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1. Introduction

Since June 2007, global finance has faced a crisis of great magnitude. The subprime fi-
nancial crisis, initially regarded as a crisis of the US housing market, soon spread to the
international financial system confirming the globalization of equity markets. If the
globalization of stock markets and ICT (information and communication technologies)
enable investors to invest in all markets, globalization does not prevent them from de-
veloping local strategies. Indeed if capital flows theoretically can be invested everywhere
(global strategies), the distribution of capital flows in global markets reveals their con-
centration in some markets (financial centers) [1] [2]. A large number of recent studies,

under the banner of “geography of finance,” have stressed that geographical location is
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a crucial determinant for understanding global finance': local specificities of capital
markets remain one of the determinants of the localization of investor flows (local
strategies). To consider these two aspects of investor strategies, some economists use
the word of “glocalization,” which is formed by blending “global” and “local” (The Ox-
ford Dictionary of New Words, 1991).

Generally, to understand several aspects of investor localization strategies, standard
portfolio models are used but they present some limits. Indeed, according to these
models, assets are purchased on the basis of investor analysis regarding the return and
risk of these assets and the covariance of these returns with other financial assets in the
investment portfolio [10]. The capital asset pricing model (CAPM) is the most widely
used tool in asset pricing theory and implies that investors select optimal portfolios that
either minimize the variance of portfolio return, given expected return, or maximize
the expected return, given variance. In the framework of CAPM model, rational inves-
tors who focus on risk-return factors should maximize international portfolio diversi-
fication without regard for the origin of the securities held. Prospect theory and beha-
vioral portfolio models make different predictions. Contrary to standard financial
models that postulate rationality on the part of investors, prospect theory considers that
investors are not effective decision makers under risk and uncertainty [11]. Although
the CAPM model enables investors to choose optimal portfolios, behavioral portfolio
models state that investors are sensitive to the context in which they find themselves
and may be characterized by heuristical traits such as overconfidence, extrapolation, or
making frequency judgments based on salience or similarity [12]. Behavioral portfolio
models are consistent with the existence of “familiarity effects” and with the “home bi-
as” phenomenon. Despite the supposed benefits of diversifying into foreign markets,
investors from all over the world tend to be biased toward investing in domestic equi-
ties. Even in a context of decline in barriers to international investment, investor port-
folios are less diversified than the standard model of asset location would predict. In-
vestors neglect fundamental principles of portfolio diversification by favoring prox-
imate assets and markets: they feel safer with domestic than with foreign assets and,
being averse to risk, they prefer familiar gambles over unfamiliar gambles. There is a
large literature on the home bias phenomenon highlighting an [over-representation of
domestic investments to the detriment of international portfolio diversification ([13]-
[23]). Our study lies in the tradition of these works on home bias, but it is original be-
cause we seek to analyze the influence of geography on the investment strategies of in-
vestors according to their investment time horizons measured through their portfolio
turnover.

In particular, we question the preference of mutual funds for some specific markets.
Mutual funds are currently dominant in terms of assets managed on global stock mar-
kets because they reflect 75% of the financial assets of institutional investors. They are

considered to be key actors in global stock markets because of their common expecta-

'See in particular [2]-[9]).

KD
+%%, Scientific Research Publishing

503



C. Dupuy et al.

tions regarding standards of disclosure, transparency, and their requirements for
shareholder value ([6] [24]-[27]). A majority of the studies have emphasized that these
investors expect increased returns on invested capital in a shorter time period ([5]
[28]-[32]). In particular, the study of Dupuy, Lavigne, and Nicet-Chenaf (2010) [32]),
describing the largest international equity investors, showed that US institutional in-
vestors are the most volatile and “impatient” actors worldwide, confirming the very
short-term nature of the US model.

Our study focuses on the geographical location of assets managed by worldwide mu-
tual funds and particularly on impatient mutual funds, that is, investors whose portfolio
turnover is less than one year. These short-term investors, who are regularly identified
by the economic and financial press and accused of favoring volatility in equity mar-
kets, often sell their stocks before companies have paid dividends and play on differ-
ences in stock prices to extract a short-term profit. In particular, we question the de-
terminants of location of impatient mutual funds by focusing on two main questions: 1)
where do impatient mutual funds invest internationally and 2) what are the local speci-
ficities of markets that are privileged when these investors internationalize their portfo-
lios?

The article is organized into four sections. Section 2 introduces theoretical aspects of
the importance of geography in global finance and reviews the importance of the insti-
tutional framework for understanding the investment behavior of mutual funds. Sec-
tion 3 presents a sample of 22,996 worldwide mutual funds and the practical results of
their global behavior on stock markets in 2009 and over the period from 2005 to 2009.
Section 4 presents the methodology used to test the preference of impatient mutual
funds for certain stock markets. In particular, we demonstrate that impatient mutual
funds prefer investing in large stock markets characterized by the same legal tradition

and presence of strategic investors in ownership structures.

2. When Geography and Institutions Help Explain Investor
Behavior

We question if local specificity of capital markets can play a significant role in explain-
ing the worldwide allocation of mutual fund portfolios. In particular, we make the as-
sumption that the 6 geography (countries) and the institutional framework (legal re-
gimes of countries and shareholder protection) are central elements for understanding
the investment behavior of mutual funds. We thus refer to two fields of research to
demonstrate the centrality of those two factors: the literature on the geography of

finance and law and finance literature.

2.1. Geography of Global Finance

Our study contributes to a growing and recent literature on the economic importance
of geography in understanding global finance ([5] [33] [34]). The main argument in
support of the geography of global finance concerns the exceptional development of

stock markets, the importance of capital flows, and the weight of institutional investors
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in those flows ([4] [5] [28] [34] [35]). A large number of studies have highlighted the
growth of a financial services industry developed around institutional investors ([5]
[24] [25] [32] [36] [37]).

