, in order for all stakeholders to cooperate and promote overseas investments holistically,
Thailand needs to stipulate a concrete national road-map supportive to outward investments.
This helps increase investors’ confidence in a continuation of governmental policies; hence it
causes more and better foreign investment decisions in the longer term.

Second, the public sector should play a vital role in implementing various policies to support
outward investments, namely more relaxation of capital outflow measures, encouraging tax
policies and providing easier access to financial facilities.

Third, the public sector should provide more comprehensive information and advice to Thai
investors to venture abroad. For example, the governmental agency such as Thailand’s Board of
Investment (BOI) should be a one-stop information center to provide advice to Thai firms to
invest abroad.



Concurrently, the private sector needs to improve its internationalized skills and better
understand in-depth information of the host country, especially in terms of regulations, cultures
and business opportunities. Moreover, Thai investors should be well-equipped with risk
management capabilities in order that they can insure their returns from investments.

Most importantly, all stakeholders need to adjust their mindset into more outward investments
oriented. Both public and private sectors should be better-coordinated to support each other
more efficiently. In addition, all recommendations discussed above should be put in place as
soon as possible since they take time before they become effective and materialized.



1. Introduction

The global economy experienced a major slowdown amid the worsening financial crisis since
2008; however, Asia has taken a good stance to weather this storm given its substantial official
reserves, sound economic fundamentals, prudent banking systems as well as the robust corporate
balance sheet in general. Accordingly, Asia is regarded as the newly main economic growth
engine for the world’s economy, which results in hefty net capital inflows into Asia, including
Thailand, and appreciating and volatile Asian currencies.

Given this changing global economic landscape, together with the ongoing regional economic
integration and rising China’ growth, Thailand confronts new challenges, which call for public
and private stakeholders to stay vigilant and be prepared to respond promptly and flexibly for
maintaining and enhancing Thailand’s competitiveness and welfare.

In order to improve the country’s competitiveness and welfare amid the new economic
prospects, among other things, Thailand needs to increase its opportunities to invest abroad,
both in the forms of direct and portfolio investments, to diversify wealth, expand customer bases
and explore resources. This helps the country to upgrade its competitive edge with other
countries as well as to gear toward more balancing capital flows (which in turn lead to less
volatile foreign exchange movements). The strong preference for domestic assets that investors
exhibit, despite the well-documented gain from international diversification' and more integrated
and freer trade markets remains an important yet unresolved empirical puzzle in financial
economics. In Thailand, the degrees of home-bias toward domestic investment have been
astonishingly high comparing to its peer countries.

In this paper, we review the development of home-bias in Thailand and other developed and
developing countries. We also empirically investigate and analyze impacts of under-investment in
foreign assets on countries’ diversification and risk sharing. Importantly, we identify the possible
factors, which result in home-bias, with an aim to come up with policy guidelines to public and
private stakeholders to adjust themselves to keep pace with other countries. Specifically, we
attempt to address the following three questions: (1) does Thailand have home-bias in direct and
portfolio investments (2) how does home-bias affect countries’ diversification and consumption
risk sharing and (3) why does the country have home-bias? However, to keep our analysis
focused, we select Malaysia as a representative country that Thailand deems to catch up with.

The remainder of this paper is structured as follows. Section 2 discusses the development of
Thailand’s home-bias in investments and compares home-bias of Thailand with other developed
and developing economies. Section 3 explains the impacts of home-bias on countries’
diversification and consumption risk sharing. Section 4 identifies the possible determinants of
home-bias. Last section concludes and offers policy recommendations to relevant stakeholders.

1 Grubel (1968), Solnik (1974), Eldor, Pines and Schwartz (1988) and De Santis and Gerard (1997) ate
among others who document significant benefits from diversifying internationally.



2. Thailand’s home-bias in investments
2.1 Definition of home-bias

According to international portfolio theory, it indicates that optimal portfolios should be well
diversified internationally. Also, the International Capital Asset Pricing Model (I-CAPM) implies
that the total portfolio risk can be reduced by holding foreign assets whose returns are negatively
correlated with the returns of the home country assets (Faruqee, Li and Yan, 2004). The
international CAPM optimal weight equals the relative world market capitalization shares”. Take
an example of equity, the proportion of domestic stocks in investors' equity portfolio should
equal their country's relative market capitalization in the world. However, in practice investors
tend to invest primarily in domestic assets and do not exploit such international diversification
opportunities. This phenomenon is commonly called the home-bias, representing one of the
unresolved puzzles in the international finance literature.

Specifically, by investing in foreign assets, investors can reduce the total risks in their portfolios
as foreign investments are less affected by fluctuations in domestic markets. Portfolios which are
internationally diversified are less risky, as the risks spread across a number of markets,
representing gains from diversification (Smith, 2007). As a consequence, a country with home-
bias foregoes diversification benefits even when all transaction costs are taken into account’.

In our analysis, we define the home-bias as the degree to which investors of a given country are
overweight in domestic assets and underweight in international assets, as compared to the
benchmark portfolio. As suggested by I-CAPM, the benchmark weight is given by the market
capitalization weight of the rest of the world seen from the viewpoint of a given country. We use
the nominal gross domestic product (GDP) instead of market capitalization to estimate the
benchmark weight'. If actual foreign portfolio weight is equal to the benchmark weight, the
home-bias equals to zero. By contrast, if a country has no foreign holdings at all, the home-bias
degree equals one.

The study employs data on foreign holdings from 30 countries around the world, both
developed and developing economies, for the period 1970 to 2009 to explore how domestic
investors from a wide range of countries make foreign investment decisions in the foreign assets
of equity, bond and direct investment abroad.

The data on outward direct investment outstanding are from Bank of Thailand, International
Monetary Fund and United Nations Conference on Trade and Development (UNCTAD).
Outstanding of outward portfolio investment in equity and bond are from International

2 Another approach to generate benchmark weight is a mean-variance optimization with sample estimates
of the mean and covriance matrix of asset returns as inputs. Because a mean-variance approach replies
solely on return data, the weights are extremely sensitive to the input data, which are also difficult to
estimate (see Merton 1980). In many cases, this approach yields an extreme investment allocation.
Therefore, in this paper, we estimate the benchmark weigth from I-CAPM in which investors are
assumed to have a dogmatic belief in the model.

3 For example, see French and Poterba (1991) and Li, Sarka and Wang (2003).

4 Our analysis focuses on home-bias in outward portfolio investment in equity, bond and outward direct
investment. For the sake of comparison across home-bias in our asset classes and for simplicity, we use
GDP as a proxy for the world market capitalization. We did compute the world’s stock and bond market
capitalization using the data from the World Bank and Bank for International Settlements (BIS). The
results in terms of home-bias are the same. These information are available upon request.



Monetary Fund and CEIC database. Nominal gross domestic product (GDP) data are from
International Monetary Fund.

In computing home-bias, let * be the share of the rest of the world’s nominal GDP to world’s
GDP (in our sample of 30 countries) seen from the viewpoint of a given country 7, so w*
represents the benchmark proportion of foreign investment perceived by investor 7 and therefore
w;* is different for each country. Let », be the share of foreign assets holdings in the country’s
portfolio. The home-bias is computed by the percent difference between these two weights.

HB;= “—t=1- 21

wi

For instance, for country 7z, domestic investors allocate 20 percent of their portfolio abroad (),
whereas »,* equals 80 percent, which is the share of the rest of the world’s nominal GDP to
wortld’s GDP. This implies that domestic investors diversify internationally only 25 percent, thus
a country has a home-bias of 75 percent or 0.75. Home-bias degree is high if it is close to one.

2.2 Development of Thailand’s home-bias in investments

Over the decades, home-bias in Thailand’s investments, including direct and portfolio
investments, both in equity and bond, has been evidently existed. Thailand’s home-biases are
very high in all investment classes. Home-bias in equity has almost equaled one over the sample

period as shown in figure 2.1.

Figure 2.1: Thailand’s home-bias development

1.00
——
Equity Securities
0.95
Direct Investment
0.90
Bond
0.85
0.80 T T T T T

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

Source: Bank of Thailand, CEIC, IMF and UNCTAD, Authors’ calculation for home-bias

Nevertheless, Thailand’s home-bias has a tendency to decline, albeit at a slow pace, over 1970-
2009. Home-bias in bond has dropped significantly compared to other types of investments.
Hence, home-bias in bond has the lowest degree over the period. Investment preference of bond
over equity may imply that Thai investors are risk-averse and prone to invest in less risky foreign

9



assets. Importantly, the domestic bond market performance has been comparatively modest
compared to other Asian markets. Even though, Thai bond market has been rapidly developed,
market size and liquidity in the secondary market still lag behind those in several regional
countries, such as Korea (Figures 2.2 and 2.3). This leads to a continuous increase in bond
investment abroad’.

Figure 2.2: Size of local currency bond market in USD

$bn As of 2000 $bn As of 2009
400 3,000
350

2,500
300

2,000 -+
250
200 -+ 1,500 |
150 +

1,000 |
100

500 |
50
CN HK ID KR MY PH SG TH VN CN HK ID KR MY PH SG TH VN

Note: CN, HK, ID, KR, MY, PH, SG, TH and VN represent China, Hong Kong, Indonesia, Korea, Malaysia,
Philippines, Singapore, Thailand and Vietnam, respectively.
Source: AsianBondsOnline, ADB

Figure 2.3: Trading volume of local currency bond market in USD

$bn [ Asof2005 | $bn [ As of 2009
350 2,500
300
2,000
250 -
200 - 1,500 H
150 - 1,000 +
100 -
500 -+ H
50 -
o o , : ; : : : .
CN HK ID KR MY PH SG TH CN HK ID KR MY PH SG TH
Note: CN, HIK, ID, KR, MY, PH, SG and TH represent China, Hong Kong, Indonesia, Korea, Malaysia, Philippines, Singapore
and Thailand, respectively.
Note: Trading volume represents market activity of government and corporate bonds transacted in the secondary markets.
Source: AsianBondsOnline, ADB

5 The main country in which Thai investors have invested their bond portfolios is Korea. Apart from
attractive Korea’s market size and liquidity, Thai investors can gain an extra return in terms of Thai Baht
from strongly declining cross-cutrency swap (Kotean Won/US dollats), especially during late 2008 to
2009, as a result of a slowdown in Korea’s economy and a shortage in US dollars in Korean market.
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Apart from the limitation of local market size, the relaxation of capital outflow measures for
portfolio investment abroad is also supportive to a decrease in home-bias in bond. For instance,
in 2005, the range of securities the six types® of institutional investors are allowed to invest in is
extended to include: (1) investment grade debt securities issued by non-residents and (2)
investment units of foreign unit trusts. Figure 2.4 traces the development of relaxation of

Thailand’s portfolio investment abroad measures.

