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Home Bias in Foreign Investment Decisions

Abstract

This paper shows that the home bias is more widespread than once thought. Evidence of the
strong investor preference for domestic firms is pervasive not only in international and domestic
financial markets, but also in the foreign investment decisions of domestic investors. In contrast
to all existing studies that focus on investors’ bias toward domestic firms, our research work
examines the bias of domestic investors toward foreign firms with presence in their home market.
Analyzing the equity holdings of more than 3,000 mutual funds from 22 developed and developing
countries worldwide, we find robust evidence that mutual fund managers (all non-U.S. managers)
strongly prefer to invest in stocks of U.S.-headquartered firms that have presence in their home
country. The home bias behavior is independent of the differences in the cultural background,
country of location, and spoken language of this diverse group of mutual fund managers. These
professional money managers increase their propensity to invest in a U.S. firm and also to increase
their holding weight in the firm’s stock after it first establishes presence in their home country.
Finally, results suggest that fund managers’ familiarity bias explains their strong preference for

foreign firms with local presence.
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It has long been known that, despite the gains from cross-border diversification, the strong
investor preference for domestic firms is pervasive in international financial markets.! This “home
bias” phenomenon not only persists, but also is ubiquitous across developed and developing mar-
kets. In a more recent study based on worldwide equity fund holdings data in 1999 and 2000,
Chan, Covrig, and Ng (2005) document the existence of home bias in every single country in their
sample of 48 countries across the globe. Plausible explanations for the investor strong preference
for domestic equities include the existence of cross-border boundaries (that give rise to exchange
rate risk, variation in regulation, culture, taxation, accounting standards, corporate governance,
language, and economic and market development), information asymmetries, and non-information

related factors (familiarity or investor recognition).?

Interestingly, recent research shows that this stylized home-bias phenomenon in international
financial markets exists even at home. Coval and Moskowitz (1999) find that U.S. professional
money managers exhibit a strong bias toward locally headquartered firms in their domestic stock
portfolios. Grinblatt and Keloharju (2001) show the home bias in the investment decisions of
both individual and institutional investors in Finland, Ivkovié and Weisbenner (2004) and Zhu
(2002) find the same in those of individual investors in the U.S., and Feng and Seasholes (2004)
in those of individual investors in Mainland China. All this evidence at home suggests that the
home bias exists irrespective of the existence of cross-border boundaries, and that it apparently

remains as long as geographic distance separates investors from potential investments.

In this study we explore the home bias in the foreign investment decisions of professional money
managers from a broad range of countries. Our research contributes to the existing literature in
several significant directions. One, it represents the first study to examine whether local investors
exhibit home bias when making decisions to invest in foreign firms. Specifically, are investors
more inclined to invest in stocks of foreign firms that have subsidiaries or operations in their
home market than those that have not? Such evidence would be indicative that the home bias is

more widespread than once thought.

!See Lewis (1999) for an excellent review of the literature.

*Huberman (1998) finds that investors tend to hold stocks of Regional Bell Operating Companies whose local
telephone service they subscribe to. According to Merton’s (1997) investor-recognition hypothesis, investors are
more likely to hold stocks that they recognize or are aware of.



Essentially, our work differs substantially from extant studies of home bias in both interna-
tional and domestic equity markets. Empirical research of international markets looks at the
proportion of domestic investors’ investments in domestic firms relative to the world market
capitalization weight of their domestic stock market, and empirical work on domestic markets
investigates the preference of domestic investors for locally headquartered domestic firms. In con-
trast to all these studies that focus on investors’ bias toward domestic firms, ours examines the

bias of domestic investors toward foreign firms with presence in their home market.

Two, we exploit the uniqueness of two databases that enables us to test our hypothesis. The
first database from CDA /Spectrum contains detailed information on the portfolio holdings of
more than 3,000 mutual funds from 22 developed and developing countries worldwide and their
stock allocations in U.S. markets for the period 2000 to 2002. This information allows us to
investigate whether mutual funds located in 22 different countries have a propensity to allocate
their investments to foreign stocks whose firms have presence in their home country. Our analysis
takes the perspective of these mutual funds (the “domestic” investors) and examines how they
invest in foreign firms, and the foreign firms are all U.S.-headquartered firms. For example, we look
at German fund managers’ foreign investments of U.S. firms and hence their portfolio allocations
to U.S. stocks whose firms that have a local presence in Germany vs. those whose firms that have
no presence in Germany. The second database from the Directory of Corporate Affiliations (DCA)
contains business profiles and geographic distribution of these U.S. firms and of their subsidiaries
throughout the world. The DCA database permits us to determine the worldwide locations of
these U.S.-headquartered firms’ subsidiaries and ultimately to ascertain their presence in the 22

countries where our sample of fund managers reside.