As argued by Clark and Wojcik (2007) [5], global finance comes from certain origins
and it flows to certain destinations. In this article, we refer to studies that question the
behavior of mutual funds and in particular the destinations of their flows. Many studies
on the home bias have shown that proximity plays an important role in determining
investor portfolio choices: investors prefer geographically proximate investment for
their portfolios ([15] [17]-[19] [23] [38]). In particular, the study [15] on equity hold-
ings by mutual funds for 1991 and 1992 reveals that mutual funds prefer investing in
stocks with high visibility and low transaction costs and are averse to small firms,
low-priced stocks, and stocks with low idiosyncratic volatility. Although this study
gives evidence of the ability of mutual funds to select stocks, it says little concerning the
geographical dimension.

We refer to recent studies that highlight the importance of geography for under-
standing the investment behavior of worldwide mutual funds. In their 2001 study, Co-
val and Moskowitz [38] documents a geographical link between the investments and
performance of mutual funds. Their study shows that mutual fund managers earn ab-
normal returns in their geographically proximate investments. The authors explain the
substantial abnormal return by the information mutual funds may have acquired about
local companies: mutual fund managers have access to private information of geo-
graphically proximate firms. The study of Coval and Moskowitz [38] concludes that the
extent to which a company is held by nearby investors is positively associated with its
future expected returns, attesting to an informational link between geography and in-
vestment decisions. Clark and Wéjcik (2002) [39] asked how and where portfolio man-
agers should invest in Europe while considering a basic question: should investment
strategies be based on industries or countries? They demonstrate that geography helps
explain the decisions of mutual fund managers: country-based strategies remain fun-
damental because markets differ in terms of corporate governance. In particular, they
notice important differences between Anglo-Saxon markets and continental European
markets that influence the investment strategies of mutual funds. Their study also ques-
tions the relationship between European stockholder ownership and the volatility of
corporate stock market prices. They document a negative relationship between Euro-
pean stock price volatility and ownership concentration, proving once again the im-
portance of geography. In the same vein, the study of Clark, Wéjcik, and Bauer (2006)
[40] showed a negative relationship between the quality of corporate governance and
stock price volatility. Clark and Wéjcik (2007) [5] carried out a study on portfolio
managers, the issue being whether they are better placed to pursue a passive-index
strategy or an active-investment strategy in the specific case of the German industry.
They demonstrated that closed ownership structures promote higher volatility in
quoted market prices and that the incursion of global portfolio managers into European

stock markets has had significant effects on corporate governance. Indeed, some of Eu-
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rope’s largest companies have responded to investor activism with substantial changes
in corporate governance in order to become more consistent with the expectations of
global financial markets.

If all these studies have highlighted the importance of geography in understanding
mutual fund behavior on stock markets, very few have asked this question in relation-
ship to the portfolio turnover of mutual funds. The oldest study is by Tesar (1995) [14]
who found that the turnover for international investments of US and Canadian funds is
ten times higher than in domestic shares. However, using data on gross transactions in
foreign stocks available in the United States and Canada, Warnock (2002) [41] relati-
vized this work by showing that the turnover is slightly higher than abroad.

Two recent studies have addressed these issues with two different approaches to the
turnover. Dupuy, Lavigne, and Nicet-Chenaf (2010) [32] studied the portfolio turnover
of 11,900 mutual funds. They tested the relationship among the type of equity investor,
its portfolio turnover, and its geographical origin, measured through its attachment to a
specific model of capitalism ([42]). They demonstrated that US investors are the most
volatile and impatient investors in the world and they compared the proximity of in-
vestors from different countries with US investors. Their study shows that the US mar-
ket-based model is clearly the most active in terms of portfolio turnover management,
confirming that this country is the archetype of a “finance-driven” system. Dupuy,
Lavigne, and Nicet-Chenaf (2010) [32] demonstrated that differences in frequency of
securities trading are largely explained by the geographical origin of investors, attesting
that geography is central for understanding the behavior of key actors on global stock
markets. The most recent study is by Chan and Covrig (2012) [43] who analyze the be-
havior of mutual funds in 29 countries over a 10-year period. The main contribution of
this study is to show how the asymmetry of information and familiarity affect the port-
folio rebalancing of foreign equities. Mutual funds turn over foreign stocks more fre-
quently than domestic ones. Regarding the familiarity effect, they posit that the closer
two countries are to each another, meaning that fund managers are more familiar with
the target country, the less frequently the fund managers will rebalance those foreign
holdings. They observe that the churn rates are higher for the stocks of companies lo-
cated in countries that have more asymmetric information and are less familiar to fund
managers.

In the vein of these previous works, we question the preference of mutual funds for
certain stock markets (in particular, markets with the same legal origins as the inves-

tor’s own country).

2.2.Law and Finance Literature

The recognition that geography matters leads implicitly to the assertion that the institu-
tional framework (laws and their enforcement) is central to understand the behavior of

investors®. A large number of academic works have emphasized the importance of legal