Figure 2.4: Relaxation of controls on Thailand’s capital outflows: portfolio investment abroad

m Apr 2005 m Aug 2007 Aug 2009 Feb 2010
—~—

&

2

2

Allowed !
mutual Allowed 6 | Extended the
funds to types of range of AH-OWC-d 6Vtypes BOT approved | 1h¢reased
. institutional | gecurities the 6 of institutional a quota of es of
invest . 1 investors and typ Increased
IVESLOrs | types of $10bn to the | jntitutional
abroad up : S securities * stitutio a quota
to invest institutional i SEC* to be investors 3 to
to $200mn broad i i companies to to $50bn
abroad in investors allowed | . . allocated invest in
total per : . invest in Thai to the
year the certain to invest to L2 among mutual securities SEC
types of include e.g. securltles.lssued funds, securities | ;1001 ot
securities | investment orade ?brgad \ZIFh no companies and exceeding
G imit, and in :
and . debt securities c > o provident funds $50mn/entity
required to | issued by non- orelgn secuttties | 41 purchasing
seek BOT’s | residents, abroad up toan securities
approval investment units oultstandl?g abroad (3 Mar
of foreignunit | PAance o 2008 BOT
trusts $50mn per fund  §ihcreased 2
with no prior quota to $30bn)
approval
*The SEC is Thailand’s Securities and Exchange Commission

Note: Jul2003, 1/ included government pension funds, social security funds, provident funds, mutual funds (excluding private funds),
insurance companies, and specialized financial institutions, 2/ included (1) debt securities issued by Thai government and corporate and (2)
sovereign and quasi-sovereign debt instruments issued by non-residents

Aug 2009, 3/ included juristic persons that are registered under Thai law with assets of at least Baht 5,000mn and whose principal
businesses are in manufacturing, trading or services

Source: Bank of Thailand

Even though, the capital outflow measures for portfolio investment abroad have been gradually
relaxed since 2002, the results indicate that home-bias in portfolio investment decreased at a
slower pace, especially home-bias in equity securities. This might be partly due to lacks of
investors’ skills, especially insufficient financial literacy, and heightened risk-aversion following
the sub-prime crisis.

Regarding 2008-2009 global financial crisis, Thai investors decreased foreign portfolio holdings,
both in equity securities and bond, resulting in a slight increase in home-bias. This can be
explained as Thai investors were concerned about the depressed financial global crisis. The sub-
prime crisis caused the capital flights, which inserted downturn pressure on the world equity and
bond prices as well as triggering more financial markets volatility, accordingly.

¢ They include Government pension funds, social security funds, provident funds, mutual funds
(excluding private funds), insurance companies and specialized financial institutions.
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On outward direct investment front, a lack of understanding in conducting international business
and a restrictive outward direct investment regulatory framework accounted for the low level of
overseas investment in the early period. Outward direct investment from Thailand became more
prominent only after the late 1980s.

The prospect for Thailand’s outward direct investment is encouraging given the number of
recent policy announcements to support outward direct investment (Figure 2.5). In 2007, the
Bank of Thailand has more relaxed controls on Thailand’s direct investment abroad. Thai parent
companies are allowed to invest in or lend to their subsidiaries and affiliated companies abroad
up to 100 million US dollars per company per year, which was previously 10 million US dollars.
Meanwhile, Thai subsidiaries are allowed to invest in or lend to their parent and affiliated
companies up to 100 million US dollars per company per year, which was previously 5 million
US dollars. Also, companies listed on the Stock Exchange of Thailand are allowed to invest
abroad with no limit, and can lend abroad to their subsidiaries, parent and affiliated companies
up to 100 million US dollars per year. Hence, the home-bias for Thailand’s direct investment has
started to decrease markedly since 2007.

Figure 2.5: Relaxation of controls on Thailand’s capital outflows: direct investment abroad

-(1) Allowed Thai parent
companies to invest in
or lend to subsidiary and
affiliated companies
abroad up to
$50mn/company/yeatr
(Previously $10mn)

-(2) Allowed Thai
subsidiary companies to
invest in or lend to their
parent and affiliated
companies up to
$20mn/company/year
(previously $5mn)

Companies listed on
the Stock Exchange
of Thailand with
positive net worth
and which are not
under rehabilitation
can invest abroad up
to $100mn/year
(previously $50mn)

.

-(1) Allowed Thai parent
companies to invest in or lend
to subsidiary and affiliated
companies abroad up to
$100mn/company/year

-(2) Allowed Thai subsidiary
companies to invest in or lend
to their parent and affiliated
companies up to
$100mn/company/year

- (3) Companies listed on the
Stock Exchange of Thailand
are free to invest abroad with
no limit, and can lend abroad,
in accordance with the two

points above, up to
$100mn/year

-Allowed Thai
companies to freely
invest abroad in the
form of direct
investment (both in
equity investment and
direct loans forms)

- (also allowed lending
of Thai companies to
non-affiliated
companies abroad up
to $50mn/year
(previously required
approval)

Source: Bank of Thailand

Even though Thailand is not yet a significant outward investor compared with economies such
as Hong Kong, Malaysia and Singapore, Thailand’s outward direct investment is growing and it
is certainly an economy with a significant outward direct investment potential. Most Thailand’s
direct investment abroad has been undertaken by large enterprises or holding companies, often
publicly listed companies. Trade and electrical machinery and appliances companies are the most
outward investors (Figure 2.6). Recently, Thailand has wvastly invested in emerging and
developing countries such as Myanmar and China (Figure 2.7).
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Recently, other Asian countries, particularly ASEAN countries, have emerged as significant
destinations for Thailand’s direct investment abroad. Geographical proximity and cultural
similarities, along with regional integration such as ASEAN Free Trade Area (AFTA) and the
aspiration of Thai companies to be more regionally present, have played a vital role in
influencing the geographical concentration of Thailand’s outward direct investment. In addition,
the cost advantage and large market size in China and other ASEAN countries have contributed
to the growing interest of Thai enterprises to venture abroad in these host countries (Wee, 2007).

Figure 2.6: Outstanding of Thailand’s outward direct investment classified by business
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Note: Thailand’s outward direct investment (Equity investment) by Thai private non-bank sector only
Source: Bank of Thailand

Figure 2.7: Outstanding of Thailand’s outward direct investment classified by country groups
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Source: Bank of Thailand
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2.3  Cross-country comparison of home-bias measures

The home-bias phenomenon does not only persist, but is also ubiquitous across developed and
developing economies. However, the home-bias varies substantially across the countries. In the
analysis, we employ our sample of 30 countries across the world, both developed and developing
countries, during 1970 and 2009. Overall, the results indicate that home-bias in direct and equity
investment is higher than that in bond’. Most of 30 countries’ home-biases in direct investment
and equity securities cluster around one, representing near perfect home biases (Figure 2.8-2.10).
However, the home-bias in all types of investments tends to decrease for almost all countries
over the period. This can be partly due to more relaxation of capital outflow measures, improved
investors’ capacity to venture abroad and more trade openness from the conclusion of regional
and bilateral free trade agreements.

In the analysis of 30 countries, Thailand’s home-biases are relatively high compared to other
countries for all types of investments. Also, Thailand’s home-biases decrease at a slower pace
than those of other countries over the period. Compared to ASEAN4, namely Indonesia,
Malaysia, Philippines and Singapore, Thailand’s home biases are higher than those for Malaysia
and Singapore. Malaysia’s supportive policies and Singapore’s financial liberalization are the main
explanations.

Turning to developed economies, especially financial services centers such as Hong Kong and
Singapore, their home-biases are relatively low compared to other countries due primarily to
their financial liberalization. Meanwhile, home-biases for developing countries vary based on
their degrees of capital account openness, institutional support facilities and investors’
capabilities to internationalize.

In addition, as discussed above, many countries, including Thailand, decreased foreign portfolio
holdings in equity securities and bond during 2008 and 2009, resulting from the heightened risk
aversion during the global financial turmoil.

Home-bias's comparison between Thailand and Malaysia, as a representative country that
Thailand deems to catch up with, is discussed in Box I.

7 The results are the same using the market capitalization in computing benchmark »;*.
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Figure 2.8: Home-bias in direct investment

HB = 1: Perfect HB
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Note: TH and MY represent Thailand and Malaysia, respectively
Source: Bank of Thailand, IMF and UNCTAD, Authors’ calculation for home-bias
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Figure 2.10: Home-bias in portfolio investment: bond
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Box I: Thailand and Malaysia’s home-bias

Thailand and Malaysia are regarded as developing countries with similar economic and social
developments and fundamentals. In terms of outward investments, Malaysia has more outward
investments than Thailand, especially for outward direct investment as shown in Figure B1.1 and
B1.2.

Figure B1.1: Thailand’s international investment position (IIP)
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Source: Bank of Thailand

Figure B1.2: Malaysia’s international investment position (IIP)
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In the past 5 years, Malaysia experienced a continuous growth in outward direct investment. In
2009, outstanding of outward direct investment by Malaysia registered at 80.5 billion US dollars
or 41.7% of Malaysia’s GDP (32.0% of Malaysia’s total foreign assets). Malaysia’s financial
service industry such as banking sectors, and mining industry have invested abroad the most.
Meanwhile, Thailand’s outstanding of outward direct investment in 2009 recorded at 18.2 billion
US dollars or 6.9% of Thailand’s GDP (8.3% of Thailand’s total foreign assets).

