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Summary
The paper’s point of departure is that the information content of financial asset prices is
formed partly through search for private information by individuals or investor groups,
rather than gleaned exclusively from observed asset prices. Differences in the efficiency of
search for information signals and in the opportunity costs involved lead to asymmetries in
private information precision across investors and to variations in the price information
content of traded assets. Our model links these variables to the level of prior knowledge, or
“general human capital” investors possess concerning all traded assets, as well as
idiosyncratic knowledge, or “specific human capital” associated with specific assets. In this
context, the paper extends and generalizes the approach offered in Ehrlich, Hamlen and Yin
(2008).1
Pursuing a rational-expectations-equilibrium model of noisy prices with multiple assets and
heterogeneous investors, we apply this model to explain the observed diversity in the
degree of concentration of financial portfolios in domestic, relative to foreign assets across
countries - what the literature has termed “home bias”. Our model predicts that while
conditional increments in general human capital, proxied by schooling, monotonically
increase the expected absolute holdings of both home and foreign stocks, “home bias” at
the market level is an inverted-U function of schooling. Symmetrically opposite results are
predicted concerning the impact of variations in the opportunity costs of information
production, proxied by individual labor market wages.
We test these predictions against aggregate market data concerning the compositions of
aggregate portfolios across 23 countries over a 7-year period (2001-07). The results
strongly support our discriminating hypotheses. A related, and more extensive, empirical
investigation is contained in Ehrlich, Shin, and Yin (2010).2
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