*Quality of law enforcement designs the quality of ensuring observance and obedience to laws.
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systems for understanding differences among countries in terms of stock market de-
velopment, financing of companies, and standards of corporate governance ([44]-[46]).
It is recognized that laws and the quality of their enforcement are determinants of 1)
the level of development of financial markets, 2) the number of listed companies on
stock markets, 3) the ownership concentration in publicly traded firms, 4) the rate of
initial public offerings (IPOs), or 5) dividend policies, to name just a few examples. The
commercial legal systems of most countries derive from specific legal traditions, in-
cluding, on the one hand, the English common law, and, on the other hand, the French
and German traditions deriving from Roman law, with Scandinavian countries forming
their own tradition. La Porta et al (2000) [46] demonstrated on a sample of 49 coun-
tries that common law countries afford the best legal protection to outside investors
regarding a large number of criteria (one share-one vote, proxy 10 by mail, cumulative
voting, etc.), whereas civil law countries offer the worst legal protection to shareholders.
In particular, civil law countries exhibit the lowest aggregate anti-director rights score,
an index that measures how strongly a legal system favors minority shareholders
against managers or controlling shareholders in the corporate decision process’. Com-
mon law countries afford the best legal protection to shareholders because they allow
investors to vote by mail, never block shares before shareholder meetings, and require
only a small share of capital to call an extraordinary shareholder meeting. Although
common law countries protect investors better than countries with civil law traditions,
German civil law and Scandinavian countries have the best quality of law enforcement,
the French civil law system has the worst*. Similar to Shleifer and Vishny (1997), La
Porta et al (2000) and Dahlquist, Pinkowitz, Stulz, and Williamson (2003) [46]-[48]
demonstrated that companies in countries with poor protection of shareholders have
more concentrated ownership of their shares: in a context of poor investor protection,
ownership concentration is extremely high and becomes a substitute for legal protec-
tion. By far the highest concentration of ownership is to be found in civil law countries
(the average ownership by the three largest shareholders is 54% compared to 20% for
the US system)’. In countries with poor shareholder protection, the largest firms have
controlling shareholders, attesting that concentration of ownership is an adaptation to

poor legal protection. Dahlquist et a/ (2003) [48] have shown that there is indeed a re-

*The anti-director rights index, ranging from 0 to 6, is formed by adding one when 1) the country allows
shareholders to mail their proxy to vote, 2) shareholders are not required to deposit their shares prior to the
general shareholder meeting, 3) cumulative voting is allowed, 4) oppressed minorities mechanisms are in
place, 5) the minimum percentage of share capital to call an extraordinary shareholder meeting is less than or
equal to 10%, and 6) shareholders have preemptive rights that can be waived only by shareholder vote (see
[46]).

‘Concerning law enforcement, [46] use indicators to determine whether a system gives enough investor pro-
tection. They refer to five indicators and to an estimate of the quality of a country’s accounting standards: ef-
ficiency of the judicial system, rule of law, corruption, risk of expropriation, and the likelihood of contract
repudiation by government. Laws can be enforced by market regulators, courts, or market participants.

°In the world as a whole, the average ownership of the three largest shareholders is 46% and the median is
45%. In short, the idea of dispersed ownership in large public companies is a myth. Even in the United States,
the average for the 10 most valuable companies is 20% (see [46] p. 1146).
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lationship between the degree of presence of insiders (that we refer to as “strategic” in-
vestors) and the presence of mutual funds, which depends on the level of liquidity.
When a firm’s ownership is concentrated, the availability of shares is limited and the
frequency of trade is reduced. Mutual funds, which are usually minority shareholders,
can exchange stocks only that are not held by strategic investors (who can be a family,
the state, etc.) and invest less in countries where large shareholders own a high fraction

of equity.

3. The Mutual Funds Industry: A Geographically Concentrated
Industry

Our study covers a sample of 22,996 international mutual funds investing in 35 coun-
tries®. Mutual funds are the largest category of institutional investors in financial mar-
kets, the major actors on international stock markets [25] and their assets have grown
explosively in most countries around the world during the 1990s and the 2000s.The da-
ta on mutual funds are drawn from the Thomson One Banker Ownership (TOBO) da-
tabase, the leading information source for registering international capital flows and
investor equity portfolios across international stock markets. The database provides
data for analysts, investment bankers, portfolio managers, and researchers and covers
the portfolios of approximately 40,000 institutional investors from 1997. We have se-
lected the largest worldwide mutual funds, i.e. those managing portfolio assets in equi-
ties over $20 billion. In accordance with many prior studies on mutual funds, we have
restricted our analysis to equity mutual funds. Our sample is composed of equity funds
that invest 1) a part of their assets in foreign markets (they are not domestic mutual
funds); 2) in all types of company in terms of capitalization; 3) in all types of industry.

The data indicate that the mutual funds industry is geographically concentrated in
two geographic areas (North America and Europe), which accounted for 89.19% of
global funds in 2009. Over the period of analysis (2005-2009), which includes the US
subprime crisis, there was a decline in the European share of mutual fund managers:
whereas 29% of mutual funds came from Europe in 2005, the figure was only 23% in
2009, showing the decline of Europe as the origin of mutual funds. However, there was
strong growth in the proportion of funds in two other geographical areas, Asia and
Latin America: 2% of mutual funds were of Asian origin in 2005 against 4% in 2009,
and 5% of investors were of Latin American origin in 2005 against 24% in 2009. As for
the weight of the North American area, it remains very stable over the period and ac-
counts for about 62% of all mutual funds (Table 1).

At the country level, five countries (United States, United Kingdom, Canada, Ger-
many, and France) account for 82% of the assets of the global mutual funds industry,
again attesting to the high concentration of the sector.

If we now examine where mutual funds invest, in relation to their country of origin,

it is difficult to observe a geographical diversification of their portfolios. Portfolio

®Appendix 1 presents the list of countries and their market capitalization.
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Table 1. Origin of mutual funds by countries.