Key supportive backdrops for Malaysia’s outward direct investment are market-seeking,
appreciating Malaysian ringgit, relaxation of capital outflow measures, coherent institutional
supportts such as tax policy and higher investors’ internationalized skills.

Apart from encouraging government’s policies, Malaysia provides financial support facilities and
stipulates outward investments policy as national agenda to escape from middle income trap in
the country and elevate to a developed country by 2020 (Vision 2020). Accordingly, Thailand’s
home-biases are higher than those for Malaysia, especially home-bias in direct investment (Figure
B1.3). Details for comparison of supportive policies for outward investments between Thailand
and Malaysia are discussed in section 4.

Figure B1.3: Thailand and Malaysia’s home-bias in direct investment
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18




3. Impacts of home-bias

The previous section has shown the empirical finding that investors have a clear preference for
domestic assets and therefore forego diversification benefits offered by an international well-
spread portfolio. Countries with lower home-bias are expected to take more advantage of the
potential for international diversification. The key question here is the impact of home-bias in
terms of international risk sharing. We provide both theoretical framework and cross-countries
empirical evidence to show that the more home-bias is associated with less international risk
sharing.

3.1 International risk sharing: consumption risk sharing

The optimal investment implies that the investment should be well diversified internationally. In
practice, investors have a clear preference for domestic assets. In this section, we investigate the
cost of under-diversification from the home-bias. The main idea is that the more home bias, the
less efficient international risk sharing. From a macroeconomic perspective a natural way to
assess the welfare implication of better international diversification is to look at consumption-
based measure of risk sharing. If agents are able to diversify their investment internationally, they
will likely to have smoother income or consumption streams or high risk sharing. This is because
the domestic shocks will be partially offset by the income streams from foreign investment.
Therefore, high risk sharing implies smoother income and consumption patterns. Using an inter-
temporal consumption-based approach, we are able to estimate the cost of international under-
diversification due to country’s home-bias.”

In complete market and time-separable utility function, economic agent of country & maximizes
the following objective function:

Tz ptu(Ch),

where u is the utility function, CXmeasures the consumption level in country £ at time t and p®
represents the intertemporal discount factor. The first order condition of above equation implies
that marginal utility growth in country £ equals the growth in shadow price of consumption or
Lagrange multiplier, A:

e (Cha) _ Ao
W(CH A

If we assume that agents have identical constant relative risk aversion utility function, this
equation is equalized across countries, i.e., marginal utility growth should be perfectly correlated
across countries or the consumption growth rates in all countries are the same:

e (Cha) _ Ao
w(CH A

_ (G
NG

fork=1,..,K

8 Cost of underdiversification can be studied using various approaches such as the estimated costs
resulting from a mean-variance portfolio approach, gains from diversification calculated with a
comsumption-based approach and costs of undersification calculated by Goetzmann and Kumar (2004)
using individual portflio holdngs data. Sercu and Vanpée (2007) provide a good overview of related
literature.
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Since growth in shadow price is common to all countries, the difference between marginal utility
growth in two countries should be independent of the country-specific risk variables. The
situation where consumption growth rates in all countries are the same regardless to idiosyncratic
shocks is referred to “perfect consumption risk sharing”g. In addition, marginal utility growth in
country £ should equal to that of country average which is denoted by asterisked variable.

To empirically test the perfect consumption risk sharing hypothesis, we need to assume some
form of utility function. In log-utility function, the optimality condition can be written as:

E(Ack — Act | X¥) =0,

where cf is the logarithm of consumption (CF) for country £ at time 7and X¥ is a vector of
idiosyncratic risk factors such as relative output growth. Thus under full risk sharing, the
regression Ack — Acy = b'X¥ + &, should give a coefficient of zero. Many papers regress
consumption growth on income growth. Mace (1991) suggests testing for perfect risk sharing,
using individual-level data, by regressing consumption growth on income growth. At the country
level, Obstfeld (1994) regresses country-level consumption growth on world consumption
growth and own-country income growth. Others include Hess and Shin (1998), Crucini (1999)
and Serensen, Wu, Yosha and Zhu (2007). Therefore our basic consumption risk sharing
equation is as follows:

Ack — Ac; = a+ B(AyF — Ay;) + &,

where o is the intercept. V¥ is the logarithm of income (logGDPE) for country £ at time # The
coefficient f measures the co-movement of idiosyncratic consumption growth (or deviation
from the aggregate consumption growth) with idiosyncratic income growth. In this equation,
subtracting from each variable the aggregate value is crucial because aggregate fluctuation is
assumed to be uninsurable or systematic and thus cannot be eliminated by any means of risk
sharing, which is why the aggregate component is deducted from the growth rate. Therefore, the
explanatory variable Ay — Ay; represents the idiosyncratic shock to country £ output relative
to the world average. Because this risk factor is idiosyncratic, it can be insured or diversified
away. The similar specification is suggested by Asdrubali, Serensen, Yosha (1996) where 1- £ is
a scalar that measures the average amount of consumption risk sharing during the sample time-
petiod considered and coefficient f measures the average co-movement of the country’s
idiosyncratic consumption growth with their idiosyncratic income growth.

Our empirical approach is based on panel cross-countries regressions of relative growth of
consumption AcK — Acf (country-specific consumption shock relative to the average (world)
shock) on relative growth of country-specific output Ayk — Ay? . This approach will be better
than the conventional approaches which have ecither used consumption correlations or
regressions of consumption growth on output growth because it will incorporate the effects of
financial integration over time.

9 Because the utility growth should be perfectly correlated across countries, the empirical literature studied
consumption correlation and has documented the consumption correlation puzzle (Backus, Kehoe,
Kydland (1992)) which decribes the stylized fact that international consumption correlations are lower
than the corresponding output correlations.
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Under perfect risk sharing, we expect coefficient f# = 0 (ie. 1 =8 =1)" or there is no
idiosyncratic fluctuation in consumption which implies that country is fully insured from
idiosyncratic income shock. The higher the co-movement of idiosyncratic consumption with
income, the less consumption is buffered against income fluctuations and the greater the
estimated value of coefficient S Therefore the coefficient f measures the degree of
consumption risk sharing. The more deviation of coefficient f from zero, the more deviation
from the complete market and full-diversification outcomes''. If coefficient S = 1, the
consumption moves in perfect synchronization with output which implies there is no
consumption risk sharing.

3.2 Home-bias and consumption risk sharing

We investigate the effects of decreasing home-bias on the variability of consumption through
coefficient f as a measute of consumption smoothing. Figure 3.1 illustrates the linkage between
home-bias and the degree of consumption sharing as discussed above, which is the key question
in this section. A country with high home-bias may be driven by 1) home country investors
finding foreign countries relatively unattractive or 2) they not being able to invest abroad for
some reason. Particularly in the latter case, more investment abroad with more balanced
investment portfolio should yield more diversification benefits against insurable external and
internal country-specific shocks. Ceteris paribus, through higher international risk sharing, a
country with less degree of home-bias (HB, < HB;) should enjoy higher social welfare
(u(wye) > u(wye)) because of smoother consumption stream over time.

Figure 3.1: The linkage between home-bias and the degree of consumption risk sharing
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The main interest here is whether the under-investment abroad is relevant to a question of
international consumption risk sharing. As in M¢élitz and Zumer (1999) and Serensen, Wu,
Yosha and Zhu (2007), we impose the structure on B so that f = Bo + Bw"®, where wk
interaction term variable that affects the amount of risk sharing of country 4. And 1 — g —

is an

Biwk measures the average amount of consumption risk sharing. In addition, we allow S to

10\We expect that 0 < f < 1.
11 Applying this method to US state data, Asdrubali, Serensen and Yosha (1996) find that roughly a
quarter of idiosyncratic output fluctuation remain uninsured.
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change over time in order to control trend changes in risk sharing that may be caused by
developments in the international markets over time. Therefore we relate the degree of
consumption risk sharing or coefficient £ from section 3.1 to the home-bias measure in the
following form:

B = Bo+PBi(t —t*) + B,(HBf — HB"),

where HBF is the home-bias for country £ at time 4 HB* is equally weighted average' of across
country of HBF. t* is the middle year of the sample period. 1— By — Bi(t —t*) —
B2 (HB;‘ - HB*) represents the amount of consumption risk sharing achieved in time # by
country & with home-bias of HBF. 1 - f8, is the amount of consumption risk sharing within
countries in the sample. The coefficient —f5; measures the average consumption risk sharing. We
expect the coefficient ff; to be positive which captures the price paid in term of lower
consumption risk sharing by countries that suffer from higher home-bias. Therefore —f; is
expected to be negative indicating how much higher than average home-bias (HB;C — HB *)
decreases the amount of consumption risk sharing.

3.3 Data

Our data are from 30 economies covering a comprehensive set of both developed and
developing markets over an annual period of 40 years (1970 to 2010). Computed as in section 2,
home-bias in equity, bond and direct investments are employed to test the relationship between
home-bias and consumption risk sharing by each asset class. We also perform an analogous
analysis using equally-weighted aggregate home-bias measures (equity, bond and direct
investments abroad).

The data on domestic consumption (final consumption expenditure) and income (GDP and
GNI) are from the World Bank. To control for the country’s size effect, we express all data in
per capita terms. Population data are also form the World Bank. We also adjust all variables to
the year 2000 and to US Dollar prices to eliminate the price effect and to convert them to the
same unit of measurement for the sake of comparison.