Finally, it is important to discuss our motivations for employing only U.S.-headquartered firms
as foreign firms and for selecting this huge number of mutual funds from a large cross-section of
countries. Existing literature has shown that equity investments in a foreign market can be af-
fected by its country’s accounting standard, corporate governance structures, economic and legal

environments, spoken language and cultural background, geographic proximity, stock market de-



velopment, among others.? For example, foreign firms that have high accounting standards, better
financial disclosure policies, better corporate governance structures, and firms from countries with
stronger protections to minority shareholders are typically more appealing to investors. These
characteristics vary within and across developed and emerging markets, and as a result, examin-
ing foreign firms from various countries makes it difficult to disentangle the effects of the above
firm-specific and country factors from the effect of a a firm presence on the foreign investment
decisions of mutual funds. Therefore, to rule out all these effects, we simply restrict our analysis
to the funds’ foreign investments in firms from a single country, and obviously, U.S.-headquartered
firms are ideal candidates for our study. More important, being the largest in the world, the U.S.
equity markets not only have a significantly large number of publicly-traded firms, but also many
of these U.S. firms have presence in foreign countries that facilitate our analysis. Furthermore,
our selection of mutual funds from multiple countries offers us a valuable opportunity to test the
cross-market implications of the home bias hypothesis. Any cross-country evidence of fund man-
agers’ strong bias toward U.S. firms with presence in their home country indicates robustness of
our test. Also, such a preference suggests that despite the significant differences in their language,
culture, and geographic location, this diverse group of fund managers worldwide still exhibit the

same home bias behavior.

We find evidence of home bias in foreign investment decisions to be surprisingly overwhelming.
Mutual fund managers from countries with varying spoken languages, cultural backgrounds, and
geographic distances from the U.S. markets consistently exhibit a strong preference for foreign
firms that have presence in their home country. The results are robust to the various firm-specific
characteristics that are previously shown to play a significant role in foreign equity portfolios.
The results remain materially unchanged, even after controlling for firms’ international presence
and worldwide visibility (as measured by the firms’ global operations and foreign exchange cross-
listings). We also show that a change in a U.S. firm’s presence status in a country has a strong
impact on the portfolio holdings of fund managers. Fund managers are more likely to hold stocks

of U.S. firms and also to significantly increase their investment in these firms following the year

3See, for example, Chan, Covrig, and Ng (2004) and Grinblatt and Keloharju (2001).



in which the firms first establish subsidiaries or operations in their country.

Additional investigation suggests that the home bias in foreign investment decisions is un-
related to an information-based explanation. There is no strong evidence that the home bias
is related to foreign firms that are associated with information asymmetries, or that domestic
fund managers might have easy access to valuable information of these foreign firms with a local
presence. Nor is there any evidence that foreign firms with a local presence that domestic fund
managers own perform better than those with a local presence but not held by any of the man-
agers. The bottom line of our results is that home bias is part of a larger phenomenon in which

investors exhibit a bias toward familiar firms.

The rest of the paper is organized as follows. The next section describes the data. Section
2 discusses the key results of the paper, with the robustness tests in the following section. In
Section 4, we conduct a number of tests to determine whether familiarity or information drives

the strong preference for foreign firms with a local presence. The final section concludes.

1 Data

We obtain our sample from three data sources: (i) a unique database from DCA that provides
information on U.S. firms’ foreign operations worldwide, (ii) the Thomson Financial data on
foreign mutual fund holdings of U.S. stocks, and (iii) CRSP and Compustat databases. Below we
first discuss the two key data sets used in this study. Next, we briefly describe the various firm-
specific control variables constructed using CRSP and Compustat databases that are employed

in our analyses, followed by summary statistics of the foreign holdings of U.S. stocks.

1.1 Foreign Affiliations of U.S. Firms

We use the annual files of DCA to identify the foreign affiliates of U.S. firms and their locations
worldwide. The DCA database is produced by LexisNexis Group, a division of Reed Elsevier
Inc., and contains business profiles and corporate linkage (“who owns whom”) for approximately

184,000 public and private companies worldwide. It provides profiles of all major domestic and



international companies for both parents and affiliates (subsidiaries and major divisions) and their
locations. To be included in the database, U.S.-based companies must demonstrate annual sales
in excess of $10 million and non-U.S. based companies must demonstrate annual sales in excess

of $50 million.