Ranking in 2005 2005 Ranking in 2009 2009

1 United States 61.6% United States 61.60%
2 United Kingdom 12.5% United Kingdom 10.07%
3 Germany 4.8% Canada 3.95%
4 Canada 3.9% Germany 3.38%
5 Sweden 2.6% France 2.98%
6 France 2.4% China 2.55%
7 Japan 1.8% Japan 1.99%
8 Switzerland 1.4% Sweden 1.52%
9 Ireland 1.0% Switzerland 1.50%
10 Belgium 0.7% Brazil 1.41%
11 Bahamas 0.7% Hong Kong 1.03%
12 Italy 0.7% Mexico 0.92%
13 Singapore 0.7% Singapore 0.85%
14 Netherlands 0.6% Netherlands 0.49%
15 Hong Kong 0.5% India 0.48%
16 India 0.5% Belgium 0.47%
17 Spain 0.4% Bahamas 0.46%
18 Denmark 0.4% Ireland 0.46%
19 Norway 0.3% Australia 0.41%
20 Luxembourg 0.3% Denmark 0.39%

Total 100% Total 100%

Source: Thomson one banker ownership, Thomson financial, 2009.

concentration, mimetic behavior, and home bias’ (i.e, high share of the total portfolio
invested in domestic assets) are more appropriate strategies for mutual funds. Mutual
funds invest as a priority in their own geographic area and especially when they origi-
nate from areas with well-developed financial markets (Table 2).

For instance, North American funds invest 92% of their assets in North America and
European funds invest 57% of their assets in Europe. For South American funds, the
relative weakness of the capital invested in their domestic area can be explained by the
proximity of the North American market.

When we turn to the analysis of where impatient mutual funds invest, we find the
same configuration as in Table 1: home bias and concentration of portfolios on certain

geographical areas are the two main features. However, the aim of the study is not to

"The theory of diversification of portfolios explains that investing in foreign equities can help lower the
amount of systematic risk in a portfolio because foreign investments are less likely to be affected by domestic
market changes. However, despite the purported benefits of diversifying into foreign markets, investors from
all over the world tend to be biased toward investing in domestic equities (home bias). This bias is notably
explained by the difficulty of investing abroad and in particular by the additional transaction costs or legal re-

strictions.

KD
+%%, Scientific Research Publishing

509



C. Dupuy et al.

Table 2. Where do Mutual Funds (MF) invest: a regional preference?

Geographic African MEF Asian European South American North American

areas MF MF MF MF
Africa 25% 0% 0% 0% 0%
Asia 2% 46% 2% 4% 0%
Europe 31% 18% 57% 28% 7%
Latin America 1% 1% 5% 24% 1%
North America 41% 34% 36% 44% 92%
Total 100% 100% 100% 100% 100

Source: Thomson one banker ownership, Thomson financial, 2009.

address the question of home bias (Ze, the tendency of investors to invest heavily in
domestic equity). Instead, we investigate what kind of country is selected by mutual
funds, and especially by impatient mutual funds, when they decide to invest abroad.

We now test the following two propositions: that 1) geographical and institutional
origin of countries influence mutual fund choices of location and 2) some countries
have characteristics that make them more attractive to impatient mutual funds (in par-
ticular the presence of strategic investors in the ownership structures of companies).

These propositions are first tested with two control variables: the market capitaliza-

tion of countries and the size of mutual fund assets portfolios.

4. When Impatient Mutual Funds Find Some Specific
Characteristics of Host Countries Favorable: An Empirical
Study

In our empirical study we question whether some countries attract more impatient in-
vestors and why. We then investigate what kind of criteria (geographical and institu-
tional) can explain the presence of impatient mutual funds in some specific markets. In
the econometric analysis we consider the US market as a localization reference and we
question the investment behaviors of worldwide mutual funds.

The empirical analysis involves two steps. First, we question the degree of relation-
ship among investor portfolio turnover, their choices of location in 35 countries®, and
their portfolio size considered as a control variable (portfolio size is labelled EQUITY
ASSET). The aim is to question if some markets are preferred by impatient mutual
funds and to determine what the characteristics of these markets are. We tested wheth-
er the choice of location of investment may be influenced by geographical and institu-
tional variables.

In a baseline model, we analyze the relationship between the portfolio turnover of
investors and two variables: 1) the variable EQUITY ASSET and 2) the variable
MARKETSIZE, which is the host country’s market capitalization. For the latter variable
we postulate a positive relationship between market size and a strong presence of impa-

tient investors. In the vein of the CAP model, the idea is that large markets are more

8See Appendix 1.
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liquid and enable reducing some risks (uncertainty and illiquidity). We control investor
preference for these two variables and we step-by-step introduce three independent va-
riables: a) the presence of strategic entities in ownership structures of companies®: with
this variable labelled STRATEGIC we postulate a positive relationship between the
presence of impatient investors and that of strategic investors as underlined by [48]; b)
the degree of legal protection for shareholders (measured by the anti-director rights
index; see [45]): with this variable labelled SHAREHOLDER we postulate mutual fund
managers should prefer investing in stock markets that best protect their interests by
offering a favorable legal environment ([46]; and c) the difference between the legal re-
gime in the mutual fund’s country of origin and the legal regime of the host country:
with this variable labelled LEGAL ORIGIN we postulate that investors prefer investing
in host countries that share the same origin of law because financial practices are closer
and help reduce transaction costs and uncertainty.). Because of familiarity effects, if in-
vestors are from a country whose legal system is common law, they should prefer in-
vesting in countries with the same legal regime and same level of shareholder protec-

tion.

4.1. Geographical Model and Methodology

We extract two variables from the Thomson financial database: the amount of financial
assets managed by mutual funds (EQUITY ASSET) and their portfolio turnover level
(high, moderate, and low)'. To include these qualitative variables in our empirical
study, we consolidate the three levels of turnover (high, moderate, and low) into a sin-
gle type of variable to enable a binary encoding'': HIGH against NOT HIGH. If a mu-
tual fund’s turnover is high the variable takes a value of one and in all other cases (low
and moderate turnover) the variable takes a value of zero.

The variable HIGH refers to impatient mutual funds, that is, mutual funds with a
high portfolio turnover. Inversely, investors with a low or moderate turnover are called
patient investors.