3.4 Empirical results: panel cross-countries analysis
3.4.1 Panel data results
In this section, we test the relationship between consumption risk sharing, and home bias in

portfolio and direct investments. We estimate the following equations using two-stage
estimation:

Ack — Ac; = a+ B(AyE — Ay;) + &,
where

B = Bo+ By (t —t*) + B, (HBF — HB*),

where, AcK — Ac; (AyEF — Ay}) represents the idiosyncratic shock to country & consumption
(output) relative to the wotld average at time % t — t* is the difference between time # and the

12 HB* calculated using country’s income wegiths gives the similar empirical results.
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middle year of the sample period. HBF — HB* is the difference between the home-bias for
country £ and the world average home-bias .

First we estimate the model by ordinary least square (OLS) and in the second stage, we weight
each country with the inverse of its standard deviation of the residuals. We are particularly
interested in the estimated coefficient f, because it can also be viewed as an “exchange ratio”
that translates fractions of home-bias (in either equity, bond or direct investments) to percentage
points of idiosyncratic shock absorbed via consumption sharing.

Table 3.1 reports the panel regression results for consumption risk sharing as a function of
home-bias measures for 30 countries in our sample, where standard errors are computed using
Newey and West (1987) method. We run five different panel regressions (no home-bias, equity
home-bias, bond home-bias, direct investment home-bias and aggregate home-bias).

Table 3.1: Consumption risk sharing and panel regression

The table reports results from the panel regression of consumption risk sharing. Specifications which are considered
are alternative cases (i.e. home-bias in equity, bond and direct investments (DI)) of the following equation, Acf —
Aci = a+ [By + By(t —t*) + B,(HBF — HB*)](Ayf — Ay;) + €. The estimated parameters, o, S, B, B, are
reported in the table. The t-statistics from Newey and West (1987) heteroskedasticity-consistent standard error and
covariance least square regression are in the parentheses. R? and adjusted R? are reported in the last column.
Significance at the 10%, 5% and 1% level is indicated by *, ** and *** respectively.

Within ero Interaction terms with GDP R?
. u .
C(.)nsump.t ion  Constant risk shfringp Time Equity ~ Bond DI
risk sharing (o) ) wend home- home- home- (adjusted R?)
rend (B) pias (8) bias (B) bias (8)
. . Hok 2471
1. No home_bias 0.0037 0.3575 0.247
(1.369) (2.585) (0.246)
2. BEquity home-  0.0014 0.469%FF  0.0205%FF  1.0625%* 0.3997
bias 0.628) (10.102) (3.948) (2.544) (0.398)
3. Bond home- 0.0004 0.5035%%F  (0.0247+** 0.2369%* 0.4183
bias (0.246) (11.862) (5.530) (1.809) 0.416)
) 0.0013 0.5708*%  (0.0113%** 0.7211* 0.4618
4. DI home-bias
(0.433) (9.412) (3.382) (1.954) (0.459)
5. Aggreggte -0.0001 0.5561%%%  0.0115%* o 0.6241%%% 0.4861
home-bias -(0.027) (9.623) (2.779) (2.573) (0.484)

In the first specification where no home-bias is considered, the consumption and income
fluctuations are positively linked. About the 35 percents of idiosyncratic fluctuation in income
remain uninsured and are transmitted to that in consumption. All other specifications include the
interaction variable between GDP idiosyncratic shock and 1) time-trend and 2) home-bias. In the
specification 2 when equity home-bias is introduced, we find a significant coefficient to equity
home bias. The point estimate is also significant in economic terms: coefficient is 1.06 which
implies that a country lowering equity home-bias by 20% will increase consumption risk sharing
by 21%. In specifications 3 and 4, both bond and direct investment home-biases are positive (as
expected) and significant, but their economic impact on consumption risk sharing impacts are
smaller than equity investment. In every specification, the coefficient of time trend, t — t*, is
positive and significant, but its economic impact is relatively limited. The regression of aggregate
(equity+bond+DI) home-bias (specification 5) also gives the similar results both in term of
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coefficient size and sign'’. Including time-fixed and country-fixed effects do not change the main
results'!. This is because the average values of the variables have been subtracted leaving little
variation to be captured by time dummies.

To summarize, the empirical results clearly show that there is association between declining
home-bias and consumption risk sharing and the impacts from investing equity abroad in term
of smoothing consumption is greater than that from direct investment and bond outward
investment respectively.

Box II below discusses the possible reasons why equity has higher diversification benefits than
bond and direct investments in terms of consumption risk sharing.

Box II: Diversification benefits

Consumption risk sharing from home-bias is significant in all specifications, but in different
degrees. It appears that equity and direct investment assets are more important than debt,
although we cannot clearly separate out the effect of each group of asset because of its
multicollinearity problem. Asset class that has the high consumption risk sharing is one that
performs well during the time of difficulties (when there is a negative shock to disposable
income or marginal utility of consumption is high). Therefore we examine the co-movement of
wortld asset return (equity versus bond) and domestic income per capita growth in the case of
Thailand. All variables are measure in US dollar. We do not have outward direct investment
return data, but they should move more closely with equity returns than bond returns. Figures

B2.1 plots the world equity and bond returns movement against Thailand’s GDP growth from
1988 to 2009.

Figure B2.1: The world equity and bond return and Thailand’s GDP per capita growth
measured in US dollar
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13 The evidence of home bias impact on consumption risks sharing is weaker when we include all equity,
bond and DI home-bias measures in the specification (not shown here). Only coefficient to equity home-
bias is positive and significant, other home-bias coefficients are not very significant because of
multicollinearity problem. The simple aggregation as in specification 5 helps to alleviate this problem.

14 Regressions by sub-period windows of 5-year and 10-year also give the similar results.
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The world equity returns are more negatively correlated with Thailand’s income growth than
world bond returns (correlation degree of -0.14 versus -0.05). Therefore, the equity assets have
higher hedging value to Thai people in terms of consumption risk sharing.

Even though, equity and direct investment returns usually move in the same direction, equity
assets usually have secondary market (exchange or OTC markets) and are much more liquid.
Therefore, investors can liquidate portfolio of equity with significantly less transaction costs and
in a more timely manner than portfolio of direct investment. This might explain why equities
yield more consumption risk sharing than direct investments.

3.4.2 Economic significance

Using the empirical results from specifications 2, 3 and 4 in Table 3.1, the economic impact of
home-bias in different asset classes on consumption risk sharing can be estimated. Again we take
Thailand and Malaysia as an illustrative example. Figure 3.2 shows the sensitivity of consumption
to negative income change due to underinvestment abroad or home-bias. The line with and
without triangle represents Malaysia and Thailand respectively.

Figure 3.2: The sensitivity of consumption to income change explained by home-bias in
different asset clases in Thailand and Malaysia
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From Figure 3.2, Thailand’s sensitivity of consumption to income shock that results from the
difference in home-bias in two countries has been consistently more negative than Malayisa over
the sample period (1970-2009). Higher home-bias causes Thailand to suffer more negative
consumption shock than Malaysia given the same level of shock in income in two countries. The
shock-resiliency gap between the two has also been widened after 1990s. For example, using the
2009 data, due to difference in home-bias, a negative GDP shock of 1% in Thailand and
Malaysia bought in a negative consumption shock of 0.20% and 0.11% in Thailand and Malaysia
in respective order. Currently, Malaysia’s ability to maintain the level of domestic consumption
when the economy is adversely affected by internal and external income shocks is almost twice
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as much as Thailand. Hence, Thailand needs to improve its home-bias if it wants to enhance the
country’s consumption risk sharing.

3.4.3 Income Risk Sharing and home-bias

In the same way as we test the consumption risk sharing, we now study the deviations from
perfect income risk sharing resulting from country’s home-bias. Since GNI equals GDP plus net
factor income from abroad. The following equation measure the amount of income risk sharing
provided by net factor income flow.

AlogGNI¥ — AlogGNI; = o+ B(AYK — Ay?) + &,

where

B =P+ p(t—t") +32(HBZ( - HB*),

and logGNI is the logarithm of gross national income (gross domestic product) of country & at
time 4 y¥ is the logarithm of gross domestic income (logGDPY). The positive coefficient S,
show how much higher than average home-bias decreases the amount of income risk sharing,
i.e., the more positive 85, the less GNI is buffered against GDP shocks. Table 3.2 repotts the
panel cross-countries regression results.

Table 3.2: Income risk sharing and panel regression

The table reports results from the panel regression of income risk sharing. Specifications which are considered are
alternative cases (i.e. home-bias in equity, bond and direct investments (DI)) of the following equation,
AlogGNIF — AGNI; = a+ [By + B1(t — t*) + B,(HBF — HB*)](Ay¥ — Ay;) + &. The estimated parameters,
o, B, B, B, ate repotrted in the table. The t-statistics from Newey and West (1987) heteroskedasticity-consistent
standard error and covariance least square regression are in the parentheses. R? and adjusted R? are reported in the
last column. Significance at the 10%, 5% and 1% level is indicated by *, ** and *** respectively.

Within or Interaction terms with GDP R?
GNIrisk  Constant . group Equit Bond DI
. risk sharing  Time quity
sharing (o) ) d home- home- home- (adjusted R?)
trend (B) 1ios (B bias (8) bias (B)
1.Nohome. 00014  0.5958%%* 04171
bias (0.345) (3.211) (0.416)
2. Equity -0.0002 0.6896*** 0.0237**  0.3532** 0.5679
home-bias  -(0.067) (8.193) (2.948)  (2.689) (0.567)
3. Bond -0.0003 0.7101%*  0.0269*** 0.2583* 0.6051
home-bias  -(0.704) (8.937) (3.886) (1.729) (0.604)
4. DI home- -0.0002 0.7245%%%  0.0110** 0.8894 0.6518
bias -(0.075) (8.783) (2.398) (1.550) (0.650)
5. Aggregate -0.0001 0.7225%*  0.0159*** «— 05945% 0.6744
home-bias  -(0.030) (8.642) (3.596) (1.714) (0.673)

Results are very similar to the consumption risk sharing. Impacts of home-bias on income risk
sharing are all positive and significant (except for DI home-bias). Interestingly, the magnitude of
coefficients fy which reflects the degree of income risk sharing within sample countries is higher
than those in the consumption risk sharing model. It implies that the effect of the consumption
risk sharing is more than that of the income risk sharing. Consumption fluctuations are expected
to be more correlated across countries than output fluctuation because of two reasons. First,
capital is expected to chase higher returns and abandon countries with low prospects (thereby
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fostering a negative output correlation) and second, agents should be able to synchronize their
consumption plans through diversification and try to maintain their consumption level. Imbs
(2000) finds that international financial linkage not only increases consumption correlation, but
also (even more so) output correlations. The author suggests that apart from a (weaker) direct
and positive impact of international finance on consumption correlations (consistent with the
hypothesis of risk sharing), a stronger and opposite effect of finance on output correlations
drives the low risk sharing.