The principal organization of the data is geographical (by parent company) and then hier-
archical (by company reportage). U.S. companies or international companies are the ultimate
parents, with subsidiaries of the same reporting level, irrespective of locations, classified in the
same category. Lower level subsidiaries report directly to the nearest higher level subsidiaries.
The corporate hierarchies can reach to the ninth level, but the database primarily reports main
subsidiaries. We identify a U.S. firm as having a local presence in a certain country when it re-
ports a subsidiary in that country regardless of the actual level of the subsidiary. For example, the
database reports that in year 2001 Lehman Brothers Holdings Inc. has seven levels of subsidiaries.
Among its three direct subsidiaries (second level and all 100% owned by the parent), only one has
presence in the United Kingdom (U.K.) — Lehman Brothers Merchant Banking Partners. This
second-level U.K. subsidiary holds 90% of Blount International, Inc., a third-level company, which
reports overseas subsidiaries (fourth- to seventh-level companies) in several countries such as Bel-
gium, Germany, Canada, and Sweden. Therefore, regardless of the reporting level, we identify

Lehman Brothers as having presence in the U.K., Belgium, Germany, Canada, and Sweden.

Our study focuses on U.S.-headquartered firms that are listed on the NYSE, AMEX and
NASDAQ. We include firms that are covered by the DCA database and that have returns and
stock-characteristics data on the CRSP and Compustat. We exclude stocks that do not have a
CRSP share type code of 10 and 11, such as REITSs, closed-end funds, and ADRs. We merge
the DCA database with CRSP/Compustat data using Cusip numbers. In a few cases, we use
additional information such as a firm name, or a ticker symbol to complete the match. Because
the DCA database includes mainly larger firms (firms with at least $10 million annual sales), the
number of stocks it covers is smaller than that contained in CRSP and Compustat databases. Our
study therefore includes firms that have corporate profile information from the DCA database and

that have returns and financial variables from the CRSP and Compustat for the sample period



of 2001 to 2002. As a result, our sample contains 4,937 in year 2001 and 4,462 in year 2002.

1.2 Foreign Investment in U.S. Equities

Data from Thomson Financial contain detailed equity holdings of at least 3,000 mutual funds
from 22 different countries worldwide for the period 2001 to 2002.* The data also report the
name of the fund and the management company, the report date, security holdings, and the
located country of the mutual fund. While all these mutual funds are incorporated outside the
U.S., a proportion of their portfolios is in U.S. equities. And Thomson Financial provides only
information on these funds’ equity holdings in U.S. markets but not on their remaining holdings in
local or other markets. A majority of the funds report their holdings in November and December.
We therefore study the fund holdings in U.S. stocks as of their latest reporting date of a given year.
We group mutual funds into their respective country based on their country of incorporation. For
example, if a fund reports Germany as its located country, then it is classified as a fund from
Germany. We, however, exclude offshore funds that are located in financial centers such as
Ireland and Luxembourg, since the objective of such funds is to take advantage of the significant

tax incentives the two countries offer to fund operators.

Table 1 summarizes descriptive statistics of the equity holdings of foreign funds that have in-
vestments in U.S. stocks, by country, and for the year 2002.° The foreign funds are located in 17
developed countries and 5 developing or emerging countries.® The latter include Chile, Hungary,
Poland, Portugal, and South Africa. For each country, the table reports the number of mutual
funds that hold U.S. stocks, the number of stocks held, the total value of U.S. stockholdings,
the total number of U.S. firms that have a local presence, and the number of U.S. firms with a
local presence that are held by mutual funds in the country. The last row reports the aggregate
information of the 22 countries. Overall, there are 3,381 foreign funds that hold shares of ap-

proximately 3,000 U.S. stocks. The aggregate market value of U.S. equities held by these mutual

4While such information is available from years 1999 and 2000, the information during this period is incomplete.

5The unreported descriptive statistics for the year 2001, available upon request, are quite similar to those for
year 2002.

SWe classify countries as developing or emerging countries based on the definitions provided by International
Financial Corporation.



funds amounts to about $20 billion.

As seen in Table 1, the number of mutual funds from various countries investing in U.S. firms
varies from 1 (Hungary and Poland) to 794 (Germany). The one Hungarian fund holds stocks of
40 different U.S. firms, whereas the German funds in total hold stocks of 1,483 U.S. firms. While
the U.K. has the second largest number of mutual funds (736) investing in U.S. markets, they own
the largest cross-section of U.S. stocks (2,502). The market value of U.K. funds’ stock investment
in the U.S. is about $5.5 billion, which constitutes about 27% of the total market value of U.S.
stocks held by our sample of foreign funds worldwide. The Hungarian fund, on the other hand,

has the smallest U.S. stock investment of only about $2 million.