Regarding the methodology and the data analysis, we use a binary probit model to
test the probability that a country i rather a country j receive an investment from an
impatient mutual fund. The sample consists of j mutual funds indexed by j = 1, -,
22,996 and where index i represents the country (i = 1, -+, 35) in which mutual funds
invest. Estimations are made for the year 20092,

We thus consider Yi, a dependent £ [1,N]):

Yi = 1 if the condition “have a high turnover” is true for mutual funds j investing in

°The Thomson financial database registers investors and opposes institutional investors (mutual funds, pen-
sion funds, etc.) to strategic investors (family, state). We replicate this typology of investors in our study.
Strategic investors are generally insiders: large shareholders or controlling shareholders in companies.

"We consider an impatient investor to be any shareholder whose portfolio turnover is qualified as high in the
Thomson financial database. High portfolio turnover refers to a holding period of portfolios of less than 12
months. Moderate portfolio turnover refers to a holding period between 12 months and 24 months. Low
portfolio turnover refers to a holding period of more than 24 months.

"For the variable high: if the investor's turnover is high the variable takes the value of one and in all other
cases (low and moderate portfolio turnover) the variable takes the value of zero.

2We checked that results are the same for the year 2005.
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country i

Yi = 0 if the condition “have a turnover different from high” is true for mutual funds
j investing in country i

With the probit model regression, we assess the probability of occurrence of the
event “have a high turnover” considering two dependent variables (xi: the host country
i and x2: equity asset).

We also propose a second binary probit model to test the probability that a country i
rather a country j receive an investment from a patient investor. We thus consider Yi,
dependent variable, coded (0,1) and associated with these events € [1,N]):

Yi = 1 if the event “have a low turnover” occurs for mutual funds j investing in coun-
tryi

Yi = 0 if the event “have a turnover different from low” occurs for mutual funds j in-
vesting in country i

We assess the probability of occurrence of the event “have a low turnover” consider-
ing the same two dependent variables (xi: the host country i and x2: equity asset). The
models are estimated by the maximum likelihood method using the US market as a
reference. The results with the dependent variable high are presented in Table 3 and
those with the dependent variable low are presented in Appendix 2.

In Table 3 the coefficient column indicates marginal effects that measure the model’s
sensitivity to changes in turnover relative to the US market. Column Prob (z) measures
the probability associated with the significance tests. In the first estimation numerous
coefficients are significant beyond the .01 level of confidence (P[Z/>z] < 0.000).

dy/dx is for discrete change of dummy from 0 to 1 The estimation shows that there
are two types of investor strategies in relation to the US market: investment is less likely
to come from an impatient mutual fund than from a patient mutual fund for the fol-
lowing countries: Australia, Canada, China, Denmark, Greece, Ireland, Japan, Korea,
Mexico, Norway, Portugal, South Africa, and Taiwan. Conversely, investment is more
likely to come from an impatient mutual fund than from a patient mutual fund for the
following countries: Argentina, Austria, Belgium, Brazil, Finland, India, Italy, the
Netherlands, Sweden, Thailand, and the United Kingdom.

Globally, we can underline that countries with significant negative elasticities (Aus-
tralia, Canada, China, Taiwan, Japan, Korea, Mexico and Taiwan,) are countries where
impatient mutual funds do not prefer investing and countries with significant positive
elasticities (Austria, Belgium, Italy, Finland, and the Netherlands) are countries where
they prefer investing. It is not possible to conclude for the specific case of France, Ger-
many, or Switzerland because their elasticities are not significant.

At this stage, if certain countries seem to be privileged destinations for impatient
mutual funds, the model does not say why. The study now proposes to deepen our un-

derstanding of this preference for certain markets.

4.2. Model with Institutional Criteria: Presence of Strategic
Investors as a Determinant of Location

Although we can highlight preferences of impatient mutual funds for some specific host
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Table 3. “Impatient” mutual funds’ location strategies (controlled by the equity asset, variable:
“High”) (Probability of the characteristic Y = 1, with the US as a reference).

Number of observations = 22,996 Iterations completed = 5
Log likelihood function = —13,314.27 Degrees of freedom = 35
Chi squared = 1277.76 Pseudo R-squared = 0.0458

Prob[ChiSqd > value] = 0.000000

Variables Marginal Effects z P[Z/>z]
Equity Asset 0.00003 8.44 0.000
Argentina 0.2288 2.70 0.007
Brazil 0.1717 18.25 0.000
Thailand 0.0989 4.44 0.000
Italy 0.0683 5.78 0.000
Austria 0.0544 4.40 0.000
India 0.0473 3.72 0.0000
Finland 0.0462 4.43 0.000
United Kingdom 0.0424 5.38 0.000
Netherlands 0.0336 3.51 0.000
Sweden 0.0237 2.15 0.031
Belgium 0.0232 2.37 0.018
Japan —-0.0703 -8.14 0.000
China —0.0661 —-6.11 0.000
Australia —0.0616 —6.57 0.000
Taiwan —0.0574 -4.74 0.000
Ireland -0.0536 -6.57 0.000
Greece —0.0449 -3.71 0.000
Canada —0.0441 -6.12 0.000
Norway —0.0409 -3.54 0.000
South Africa —0.0408 -3.24 0.001
Korea -0.0353 -2.70 0.007
Denmark —0.0349 -2.99 0.003
Portugal —0.0251 -2.03 0.043
Mexico -0.0222 -1.71 0.087
Spain -0.0129 -1.31 0.192
Indonesia —0.0241 -1.21 0.225
France —-0.0163 -1.51 0.131
Honk Kong 0.0147 1.25 0.212
Luxembourg —0.0087 -1.10 0.272
Chile -0.085 -0.45 0.650
Germany —0.0065 —-0.61 0.545
Singapore -0.010 -0.95 0.342
Switzerland 0.0004 0.05 0.957
Russia -00153 -1.13 0.260

In the grayed parts, variables are not significant.
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countries, the previous model tells us little about the determinants of this location. We
now make the assumption that these location strategies may be determined by four va-
riables that we have constructed in our database: 1) the size of the markets (measured
by market capitalization) that we label MARKETSIZE; 2) the percentage of capitaliza-
tion held by strategic entities labelled STRATEGIC; 3) the difference between the origin
of the legal system in the investor domestic market and host countries, labelled LEGAL
ORIGIN OF LAW; and 4) shareholder protection measured by the level of anti-director
rights, labelled SHAREHOLDER.