As for another test of robustness, Box III below shows the empirical results of consumption risk
with idiosyncratic income shock modeling in order to better capture dynamics of income shock
over the sample.

Box III: Consumption risk sharing with idiosyncratic income shock modeling

As a test of robustness, we model the idiosyncratic income shock explicitly rather than assuming
the given function form of Ay — Ay;. We compute the idiosyncratic income shock for country
£ at time # by taking the residual terms nf from the following regression:

AYE = vo + 1Ay; + v, Ay, +nf

These residual or innovation terms should better capture the dynamics and business cycles of
idiosyncratic shock specific to country 4. In our standard consumption risk sharing equation,

we replace (Ayé"' — Ay; ) or country £ idiosyncratic output growth relative to the average by the

residual terms of the above regression nk.!

Ack — Act = a+ [Bo + Bi(t — t7) + B,(HBF — HB*)|nf + &,

Table 3.3 shows that home-bias in equity and bond is positive and significant (whereas that in DI
is marginally insignificant). The regression results with income shock modeling are highly
compatible to those without the shock in section 3.4.1, but the time trend variable now becomes
insignificant in most specifications because it mostly captured in the income shock model above.

Table B3.1: Consumption risk sharing and panel regression with idiosyncratic income shock
modeling

The table reports results from the panel regression of consumption risk sharing. Specifications which are considered
are alternative cases (i.e. home-bias in equity, bond and direct investments (DI)) of the following equation, Acf —
Ac; = a+ [By + Bi(t —t*) + B,(HBF — HB*)In¥ + &,, where n¥ is the residuals from the following regression,
AyE = vy + 71Ay7 + v,AyF 1 + nk. The estimated parameters, o, B, B, B, are reported in the table. The t-
statistics from Newey and West (1987) heteroskedasticity-consistent standard error and covariance least square
regression are in the parentheses. R? and adjusted R? are reported in the last column. Significance at the 10%, 5%
and 1% level is indicated by *, ** and *** respectively.

15 Including lagged variables as an explanatory variable also helps alleviate the persistence nature of time-
series variables.

16 Some papers including Chordia, Roll and Subrahmanyam (2000) and Karolyi, Lee, Diik (2011) use this
similar method (using residuals from one regression as an explanatory variable in another regression) in
computing the commonality measure.
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L. Interaction terms with GDP R2
5 Wlthln group ............... . S
Consumption Constant . . . Equity Bond DI
; ) risk sharing Time
risk sharing (o) B d home- home- home- (adjusted R?)
’ trend (B) yios (B bias (B bias (B2
1. No home- 0.0050%%  0.4846%%* 0.1825
bias (2.081) 4.705) (0.182)
2. Equity home-  0.0041%  0.4302%%  -0.0133  1.8401* 0.1975
iz (1.974) (3.758) -(0.924)  (1.804) (0.195)
3.Bond home-  0.0028%  0.5628%%%  0.0083* 0.5292%%+ 0.2823
bias (1.533) (10.494) (1.717) (3.727) (0.280)
*ok ko - *
4 DI home-bias 20953 0.6101 0.0230 1.0242 0.1957
(2.102) (6.808) -(1.198) (1.957) 0.192)
5. Aggregate 0.0071%F%  0.9544%%% 00004 0.4171%% 0.6215
home-bias (3475) (18.345) -(0.052) (2.321) (0.620)
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4. Explanations of home-bias

The empirical results in section 3 confirm that a high level of foreign portfolio assets is positively
and robustly related to consumption and income risk sharing. A country with lower levels of
home-bias achieves higher international risk sharing and has less volatile consumption patterns
over time. Results also suggest that equity and DI are more important than debt in terms of
diversification benefits. Enhancing international asset diversification or lower home-bias will lead
to increased consumption risk sharing. Therefore, this section investigates the determinants of
home-bias in different asset classes both in cross-countries analysis and in the specific case of
Thailand.

4.1 Home-bias literature

It is widely recognized that increased access to international markets has provided expanding
opportunities for investors to diversify their investments across the world. However, substantial
research has shown that investors do not often take the full advantage of international
diversification. Chan, Covrig and Ng (2005) and Ahearne, Griever, Warnock (2004), for example,
state that the home-bias arises from various barriers to cross border investments. They highlight
some numerous factors that are associated with the explanations of the home-bias: (1) economic
and financial market development; (2) capital control - domestic investors find it more difficult
to invest overseas as it requires government approval; and (3) familiarity and information
asymmetry - one explanation for the home-bias is that investors are less familiar with foreign
markets due to the lack of common language and closer proximity.

As documented in Sercu and Vanpée (2007), Serensen, Wu, Yosha, Zhu (2007) and Karlsson
and Nordén (2007), institutional-based and behavioral-based explanations for the home-bias in
outward portfolio investment are considered. Institutional-based explanations include:
(1) hedging possibilities against country-specific or institutional risks since domestic assets serve
as a better hedge for home-country specific risks such as inflation risk, since investment in
domestic assets are likely to follow the performance of the domestic market; (2) costs and
barriers for outward investments such as taxes, direct controls on capital flow; (3) country-level
and firm governance. A behavioral-based explanation focuses on investor-specific characteristics
such as level of investor sophistication. Risk-averse investors prefer the markets on which they
easily have access to better information. The proximity of the foreign market is a dominant
factor to capture the effects of information asymmetries. Cultural difference such as speaking a
different language can affect international portfolio choices. Litie and Menkhoff (2004) also
examine the home-bias puzzle using the questionnaire survey study accounting for the responses
of 234 fund managers in Germany. They find that proximity, perceived informational advantage
and higher expected returns are factors for home-bias explanation.

Regarding the direct investment home-bias, as documented in Muradoglu and Vasileva (2008),
the most common reason is the lack of information since investors find it more difficult to
gather information on more distant investment possibilities. Due to factors such as distance,
language and political or cultural barriers, investors tend to disregard distant investments. Other
possible explanations are: (1) transaction costs in cross-border investments; (2) sophistication
and difference in taxation; (3) exchange rate and capital market regulations and other restrictions;
and (4) barriers due to investors’ attitudes. For example, investors prefer to invest in countries
that they have familiarity in terms of social, political, economical and cultural attributes. Because
the driving factors behind direct investment are quite different from portfolio investment, Box
IV below discusses the motives for outward direct investment and the benefits from upgrading
from local companies to multinational enterprises (MNEs).
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Box IV: Motives for outward direct investment

The literature on direct investment (DI) identifies three types of outward investment
motivations: (1) resource and asset seeking, (2) market seeking, and (3) efficiency seeking. It is
well-documented in Campos and Kinoshita (2003) and Masron and Shahbudin (2009) about
these three types of outward DI. Details are shown as follows.

(1) Market-seeking DI. It is also called horizontal DI, as it involved replication of production
facilities in the host country. Since the reason for horizontal DI is to better serve a domestic
market by local production, market size and market growth of the host economy are the main
drivers. This market penetration aiming or tariff-jumping direct investment spreads similar
production activities across the world in order to gain better access to markets. According to
Kim and Rhe’s study (2009), firms have greater tendency to undertake DI in markets whose size
is large enough to compensate for the cost of investments in those markets. Dunning (1998)
offers the following comments on market-seeking motives. First, market-seeking motive
provides complementary assets such as technology, management, and organizational
competence. Second, it fosters backward supply linkages and clusters of specialized labor
markets. Third, it raises standards of product quality. Fourth, it stimulates local entrepreneurship
and domestic rivalry.

(2) Resource- or asset-seeking DI. Firms invest abroad to acquire resources not available in the
home country, such as natural resources, and raw materials. In contrast to horizontal DI, vertical
or export-oriented DI involves relocating parts of the production chain to the host country. The
main motivation is to achieve production efficiency by producing in a country that could offer
resources at the cheapest rates. According to Dunning (1998), the major asset-secking is to
acquire resources and capabilities, so an investing firm will sustain or advance its core
competence in global markets.

(3) Efficiency-seeking DI. This motive occurs when the firm can gain from the common
governance of geographically dispersed activities in the presence of economies of scale and
scope. Hiratsuka (2006) also mentions that the dominant driving force is to take advantage of
low wage rates or factor prices in the host countries. Dunning (1998) cites that several features
of efficiency-seeking DI overlap with the features of market-seeking DI in terms of fostering
backward supply linkages and raising standards of product quality. In addition, efficiency-seeking
DI improves the international division of labor and cross-border networking and provides access
to foreign markets and/or soutces of supply.

Recent contributions to economic theory explaining the outward direct investment position of
countries suggest that the mix of ownership (O), location (L), and internalization (I) advantages
of a country’s firms differentiates along the country’s course of economic development (Kyrkilis
and Pantelidis 2003). Dunning (1977, 1981) states that firms decide to invest abroad if (1) they
have market power given by the ownership of products or production processes (O); (2) they
have a location advantage in locating their plants in a foreign country rather than at home (L);
and (3) they have an advantage from internalizing their foreign activities in fully owned
subsidiaries (I), rather than carrying them out through arm’s length agreements in the market.
This is to avoid problems of contractual incompleteness in dealing with outside agents.
Multinationals may find it difficult to protect their firm-specific assets, and difficult or expensive
to motivate independent local firms to act in the best interests of the multinational (Navaretti
and Venables 2004).
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In this paper, we explore some common determinants of home-bias in outward investments for
both direct and portfolio investments. As discussed, the literature on home-bias offers many
explanations. To avoid the multicollinearity problem, we categorize them into the following
groups, (1) policy on financial openness from the home country which represents the level of
barrier for outward investments; (2) expertise and capabilities of investors which indicates the
level of investor sophistication, i.e., more sophisticated investors tend to have less home-bias;
and (3) economic and financial environment. We focus on these three groups of explanatory
variables as they are the major home-country factors so that we are able to draw some policy
implications related to our findings.

