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The Weight of Bad Governance in Foreign Mutual Funds 
 
 

 

Abstract 

Empirical studies show that mutual funds are less likely to hold poorly governed foreign 

stocks.  This theoretical model shows that foreign mutual fund managers will optimally 

lower their weight of badly governed stocks because they have higher costs of actively 

managing these holdings than their domestic rivals. 
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1. Introduction 

 

 Recent studies have documented a propensity for managers of mutual funds to 

avoid foreign stocks with characteristics of bad corporate governance.  Aggarwal et al. 

(2005) finds that U.S. institutional investors invest less in emerging markets with weak 

investor protections.  In addition, they find institutional investors avoid stocks that have 

less accounting transparency.  Leuz et al. (2009) finds that individual U.S. investors favor 

stock in foreign companies that are based in countries with strong investor protections, 

have lower levels of insider ownership, and exhibit low levels of accruals.  Das (2008) 

finds that mutual funds based outside the United States tend to avoid stock in poorly 

governed firms from different countries than where their fund is based.  Mutual funds 

based in the same country as the stocks that the fund is buying are more likely to hold 

badly governed firms. 

 While these studies document empirically that foreign investors avoid poorly 

governed stocks, the author knows of no formal, partial equilibrium, theoretical model 

that tests if foreign investors will reduce their portfolio weights in badly governed firms.  

Chan et al. (2005) presents a general equilibrium model of why investors might tilt their 

investments towards domestic stocks.  Further, that theoretical model does not distinguish 

between badly and well governed stocks within each country.  In contrast, this paper 

presents a partial equilibrium model of search costs for mutual fund managers when some 

stocks have characteristics of good corporate governance, and some stocks are poorly 

governed.  This model will be most appropriate for the case where the manager’s 

holdings do not significantly affect the stock price. 
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 In this paper, a mutual fund manager will have a higher cost of actively managing 

a portfolio of stocks of companies that conduct business in different languages and under 

different legal environments.  Therefore the costs of actively monitoring the performance 

of stocks based in other countries will rise for foreign mutual fund managers.  Since 

investors must be more vigilant to catch a slip in performance with less transparent and 

poorly governed stocks, foreign investors will find active management of poorly 

governed stocks very costly.  This simple, partial equilibrium model finds that when the 

cost of actively managing badly governed stocks increases, their weight in the mutual 

fund manager’s portfolio will decrease.  This explains why there may be an apparent 

home bias on the part of mutual fund managers as found in the empirical work of 

Aggarwal et al. (2005), Leuz et. al (2009), and Das (2008).   

 

2. Model 

 

 Suppose that the i-th mutual fund manager earns a passive return on all stocks of r 

> 0.  This risk-neutral manager can potentially increase her expected returns by actively 

managing her portfolio.  In addition to the passive return of r > 0 she can increase the 

expected return on her portfolio by the expected return to a maximum of R + r, where R > 

0.  Suppose that the manager has the choice between allocating her portfolio between 

poorly governed stocks and well governed stocks.  Her portfolio weight in poorly 

governed, or “badly” governed, stocks is [0,1].ib ∈  Her portfolio weight in well governed 

stocks is 1 – bi.  The i-th manager can raise the probability, pi, of earning high returns (R 

+ r) on a badly governed firms by incurring the cost 2( ) / 2,i ipβ where 0.iβ >   
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Alternatively, she can raise the probability of high returns, qi, in her well governed stocks 

by incurring the cost of active management of 2( ) / 2,iqγ  where 0.γ >  The probability of 

just earning the index return before management costs is 1 – pi on the poorly governed 

stocks and 1 – qi on well governed stocks. 

The fraction of badly governed stocks in the fund manager’s universe is [ ]0,1 .θ ∈   

As the manager tilts her portfolio more towards badly or well governed stocks, she 

suffers a disutility of specializing more or less in one type of stocks.  Namely, by biasing 

the stocks that she selects towards or away from poorly governed stocks, she is going to 

make it less likely that she will find highest returning stocks.  The cost of biasing her 

portfolio in an allocation other than the universe of stocks is given by the cost 

2( ( ) ) / 2,ibδ θ−  where δ > 0. 

We will assume that there are two types of mutual fund mangers.  Investing in 

stocks in countries other than where the fund is based may involve greater costs.  Foreign 

managers, who are based outside the country they are investing in, face language 

differences and less familiarity with regulation in that foreign country.  Further, they may 

not be abreast of current developments relative to mutual fund managers based in that 

country.  There is some evidence that domestic securities analysts are more productive. 