By introducing capital market size in our analysis we assume that market capitaliza-
tion offers the liquidity necessary for the strategies of impatient mutual funds. The size
of markets is next considered as a control variable in our baseline model.

To consider the influence of the host country’s size on the choice of location of mu-
tual funds, we construct four qualitative variables: MARKETSIZE intermediate, MARK-
ETSIZE large, MARKETSIZE small, and MARKETSIZE all. MARKETSIZE large is
used when mutual funds invest only in large markets'>, MARKETSIZE small is used
when they invest only in small markets and MARKETSIZE intermediate when mutual
funds invest only in intermediate markets. MARKETSIZE all is our benchmark and re-
fers to cases in which mutual funds can invest in all kinds of markets (see Table 4(a)
and Table 4(b)).

Dahlquist et al (2003 [48] have shown that there is a relationship between the degree
of presence of insiders (or strategic entities) in the ownership structures of companies
and the presence of mutual funds. We now analyze the ownership structures of the 35
countries composing our sample while considering, on the one hand, the percentage of
stocks owned by institutional investors and, on the other hand, the percentage of stocks
owned by strategic entities (the state, families, etc.). This enables us to consider two
groups of countries: those coming from the common law tradition, exhibiting a higher
level of institutional investors in their ownership structures, and those originating from
the civil law tradition, characterized by the presence of large shareholders in their own-
ership structures (see Table 5).

To introduce differentiated strategies of mutual funds according to the presence (or
not) of strategic entities in the capital of large listed companies, we created three qualit-
ative variables: STRATEGIC all, STRATEGIC strong, and STRATEGIC few. STRA-
TEGIC strong is used when mutual funds invest only in markets with a strong presence
of strategic investors'; STRATEGIC few designates cases in which mutual funds invest
only in markets with few strategic investors; STRATEGIC all is our benchmark and
occurs when mutual funds invest in both kinds of market".

We also include the variable SHAREHOLDER, which is the anti-director index

(ranging from 0 to 6). It measures how strongly the legal system favors minority share-

“If mutual funds invest only in a market, the variable takes the value one and, if not, the variable takes the
value zero.

“If mutual funds invest only in markets where there is a strong presence of strategic investors, the variable
takes the value one and zero in all other cases.

15Strong presence corresponds to cases when there is more than 35% strategic investor; weak presence corre-
spond to cases when there is less than 35% strategic investors.
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Table 4. (a) Baseline model-Investors’ location strategies-Dependent Variable “High”. (b) Base-
line model-Investors’ location strategies-Dependent Variable “High”.

(a)

Number of observations = 22,996
Time period 2009
Pseudo R2 = 0.049
LR Chi Squared = 146.04***
Log Likelihood function —14,809.793

Independent Variables Standardized coeff. Marginal effects (dy/dx)
Equity Asset 0.103*** (7.12) 0.0000157*** (7.14)
Marketsizesman —0.072*** (-6.37) —0.088*** (-6.13)

Marketsizeintermediate —0.057*** (-4.51) —0.064*** (-4.76)

Marketsizelarge 0.053*** (6.11) 0.045%** (6.25)

p-value: *p < 0.10; **p < 0.5; ***p < 0.01. Note: values in parentheses are z-statistic. Note: dy/dx is to discrete change
of dummy variable from 0 to 1.

(®)

Number of observations = 24,529
Time Period 2005
Pseudo R2 = 0.066
LR Chi Squared = 197.10***
Log Likelihood function —14,784.264

Variables Standardized coeff. Marginal effects (dy/dx)
Equity Asset 1.00%** (7.87) 0.0000378*** (7.94)
Marketsizesmal —1.478** (-6.23) —0.085%** (-5.93)

Marketsizeintermediate —0.722%%* (=6.14) —0.063*** (~4.80)

Marketsizelarge 0.796*** (4.48) 0.045%** (6.32)

p-value: *p < 0.10; **p < 0.5; ***p < 0.01. Note: values in parentheses are z-statistic. Note: dy/dx is to discrete change
of dummy variable from 0 to 1.

Table 5. Ownership structures of large companies in different geographical areas.

North America Australia South Africa Europe Asia
Instituti 1
nsHHona 60.20% 56.84% 52.53% 4433% 39.39%
investors
Strategic entities 39.98% 43.16% 47.47% 55.67% 60.63%

Source: Thomson one Banker Ownership, Thomson Financial, 2009.

holders against managers or dominant shareholders in the corporate decision-making
process. We consider two cases: when 1) mutual funds invest in a country where the
index value is between 0 and 2.5 and 2) mutual funds invest in a country where the in-
dex value is higher than 2.5. If the share of investments is realized in countries where
the index value is low (ie., weak protection), the variable SHAREHOLDER takes the
value zero and one in the other cases. The variable SHAREHOLDER enables us to
measure the tendency of mutual funds to prefer countries where the level of sharehold-

er protection is high.
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Finally, the variable LEGAL ORIGIN measures the institutional distance between the
host country and the domestic countries of investors. We consider two cases: when 1)
mutual funds invest in markets where the legal regime is the same as the regime of law
of its domestic country and 2) mutual funds invest in markets where the legal regime is
different from its country of origin. If the share of investments in countries where the
legal origin is the same as the mutual fund country and is superior to 50%, the variable
takes the value one and zero in the other cases. With the variable LEGAL ORIGIN, we
measure the tendency of mutual funds to prefer investments in countries where the le-
gal regime is the same as the legal origin of their own countries.