4.2 Model specification and data

As mentioned in the previous sub-section, there are many factors that have contributed towards
home-bias in outward investments. In this sub-section we explore some key determinants of
home-bias by OLS regression using data in the specific case of Thailand'". We regress HB, the
degree of local investors” home-bias, on a vector of explanatory variables which are grouped as
mentioned above.

The basic specifications of the determinants are:
AHBDf{ = B, + B, APolicy¥, + B, Alnvestorf, + B3 AEconomick, + &
AHBB¥ =a, + a; APolicyk | + a, Alnvestorkt, + a3 AEconomick, + u,

AHBEf =1y, + y, APolicy¥ , + y, Alnvestork, + y; AEconomick, + n,,

where HBDY, HBB} and HBEY are the measures of home-bias in direct investment, bond and
equity, respectively for country £, denoting Thailand here, at time 7 as computed in section 2.
Policy, Investor and Economic are vectors of explanatory variables. We use data over a yearly period
of 30 years (1980-2009). The sample period is different from that in section 3 due to availability
of some explanatory-variable data. The descriptions of control variables and data sources are
shown in Table 4.1.

We examine whether interaction between financial openness policy and investors’ skill on
outward investments give extra benefits in reducing the home-bias. This is done by including an
interaction variable (Po/icy*Investor) in the equation. This is due to our hypothesis that the home-
bias might not depend only on either the capital flow policy or investors’ capabilities but also the

mutual-effect from both of them on home-bias in direct and portfolio investments'®.

Our model specification with the interaction term between Policy and Investor variables is as
follows:

AHBDF =B, + B; APolicyk , + B, Alnvestor}, + P; AEconomicf, + B, APolicyk ; * Alnvestorf , + &
K

AHBBF = ay + aiAPolicyf , + a, Alnvestorf, + a3 AEconomick , + a, APolicyk | * Alnvestorf | + u,

AHBEY =y, + y, APolicyf, + y, Alnvestorf, + y; AEconomick., +y, APolicyl , » Alnvestor}f , + n,,

17 'This is because we focus on the policy implication for the case of Thailand in this paper. For the sake
of completeness, the cross-country panel regressions of the similary specification are presented in Box VL.
18 We also experimented other interaction terms such as Policy*Economic variable for the specific case of
Thailand’s outward direct investment shown in Box V.
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Table 4.1: Variables description and data sources

Expected
ERe o Variables Description Data sources sign Wi.th
home-bias
1.Poli KOPEN A measure of financial openness Chinn and Ito negative
-roucy (an increasing figure means more (2009)
variable .
capital flow openness)
PCA_SKILL We construct an index of investors’ | Authors’ negative
2.Investors’ e . . .
. capabilities using the principal estimates
capabilities ; .
component method, including data
set of the World Bank’s World
Development Indicators on
research and development (R&D),
patent, and internet access. (an
increasing figure means higher
investors’ skills)
3.Economic
and financial
variables
31 Exch REER_TH Real effective exchange rate of Bank of negative
.t xehange Thai Baht (an increasing figure Thailand
rate means local currency appreciation)
. EQUITYRET The differences between domestic | MSCI positive
3.2 Relative !
and global MSCI returns (relative
return
returns)
. TRADE A measure of trade openness CEIC, World negative
3.3 International
Development
trade .
Indicators of
World Bank
. WAGE_WH Ratio of the host country’s labor International negative
3.4 Efficiency- s
. ) cost to the home country’s labor Labour
seeking motive cost which represents the cost Organization,
advantage National
Statistic Bureau
. YCWH_TH Ratio of the whole 30 countries’ International negative
3.5 Marketing- . N
. . income per capita in US dollars to | Monetary Fund
seeking motive . .
Thai’s income per capita in US
dollars which represents the
(relative) market size
YCDED_TH Ratio of the developed countries’ negative
income per capita to Thai’s income
per capita
YCDING_TH Ratio of the developing countries’ negative
income per capita to Thai’s income
per capita
AGRWH_TH Relative ratio of agriculture export | World negative
3.6 Asset- or
seckin to total export between the whole Development
reS(ziurce seeking 30 countries and Thailand which Indicators of
motive represents the relative abundance World Bank
of resources
AGRDED_TH | Relative ratio of resources between negative
the developed countries and
Thailand
AGRDING_TH | Relative ratio of resources between negative

the developing countries and
Thailand
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4.3 Results of Thailand-data regressions

Table 4.2 exhibits results for the determinants of the home-bias in the specific case of Thailand.
We focus on the effects of capital flow openness and investors’ capabilities on decreasing the
home-bias on all types of investments'”. We find that either capital flow policy or investor’
expertise alone is not sufficient to reduce the home-bias in direct investment. Both variables as
shown in the interaction term, however, mutually reinforce to alleviate the direct investment
home-bias. In the case of portfolio investment (both equity and bond), the degree of financial
openness alone has a significant impact on the home-bias.

Table 4.2: Thailand-data regression results of home-bias determinants

. . . . . .20 .
The table reports results from the Thailand-data regression of home-bias determinants. Specifications™ which are
considered are as follows:

AHBDF =By + By APolicyf., + B, Alnvestorf, + B3 AEconomick , + B, APolicyf ,  Alnvestorf, + &
AHBBF = ay + @ APolicyf | + a, Alnvestorf, + a3 AEconomick ; + a, APolicyk | x Alnvestorf | + u;
AHBEF =y, + vy, APolicyf., + vy, Alnvestorf, + y; AEconomick, +7y, APolicyk | * Alnvestorf | + n,,

# denotes Thailand. The estimated parameters ate reported in the table. The t-statistics from Newey and West
(1987) heteroskedasticity-consistent standard error and covariance least squate regression are in the parentheses.
Significance at the 10%, 5% and 1% level is indicated by *, ** and *** respectively.

Thai . Dependent vatiable: | Dependent variable: | Dependent variable:
ailand-data regression: . . . \
Factor DI home-bias Bond home-bias Equity home-bias
yearly data 1980-2009
(AHBD) (AHBB) (AHBE)
Explanatory variables
constant -0.002** -0.004 -0.0002
(-2.595) (-1.010) (-0.788)
Policy AKOPEN(-1) -0.0001 -0.035%* -0.004**
(-0.041) (-2.749) (-4.999)
Investor APCA_SKILI(-1) 0.018 -0.050 -0.012%*
(1.29) (:0.758) (-2.650)
Interaction
term of
Policyand
Investor | AKOPEN(-1)*APCA_SKILL(-1) -0.137%** 0.217 0.013
(-4.693) (1.614) (1.417)

19 We cannot find any significant determinants of home-bias using variables in Table 4.1 except ones
report here and in Box V below.
* In addition to Policy and Imvestor variables, we also included Ecomomic variable as shown in model
specification, but only ones shown in Table 4.2 and Table B5.1 are significant.
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Box V: Determinants of Thailand’s outward direct investment

To analyze whether the policy variable matters and how the openness of capital flow interacts
with variables of outward direct investment motives discussed in Box IV and to estimate their
mutual effects on the direct investment home-bias in the case of Thailand, we construct the
interaction terms between the financial openness policy and motive variables, namely the relative
market-size and resource-size variables',

Our model specification with the interaction term between Policy and Economic variables is as
follows:

AHBD¥ = By + By APolicyf , + B,Alnvestorf | + Bi;AEconomick | + B, APolicyf ; x AEconomick | + &

where Economic variable of the interaction term denotes the relative market- and resource- sizes,
as proxies of market- and resource-seeking motives .

The empirical result, as shown in Table B5.1%, confirms that the degree of capital flow openness
variable (or its interaction with another variable) remains statistically significant in most of the
models. It is interesting to evaluate the incremental predictive power of each group of
explanatory variables, for example the relative market size and the relative resource size, when
these variables are estimated jointly with the degree of capital flow openness. In terms of the
relative market- and resource-size comparing between the host countries and Thailand, we
estimate using the host-countries variables of the whole 30 countries, and also separately
investigate the estimates from developing and developed countries.

Apparently, we find that market-seeking motive alone, as indicated by the relative market size
between other countries and Thailand, does not seem to be a main reason for the reduction of
the home-bias in direct investment. Nonetheless, the interaction terms between the capital flow
openness and the relative market size are statistically significant in all models. Similarly, only
resource-seeking motive does not statistically effect on the home-bias. However, the interaction
terms of the capital flow openness and the relative resource size jointly affect on decreasing the
home-bias in direct investment. Therefore, this result confirms that the openness of capital flow
is necessary condition to lower the degree of home-bias, and it reinforces with other factors to
stimulate outward investments.

Furthermore, the evidence shows that the relative return variable becomes statistically significant.
Intuitively, a lower relative return in domestic market compared to others can lead to lessen the
home-bias. Surprisingly, the real effective exchange rate does not play a significant factor to
explain the home-bias in investments in the case of Thailand.

2! Unfortunately, we have no enough labour cost data to do the estimation of the impact of efficiency-
seeking motive on the direct investment home-bias in the case of Thailand. However, we have enough
panel-data so we estimate its effect using data set of 30 countries. The result is statistically significant and
the sign of coefficient is as expected. That is, results confirm that the efficient-seeking strategy matters for
overall outward direct investment.