Bae et al. (2008) find that securities analysts based in the same country as the company 

they are studying make significantly more accurate earnings forecasts relative to analysts 

based in other countries.  Let us denote mutual fund managers that invest in foreign 

stocks by i = f and mutual fund investors that buy domestic stocks by i = h.   We will 

assume that mutual fund managers that buy foreign stock find it more costly to actively 

invest in badly governed stocks than domestic managers.  That is, .f hβ β>    
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3. Analysis 

 

The i-th manager will attempt to maximize her funds return net of the costs of 

actively managing her holdings and tilting her portfolio towards a specific segment of the 

universe of stocks.  Chevalier and Ellison (1997) and Sirri and Tufano (1998) document 

that investors move into mutual funds that experience high past returns.  Since mutual 

fund fees are magnified by the amount of funds invested, the mutual fund manager will 

be focused on maximizing returns net of her direct costs of management.  Her objective 

function is given by ρi (qi, pi, bi).  She will maximize this objective function with respect 

to qi, pi, and bi, subject to the constraint that all those variables must be between zero and 

unity. 
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 Given there is an interior solution to this system of equations where ˆ (0,1),ib ∈  the 

solution set takes the following form: 
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 Differentiating, îb  with respect to βi we have the following comparative static, 

which says that the portfolio weight on badly governed firms, ˆ ,ib  must be decreasing in 

the cost of actively managing investments in poorly governed stocks, βi. 
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Equation (3) is unambiguously negative.  The proposition follows from the 

comparative static in equation (3) and the assumption that the costs of active management 

of badly governed stocks are higher for foreign managers.  That is, .f hβ β>  

 
Proposition 1 

Given that mutual fund managers actively manage portfolios of both poorly and well 

governed stocks, domestic managers will hold greater portfolio weights of badly 

governed stocks than foreign fund managers. 

 

[***Insert figure 1 about here.***] 

 

 In figure 1, we have specified parameter values {γ, δ, θ, R, βh} = {0.1, 0.01, 0.3, 

0.02, 0.1}.  We have allowed the cost parameter for the foreign manager associated with 

actively managing stocks in badly governed firms to vary.  It must exceed 0.1hβ =  

because .f hβ β>   As the comparative static implies, the weight of poor governance 
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stocks is declining as the cost of managing those holdings increase.  Suppose that the 

foreign manager had a cost parameter βf  nearly equal to 0.10, then the weight of badly 

governed stocks is ˆ 0.30 ,hb −= or  just under 30 percent of her holdings would be in 

stocks of badly governed firms.  Yet, if a foreign manager had a cost parameter of βf = 

0.40, then she would only hold ˆ 0.15,fb =  or 15 percent of her portfolio in badly 

governed stocks. 

 

4. Conclusion 

 

 This paper presents a theoretical model that shows that the portfolio weights in 

badly governed stocks should optimally be lower for foreign versus domestic mutual fund 

managers.  This comparative statics analysis is supported by the empirical findings of 

Aggarwal et al. (2005), Leuz et al. (2009), and Das (2008). 
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5. Appendix:  Derivation of local maximum in equation (2) 

 

 The first order conditions of the objective function in equation (1) are as follows: 
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 The interior solutions in equation (2) are derived from solving for the three 

unknowns of ˆ ˆ, ,i ip q and îb  from the three equations in (4) above.  The solutions reported 

are the only solutions in which ˆ ˆ, ,i ip q and îb  (0,1)∈ .   The second derivatives of this 

system of equations are given below: 
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 The Hession matrix for this set of second order conditions is as follows: 
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 The determinants of the first, second, and third principal minors are the following: 

 

 2

3

ˆ 0,

ˆ 0 ˆ ˆ(1 ) 0
ˆ0 (1 )

ˆ ˆ(1 ) 0

pp i i

pp pq i i
i i i

qqqp i

i i i

b

b
b b

b

b b

ρ β

ρ ρ β
β γ

ρρ γ

β γδ

= = − <

−
= = = − >

− −

= = − − <

1H

H

H H

 (5) 

 

 The sufficient condition for an interior maximum requires that the signs of the 

determinants of the first, second, and third principal minors alternate from negative, to 

positive, to negative again.  This is exactly the case here.  Therefore, H matrix is negative 

definite, and the sufficient condition for this set of solutions to be a maximum are met.
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Figure 1 
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