With these new variables, we again consider Yi, dependent variable, coded (1,0) and
associated with these events £ [1,N]):

Yi = 1 if the event “have a high turnover” occurs for mutual funds j investing in
market i

Yi = 0 if the event “have a turnover different from high” occurs for mutual funds j
investing in market i

With this probit model we assess the probability of occurrence of the event “have a
high turnover” considering five dependent variables (equity assets of mutual funds,
market capitalization of host countries, presence of strategic investors, differences re-
garding legal origin, and level of anti-director rights). We use this second binary probit
model to test the probability that an impatient mutual fund j rather than a patient mu-
tual fund will invest in markets categorized by the five variables (see Table 6).

In the baseline model, each variable (excluding STRATEGIC few) has a significant
coefficient. This probit model shows that being an impatient mutual fund rather than a

patient mutual fund increases the probability of preferring to invest in markets with a

Table 6. Complete model Investors’ location strategies-dependent variable “High”.

Number of observations = 22,996
Time period: 2009

Variables Standardized coeff. (2) Standardized coeff. (3) Standardized coeff. (4)
Equity Asset 0.1024** (7.06) 0.1024** (7.05) 0.099*** (6.860)
Marketsizesman —0.068*** (~5.87) ~0.066** (~5.67) —0.074*** (=6.28)
Marketsizeintermediate —0.05** (—4.24) ~0.050** (-4.23) —0.049%** (—4.14)
Marketsizetarge 0.062*** (5.10) 0.062*** (5.08) 0.057%** (4.67)
Strategic Investorsstrong 0.025%** (2.08) 0.029%** (3.21) 0.028*** (3.09)
Strategic Investorsew 0.004 (0.36) 0.004 (0.35) 0.002 (0.20)
Shareholder protection - —0.031*%* (-3.67) —0.038%** (—4.35)
Institutional distance - - 0.031*%** (3.64)
Pseudo R? = 0.052 Pseudo R? = 0.056 Pseudo R? = 0.057
» LR y% = 154.36*** LR %= 167.85 LR %% = 186.95
Statistics X . X
Log Lik. Funct Log Lik funct Log Lik. funct
—14805.633 —14798.838 —14789.342

p-value: *p < 0.10; **p < 0.5; ***p < 0.01. Note: values in parentheses are z-statistic. Note: dy/dx is to discrete change
of dummy variable from 0 to 1.
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strong presence of strategic investors (STRATEGIC strong has a positive significant
coefficient). However, impatient investors are indifferent to the weak presence of stra-
tegic investors (the coefficient STRATEGIC few is not significant). The model also
shows that being an impatient mutual fund 21 rather than a patient mutual fund in-
creases the probability of preferring large stock markets (MARKETSIZE large has a
positive significant coefficient), and being an impatient mutual fund rather than a pa-
tient mutual fund decreases the probability of preferring small and intermediary stock
markets (MACA intermediate and MACA small have significant but negative coeffi-
cients). With the variable LEGAL ORIGIN we find that impatient funds prefer markets
where they understand the legal system (LEGAL ORIGIN has a positive and significant
coefficient). Last, with the variable SHAREHOLDER we highlight that being an impa-
tient mutual fund rather a patient one decreases the probability of preferring a market
with weak shareholder protection (the variable SHAREHOLDER has a significant but
negative coefficient). We now turn to a ranking of mutual fund investment criteria (see
Table 7).

Marginal effects (Table 7) indicate different sensibilities according to variables and
enable the variables to be classified by order of importance for mutual funds. They in-
dicate that the size of market capitalization of countries (an indicator of market liquid-
ity) plays a central role for impatient mutual funds. Then come, in order of importance,
1) the level of shareholder protection (variable SHAREHOLDER), 2) the presence of
strategic investors, and 3) the institutional distance.

The data of this paper cover the period before the subprime crisis (start 2005) and
the year when the effects of the crisis start (beginning of the year 2009). Before the sub-
prime crisis and in early 2009, mutual funds prefer to invest in large stock markets and
markets with a high protection of shareholders. The collapse of international lending
markets has shown the retraction of investors from international markets to the advan-
tage of domestic markets and less risky markets ([49]). Because the degree of proximity

to domestic market and the size of a market affect the perceived risk and expected

Table 7. Complete model Investors’ location strategies-Dependent Variable “High”-marginal ef-

fects.
Dependent Variables Marginal (ezf:e):cts-dy/ dx Marginal(ezflie):cts—dy/dx Marginal (ezfie):cts—dy/ dx
Equity Asset 0.0000156*** (7.07) 0.0000155*** (7.07) 0.00001*** (6.87)
Marketsizesman —0.083%** (=5.66) —0.080*** (—5.47) —0.090%** (—=6.04)
Marketsizeintermediate —0.010%** (~4.46) —0.060*** (—4.46) —0.059*** (—4.36)
Marketsizetarge 0.0493*** (5.23) 0.0491%** (5.21) 0.045%** (4.78)
Strategic Investorsstong 0.027*** (2.77) 0.031%*% (3.17) 0.030*** (3.05)
Strategic Investorssew 0.0040 (0.37) 0.003 (0.35) 0.002 (0.20)
Shareholder protection - —0.038%** (-3.78) —0.038%** (-3.75)
Institutional distance - - 0.026*** (4.35)

p-value: *p < 0.10; **p < 0.5; ***p < 0.01. Note: values in parentheses are z-statistic. Note: dy/dx is to discrete change
of dummy variable from 0 to 1.
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returns, investors have invested more on proximate markets, the most liquid markets
(the largest ones) and markets with the highest protection for shareholders. Results ob-
tained in this paper should therefore be robust and even stronger after the subprime

crisis.