22 We also included Investor variable as shown in model specification, but only ones shown in Table B5.1
are significant.
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In summary, in addition to the significant mutual-effect from capital flow policy and investors’
capabilities on the reduction of the direct investment home-bias as shown in sub-section 4.3,
other key determinants are the mutual-effect from capital flow policy and investors’ motives, for
example market-seeking. This result confirms that the policy is a necessary factor for the home-
bias reduction in the case of Thailand.

Table B5.1: Determinants of the home-bias in Thailand’s direct investment

The table reports results from the Thailand-data regression of DI home-bias determinants. Specifications
which are considered are as follows:

AHBDF = By + B APolicyf , + B,Alnvestorf ; + B3;AEconomick | + B, APolicyf , * AEconomick | + &

# denotes Thailand. The estimated parameters, are reported in the table. The t-statistics from Newey and
West (1987) heteroskedasticity-consistent standard error and covariance least square regression are in the
parentheses. Significance at the 10%, 5% and 1% level is indicated by *, ** and *** respectively.

Dependent variable: AHBD (yearly data 1980-2009): Thailand’s direct investment home-bias

Factor Explanatory variables 1 2 3
constant -0.002** -0.002** -0.002**
(-2.336) (-2.212) (-2.666)
Policy AKOPEN(-1) -0.026%+* -0.030%** -0.020%*x
(-4.951) (-4.891) (-4.975)
Economic:
Relative market size
—whole countries AYCWH_TH(-1) -0.001
(-0.840)

Interaction term of Policy
and Relative market size

(with whole countries) AKOPEN(-1)*AYCWH_TH(-1) -0.070%**
(-4.539)
- Developed countries AYCDED_TH(-1) -0.0002
(-0.385)
Interaction term of Policy
and Relative market size
(with developed countties) AKOPEN(-1)*AYCDED_TH(-1) -0.051%*x*
(-4.464)
- Developing countries AYCDING_TH(-1) -0.002
(-1.558)
Interaction term of Policy
and Relative market size
(with developing countries) AKOPEN(-1)*’AYCDING_TH(-1) -0.096%**
(-4.666)
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Dependent variable: AHBD (yeatly data 1980-2009): Thailand’s direct investment home-bias

Factor Explanatory variables 4 5 6 7
constant -0.003**  -0.001** -0.001** -0.001**
Po]l'cy AKOPEN(-1) 0.001 -0.001 0.015
(0.424) | (-0.537) | (2.937)**
Exchange Rate ALOG(REER_TH) 0.001
(0.019)
Return A (EQUITYRET/100) 0.007**
(2.206)*
Relative resource size
- whole countries AAGRWH_TH 0.002
(0.178)
Interaction term of Policyand
Relative resource size
(with whole countries) AAGRWH_TH*AKOPEN(-1) -0.189***
(-4.423)
- Developed countries AAGRDED_TH 0.005
(0.767)
Interaction term of Policyand
Relative resource size
(with developed countties) AAGRDED_TH*AKOPEN(-1) -0.110***
(-4.545)
- Developing countries AAGRDING_TH -0.006
(-0.647)
Interaction term of Policyand
Relative resource size
(with developing countties) AAGRDING_TH*AKOPEN(-1) -0.689***
(-4.338)

4.4 Economic explanatory power of capital flow openness and other variables

In previous sub-section, we find the capital flow openness is significant in most regression.
Figure 4.1 presents how (1) the policy of capital flow openness, (2) the capability of investors,
and (3) the interaction term between the policy and the investor factors, play roles on the home-
bias in each category of investments in the case of Thailand. The contribution of each factor is
computed by an independently increase of one standard deviation in each factor multiplied by its
estimated coefficients from Table 4.2. Evidently, the interaction term can explain more than 80%
in the case of home-bias in direct investment, while the capital flow openness alone contributes
around 60% of the explanation for the home-bias in bond and equity investments.

One of the main implications is that, the policy of capital flow openness is the necessary
condition for the reduction of the home-bias in all types of investments, but it is not sufficient
factor to decrease the home-bias in direct investment. It is required to pursue both the
liberalization of capital flow and the investors’ capabilities to successfully stimulate the direct
investment abroad. This is a key result and it is crucial for policy makers to draw attention on
this implication when designing any relevant policies.
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Figure 4.1: Contribution to home-bias explanation
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Furthermore, we analyze what motives Thai investor dramatically rely on when making outward
direct investment decisions and whether the interaction of market-or resource-seeking motive
with the capital flow openness matters. As shown in Figure 4.2, we find that, the mutual-impacts
of the capital flow openness and either market-seeking or resource-seeking, as shown by the
interaction terms, become the dominant contribution to lessen the home-bias in direct
investment. This evidence confirms that the capital flow policy becomes a prominent factor and
jointly interacts with the investors’ strategies to alleviate the home-bias.
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Figure 4.2: Contribution on reduction of home-bias in direct investment
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Box VI: Results of cross-country panel-data regressions

Table B6.1 displays results for panel regression using data set of 30 countries. In the cross-
countries setting, the increasing capital flow openness, and more international trade openness,
exert the influence on the reduction of the home-bias in direct investment.

According to the determinants of the home-bias in portfolio investments, the estimated
coefficients are not statistically significant as the empirical result of the direct investment home-
bias determinants. This is probably because the outward direct investment requires the common
determinants across countries; however, the pattern of portfolio investment is quite country-
specific.

Table B6.1: Panel-data regression results of home-bias determinants

The table reports results from the cross-sectional regression of home-bias determinants. Specifications
which are considered are as follows:

AHBDF =B, + B; APolicyk , + B, Alnvestor}, + P; AEconomicf, + B, APolicyk ; * Alnvestorf, + &
AHBBF = ay + aiAPolicyf , + a, Alnvestorf, + a3 AEconomick , + a, APolicyk | * Alnvestorf | + u,
AHBEF =y, + y, APolicyf, + y, Alnvestorf, + y; AEconomick , +y, APolicyk , * Alnvestor}, + n,,
# denotes cross-country. The estimated parameters are reported in the table. The t-statistics from Newey
and West (1987) heteroskedasticity-consistent standard error and covariance least square regression are in
the parentheses. Significance at the 10%, 5% and 1% level is indicated by *, ** and *** respectively.

P . Dependentvariable:| Dependentvariable: | Dependent vatiable:
Factor anei-d;ta r;g;gs;(l)(())rgl. DI home-bias Bond home-bias Equity home-bias
yearly data BE0- (AHBD) (AHBB) (AHBE)
Explanatory variables
constant -0.004** -0.005** -0.002%**
(-4.224) (-1.906) (-1.882)
Policy AKOPEN(-1) -0.002* -0.0002 0.00009
(-1.664) (-0.041) (0.0566)
Investor APCA_SKILL(-1) -0.001 -0.003 0.002
(-0.705) (-0.846) (0.768)
Interaction
term of Policy
and Investor | AKOPEN(-1)*APCA_SKILL(-1) 0.006* -0.005 0.003
(1.761) (-0.677) (0.615)
Trade ALOGTRADE(-1) -0.009*
(-1.787)
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4.5 Cross-country comparison of supportive policies for outward investments

The central explanations for the home-bias in investments are: (1) the supportive policies to
stimulate investment abroad, (2) the capabilities of investors, and (3) the economic and market
conditions. This section studies these three common factors by comparing the case of Thailand
and Malaysia using the radar chart. As depicted in Figure 4.3, when we compare all dominant
contributing factors to the home-bias, Thailand has crippled as shown by the lower levels of all
categories compared to the case of Malaysia. The maximum gap between Thailand and Malaysia
is presented in the area of government incentive policies. Details of comparison of supportive
policies for outward investments between Thailand and Malaysia are shown in Box VIL.

Figure 4.3: Comparison of supportive policies, investors’ capabilities and domestic market
constraint in Thailand and Malaysia

Capital outflow
policy
@

Government
incentive policies
Investots' - such as taxation,
capabilities financial and non-

financial facilities
policy

Domestic market
size limitation

== Malaysia == Thailand

Source: Authors’ analysis from various sources (IMF, International Institute for Management
Development (IMD), Thailand’s Ministry of Finance, Managing Risk in Cross Border Transactions by
CITI, 2011, p.24, World Development Indicators of World Bank). Investors’ capabilities are calculated
using the principal component analysis method, including data set of the World Bank’s World
Development Indicators on research and development (R&D), patent, and internet access. An increasing
figure means higher investors’ skills.
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Box VII: Comparison of supportive policies for outward investments
between Thailand and Malaysia

It is well-documented in Yean (2007) about the Malaysian government supports for overseas
investments. They include: (1) tax exemption, tax incentives and special funds, (2) investment
guarantee agreements; (3) trade and investment missions; and (4) institutional supports.

In the case of tax incentives in Malaysia, tax abatement on income earned overseas and remitted
back to Malaysia and tax deduction for pre-operating expenses was first introduced in 1991.
Since 1995, all income remitted by Malaysian companies investing overseas are fully exempted
from income tax. In 2003, an additional incentive was introduced for acquiring foreign-owned
companies abroad for high-technology production within the country or to gain new export
markets for domestic products. As for special funds, the Malaysia-Singapore Third Country
Business Development Fund was co-founded by the two countries. This fund allows Malaysian
and Singaporean enterprises to co-operate and jointly identify investment and business
opportunities in third countries’ outside of 2 countries. The fund’s main objective is to
encourage firms to expand their business operation in the global arena. In addition, trade and
investment missions are regularly organized. In terms of institutional support, the EXIM Bank
supports relocations of Malaysian companies from Malaysia to other cost effective countries,
especially in the labor-intensive industries. In 2005, the EXIM Bank was merged with Malaysia
Export Credit Insurance. The facilities provided by the bank include credit guarantee together
with trade financing and overseas project financing. To facilitate the small and medium
enterprises (SMEs) for more financing facilities, the government allocated the budget to set up
the SME Bank to provide financial and non-financial services to help SMEs in expanding their
business domestically and abroad.