5. Conclusion and Discussions

Our findings contribute to a growing literature on the importance of geography to the
study of global finance. We demonstrate that geography and the institutional frame-
works of countries are two factors that help understand the way mutual funds, and in
particular impatient mutual funds, select the countries in which to invest. More gener-
ally this study provides new insights into the mutual fund industry and offers evidence
of mutual fund tendency (with a focus on impatient mutual funds) to select stocks in
specific countries. First, despite financial globalization, the global mutual fund industry
remains very focused on two geographical areas and five countries, all characterized by
developed financial markets. Second, mutual funds prefer investing in nearby markets
provided mutual funds come from countries where financial markets are developed.
Third, some countries attract more impatient mutual funds than others: this is mostly
the case in countries whose legal systems are based on the Anglo-Saxon model. In-
versely, impatient mutual funds are under-represented in some countries (essentially
countries following the European continental model). Finally, impatient mutual funds
are comfortable with large stock markets, markets with a high level of protection for
shareholders, and markets with an institutional proximity. More surprisingly, impatient
mutual funds have a preference for companies with strategic investors (family owners,
the state, etc.) as dominant shareholders of large listed companies. In markets with a
strong presence of strategic investors, closed ownership structures promote higher vo-
latility in market prices, which attract impatient mutual funds. Our study validates and
completes the results of [48] according to which markets with strategic investors attract
mutual funds: stock markets with strategic investors especially attract impatient mutual
funds. This could be even more the case in the event of a reversal on financial markets
in which the number of shares traded is considerably reduced, but there are no studies
to date on this issue. These results open the way for new research in the field of the
geography of finance that questions the relationship between location strategies of mu-

tual funds and the liquidity of markets.
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Appendix 1: Market Capitalizations of Countries (2009, Million $)

Countries Market Capitalization Size of Capitalizations

United States

Japan 3,220,481.10
China 2,438,008.10
United Kingdom 1,851,913.00
France 1,492,150.00
Russia 1,321,628.04 Large Markets
Germany 1,106,804.50
Canada 1,002,464.40
Spain 946,460.30
Switzerland 862,638.00
Australia 675,121.30
India 645,269.70
Brazil 590,189.60
Italy 520,513.30
Korea 494,291.80
South Africa 491,249.00
Hong Kong 468,601.60 Intermediate Markets
Netherlands 388,013.30
Sweden 252,490.00
Mexico 232,393.00
Taiwan 191,705.20
Singapore 179,948.50
Belgium 167,687.80
Finland 154,355.00
Norway 145,906.34
Chile 122,348.28
Denmark 131,585.30
Thailand 103,128.24
Indonesia 98,762.90
Greece 90,270.40 Small Markets
Austria 72,450.10
Portugal 68,681.30
Argentina 52,212.00
Luxembourg 66,468.50
Ireland 49,311.50

11,732,768.30

Source: International Monetary Fund, http://www.imf.org/external/index.htm.
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Appendix 2: Investors’ Location Strategies (Verified by the Equity
Asset, Variable “Low”) (Probability of the CharacteristicY =1,
with the US as a Reference)

Number of observations = 22,996 Iterations completed = 5

Log likelihood function = —8759.0379 Degrees of freedom = 35
Chi squared = 349.40

Prob[ChiSqd > value] = 0.000000

Pseudo R-squared = 0.0196

Variables Marginal Effects z P[Z/>z]
Equity Asset —0.000003 -4.01 0.000
India -0.0586 -7.98 0.0000
Russia —0.0523 —-5.94 0.000
Brazil -0.0329 -5.62 0.000
Honk Kong -0.272 -3.50 0.000
Canada -0.219 -4.27 0.000
Netherlands —-0.0158 -2.36 0.019
Australia 0.0251 3.31 0.001
Portugal 0.0239 2.35 0.019
China 0.0142 1.66 0.097
Ireland 0.0120 1.88 0.060
Argentina 0.0478 1.59 0.113
Thailand —0.0131 —-1.01 0.312
Italy —0.0023 -0.28 0.779
Austria —0.0002 -0.03 0.979
Finland —0.0001 -0.02 0.981
United Kingdom 0.0012 0.22 0.0824
Sweden —0.0053 —0.68 0.495
Belgium 0.0095 1.31 0.191
Japan 0.0018 0.29 0.775
Taiwan —0.0004 —-0.05 0.957
Greece 0.0030 0.32 0.749
Norway 0.0076 0.83 0.404
South Africa 0.0151 1.53 0.126
Korea 0.00002 0.00 0.998
Denmark 0.0074 0.82 0.410
Mexico -0.0017 -0.17 0.868
Spain 0.0043 0.60 0.551
Indonesia —-0.0029 -0.21 0.833
France -0.0126 -1.62 0.105
Luxembourg 0.0041 0.71 0.477
Chile —0.0240 -1.62 0.106
Germany —-0.0108 -1.38 0168
Singapore —0.0005 —-0.08 0.940
Switzerland 0.0076 1.25 0.212

In the grayed parts the variables are not significant. In this estimation the z statistic indicates that few coefficients are
significant at the risk level of 1% (P[Z/>z] < 0.000). The explanatory capacity of the model is weaker for patient in-
vestors. However the model shows once again that there are two types of investor strategies in relation to the U.S.
market: being a “patient” investor rather than an “impatient” investor decreases the probability of preferring the fol-
lowing countries for investments: India, Russia, Brazil, Honk Kong, Canada and the Netherlands. Being a “patient”
investor rather an “impatient” investor increases the probability of preferring the following countries for invest-
ments: Australia, Portugal, China and Ireland. These investors are less inclined to choose Indian or Russian markets
than Canadian markets. In the same way, investments in Australia are characterized by high positive elasticities
compared with low positive elasticities for China. Investors are more inclined to choose Australia than China.
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