The comparison of supportive policies for outward investments between Thailand and Malaysia
is shown in Table B7.1.

Table B7.1: Comparison of supportive policies for outward investments between Thailand and
Malaysia

Policy Thailand Malaysia
1. Investment abroad freely in the form of direct 1. Residents without domestic ringgit borrowing are free to
investment invest in foreign currency assets
Capital 2. Residents with domestic ringgit borrowing are allowed to
. invest based on the following limits: up to RM 50 million
outflow policy

2. A limit for portfolio investment abroad equivalent in aggregate on a corporate group basis a
calendar year and up to RM 1 million in aggregate on
resident individual basis.

Corporate income tax on dividends will be exempted if: 1. Income tax on foreign-sourced income remitted into
(1) Thai companies hold at least 25 percent of total Malaysia will be exempted
Tax policy |[shares of foreign companies and more than 6 months

R . . . 2. Allowing some expenses to be tax-deductible i.e. expense
and (2) income was already subject to taxes in foreign )
. for overseas project development
countries at least 15 percent

1. Some financial supports from Export-Import Bank of

Financial/  |Thailand (EXIM) for outward direct investment
non-financial

1. Setting up Overseas Investment Fund

2. Information center for outward direct investment by

facilities policy
the Board of Investment of Thailand (BOI)

2. Financial supports from SME Bank and EXIM Bank

1. The Ninth Economic Development Plan (9MP) (2006-2010)
2. The Third Industrial Master Plan (IMP3) (2006-2020)
3. Vision 2020

National The Eleventh National Economic and Social
agenda plan |Development Plan (2012-2016)

Source: Authors’ analysis from various sources.
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5. Policy recommendations and conclusions

In order to strengthen Thailand’s resiliency to unexpected economic shocks and maintain
country’s economic welfare through better consumption smoothing, Thailand must become a
more outward-investment-oriented country. When going abroad with cross-border investments,
things are always challenging. Therefore, all relevant stakeholders both public and private sectors,
must work very closely together to ensure that all infrastructures and policy initiatives are
conducive to overseas investments.

As discussed in previous sections, our analyses indicate that the key determinants of cross border
investments are restrictive international capital outflow policy and lack of proper investors’
internationalized skills. Our study also shows that the liberalized capital outflow measure is a
necessary condition for cross-border investment or decreasing home-bias in general. However,
to reduce home-bias in direct investment in particular, the relaxation of capital outflow measures
and improvement of investors’ skills in international business experience are simultaneously
required. They must be implemented together.

The section addresses obstacles mainly from home country factors including the relaxation of
capital outflow measures and how to improve investors’ skills (which may include market-
seeking or resource-seeking know-how), as it indicates that both of them are the main possible
factors resulting in home-bias™. The set of policy recommendations is outlined as followed.

5.1 Capital outflow measures

In Thailand, the capital outflow measures on direct investment abroad have already been
significantly liberalized. The Bank of Thailand has already allowed Thai enterprises to freely
invest abroad, both in the form of equity investment and granting direct loans, since 2010.
However, there is still a limitation on Thai individuals, who can invest abroad up to 100 million
US dollars per year.

In order to increase outward direct investment, improving investors’ international skills and
experiences should be considered as an urgent task. Establishing clusters or joint ventures with
local partners in host countries can be implemented as a short and medium term plan, capacity
building in human resources’ competencies, technology upgrading, research development and
investors’ protection such as patents can help increase the opportunities for outward direct
investment in the longer-term perspective. Meanwhile, removing limits on individuals’ outward
direct investment should be encouraged in addition to Thai enterprises, which the authority has
already allowed to invest abroad freely.

By contrast, the capital outflow control measures are still the problem for outward portfolio
investment. We suggest that 1) the investment quota can be firstly removed and 2) the authority

23 Apart from Thailand’s capital outflow measures and investors’ skills, Thailand still confronts a number
of challenges for overseas investments, both from the home and host country factors. Regarding the
home country factors, Thailand still lacks coherent institutional supports and governmental agencies’
guidance. This discourages Thai investors to venture abroad. In addition, there are few government
incentives such as tax incentives, which encourage Thai outward investments. Limited access of funding
from Thai financial institutions has also restricted Thai enterprises, especially for small and medium
enterprises (Wee, 2007). For the host country factors, these include strict foreign exchange controls,
complex policies and regulations, restricted market access and difficulty in finding suitable local joint
venture partners (Wee, 2007).
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should not restrict types of investors to invest in securities abroad**. In order to increase outward
portfolio investment in the short and medium terms, the Bank of Thailand should allow every
type of investors to invest in securities abroad. The public sector can also play a more active role
by providing advices and knowledge to investors, especially retail investors, to be better equipped
with financial literacy.

Again, apart from capital outflow measures, other government policies and other coherent
institutional supports should be implemented to supplement more outward investments.

5.2 Government incentives policy

Necessary government incentives, which are supportive to overseas investments, include both
financial and non-financial facilities as follows.

5.2.1 Financial facilities policy

The agency which provides financial facilities to cross-border transactions, such as the Export-
Import Bank of Thailand (EXIM Bank) *, should play a more active role in enhancing outward
investments by providing investors with both financial and non-financial services.

To more facilitate outward investments, the EXIM Bank should finance credits to motre overseas
projects through arranging more syndicated loans with other financial institutions and trade
financing. In order for the EXIM Bank to achieve this purpose, a stronger balance sheet may be
favorable. This can be strengthened by, for example, injecting additional capital or merging with
other relevant specialized-financial institutions in the long-run.

Moreover, as our analysis shows that improvement in investors’ knowledge can exert
considerable influence to outward investments, the EXIM Bank can also act as a center in
exploring investment opportunity abroad and providing knowledge sharing facilities, especially to
small and medium businesses and their clusters. For instance, it can support relocations of Thai
companies to (1) other cost effective countries, especially in the labor-intensive industries, or (2)
countries with abundant natural resources, or (3) countries where Thai companies can earn
benefits from research development or upgrading technology.

24 Currently, the Bank of Thailand (BOT) allows 8 types of institutional investors to invest in securities
abroad. These include (1) government pension funds (2) social security funds (3) provident funds (4)
mutual funds (5) insurance companies (6) specialized financial institutions (7) securities companies and (8)
juristic persons who are registered under Thai laws with assets of at least 5,000 million Baht and whose
principal businesses are in manufacturing, trading or services. Individuals can invest in securities abroad
through private funds or securities companies.

The BOT grants an investment quota of 50 billion US dollars to the Thailand’s Securities and Exchange
Commission (SEC) to be allocated to institutional investors under its supervision to invest in securities
abroad. An eligible institutional investor who needs to invest in foreign securities with an outstanding
balance beyond 50 million US dollars may seek the BOT’s approval. Individuals can invest in securities
abroad through private funds or securities companies, with a limited quota of 50 million US dollars and 5
million US dollars, respectively.

%5 The EXIM Bank is a state-owned financial institution under the Ministry of Finance’s supetvision.
Currently, the EXIM Bank provides a long-term credit to support Thai overseas investment projects and
various kinds of overseas contracts such as building renovation and machinery maintenance. The EXIM
Bank also provides information on investment abroad prospects, particularly in such neighboring
countries as Cambodia, Laos, Myanmar and Vietnam.
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Another financial facilities policy could be taxation. A package of financial incentives such as tax
abatement on income earned overseas and remitted back to Thailand and tax deduction should
be considered. In many cases, foreign-sourced income remitted into Thailand is subject to
income tax, implying double tax payments for home and host countries. This reduces the rates of
return from overseas investments and deters outward investments to a large extent. To
encourage more Thai investment abroad, Ministry of Finance should consider introducing a
package of incentives in the form of tax abatement on income earned overseas and remitted
back to Thailand and tax deduction for pre-operating expenses. In an ideal case, all income
remitted by Thai companies investing overseas should be fully exempted from income tax at
least at their early stage of outward investments. The aim is to reduce the start-up cost and
increase the competitiveness of Thai companies in the international community.

5.2.2 Non-financial facilities policy

Non-financial facilities policy such as information centers and a one-stop information center to
support outward investments is one of the urgent agenda. Even though, the focus of the
Thailand’s Board of Investment (BOI)* is on the inward direct investment, we suggest the BOI
to facilitate both inward and outward investments, for example, by being a one-stop information
center and provide more comprehensive information and advice to Thai firms to venture abroad.
We believe that these two-way BOI polices will benefit each together. Apart from the BOI, other
governmental agencies can play parts in this by providing local advice, local knowledge and local
support, possibly through the Thai embassies in the host country.

5.3 Private sector roles

Based on our empirical results, the public sector’s policies alone are not sufficient to decrease
home-bias. The private sector must help support outward investments through improvement in
internationalized skills and close coordination with relevant stakeholders. One of the most
important things to do is the improvement of their internationalized know-how and better
understanding of in-depth information on the host country, especially its regulations, cultures
and business opportunities. They can establish clusters or finding local partners to facilitate more
outward investments. Regarding outward portfolio investment, Thai investors should better
understand the types of securities to invest in and be well-equipped with risk management
instruments such as forward contracts or other hedging instruments in order that they can insure
their returns from investment because when investing abroad, market volatility becomes an
increasing concern. Thai investors should understand and well-manage all risks involved.

5.4 Better coordination among public and public sectors

All policy recommendations discussed above should be made as soon as possible since they take
time before they become effective and materialized. To make all happen, we strongly
recommend the stipulated outward investments promotion as a concrete national agenda. This
national roadmap also helps increase investors’ confidence in continuation of governmental
policies; hence it causes more and better foreign investment decisions going forward. In addition,
all stakeholders need to adjust their mindset into more outward investments oriented and so that
public and private sector can be better coordinated and support each other more efficiently.

2 The BOI is the principal government agency for encouraging investment. It mainly acts as Thailand's
marketing arm and actively promotes the country worldwide as one of the best investment locations in
Asia; hence it encourages more foreign direct investment in Thailand than outward direct investment.
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