The last two columns of Table 1 reveal one interesting observation. Fund managers exhibit a
strong preference for U.S. firms that have presence in their home country, and this is consistent
across all 22 developed and developing countries worldwide. For example, in our sample, the
number of U.S.-headquartered firms having affiliates in foreign countries varies substantially from
4 in Hungary to 553 in the U.K. And fund managers invest in almost all U.S. firms that have
presence in their home country, ranging from 72.7% in Poland (8 out of 11 U.S. firms with a local

presence in Poland) to 100% in Portugal (all 22 U.S. firms with a local presence in Portugal).

1.3 Firm-Specific Characteristics

Our analysis also controls for several firm-specific characteristics that are previously shown to
affect the investment decisions of institutional investors. For example, Falkenstein (1996) examines
the stock preferences of U.S. mutual fund managers, as revealed by their equity holdings, and
finds that fund managers generally prefer stocks with large market capitalization, high liquidity,
and low transaction costs. Gompers and Metrick (2001) investigate the holdings of U.S. 13f
institutional investors and find that these institutions are biased toward large stocks, and stocks
with high dividend yields, high turnover, and high liquidity. Aggarwal, Klapper, and Wysocki
(2004) analyze the equity holdings of U.S. funds invested in emerging markets and document that
such funds tend to invest more in larger firms, firms with lower leverage, and firms with higher

accounting disclosures and better corporate governance.



Other research focuses on the holdings of foreign investors in non-U.S. markets and find that
such holdings reveal preferences for several similar firm-specific characteristics. For example, Kang
and Stulz (1997) show that foreign investors investing in Japan primarily prefer large firms, firms
in the manufacturing sector and firms with good accounting performance, low undiversified risk,
and low leverage. Dahlquist and Robertsson (2001) find that foreigners who invest in the Swedish
market have the tendency to invest in large firms, firms paying low dividends, and firms with large
cash holdings. Recently, Covrig, Lau, and Ng (2005) examine both domestic and foreign fund
managers from 11 developed markets. They show that both groups of fund managers consider

turnover rates, return on equity, and stock riskiness important in their investment decisions.

All these studies suggest that certain firm-specific characteristics play an important role in
the stock investment decisions of institutional investors. Therefore, drawn from these studies but
constrained by data availability, we employ a multitude of similar firm characteristics as control
variables in our subsequent analyses. The definitions and construction of the control variables,

using the information from CRSP and Compustat databases, are given below.

a. Firm size. The market capitalization of a firm’s stock at the beginning of its fiscal year and

expressed in natural logarithm.

b. S&P 500. An indicator variable that takes the value of one if a stock is in the S&P 500 index,

and zero otherwise.

c¢. Turnover. The ratio of total trading volume over the past 12 months to total number of

shares outstanding at the beginning of a fiscal year.

d. Dividend yield. Cash dividend per share divided by a stock’s market price at the beginning

of a fiscal year.
e. Book-to-market. The book value of equity divided by market capitalization.
f. Momentum. The past 12-month cumulative stock return prior to a fund’s reporting date.

g. Leverage. The ratio of total liabilities to total assets at the beginning of a fiscal year.



h. Market beta. The systematic risk of a stock, estimated using the CAPM based on the past

48 monthly stock returns preceding to the report date.

i. Volatility. The idiosyncratic risk of a firm, as given by the residual standard error from the

CAPM.

j- Return on assets. The ratio of net income to total assets as of the beginning of a fiscal year.

Table 2 reports average values, together with medians in parentheses, of our selected firm-
specific characteristics that are associated with the stocks held by mutual funds from the 22
countries in year 2002.” The last two rows present aggregate average and median values of
these variables for all the U.S. stocks that have information in both DCA and CRSP/Compustat
databases. Comparing the mean (median) values of stock-specific characteristics of the U.S. stocks
in foreign fund holdings with those of the U.S. market reveals several distinctive patterns that
are broadly consistent with those found in the existing literature. On average, mutual funds
around the world tend to hold larger stocks, stocks with S&P 500 membership, higher turnover,
larger dividend yields, lower book-market equity (growth stocks), lower financial leverage, lower
stock volatility, and higher return on assets. All this is evident in their mean and median values
comparisons between the stocks owned by fund managers from each country and all U.S. stocks
included in our analysis. For example, the average firm size held by foreign funds is between
6.64 (U.K. funds) and 9.89 (Polish funds), compared with 5.32 for the U.S. market. The average
book-to-market equity varies from 0.31 (Polish funds) to 0.57 (U.K. funds), compared with 0.80
for the U.S. market. In general, these results imply that it is imperative that we control for these
variables when examining the importance of U.S. a firm presence in the fund holdings of mutual

fund managers across 22 developed and developing countries.

"The distribution of the summary statistics for year 2001 are quite similar to that of year 2002.



2 The Importance of Firm Presence in Foreign Investment De-
cisions

In this section, we examine whether and to what extent the decision of fund managers to invest
in a foreign firm is affected by the firm’s presence in their home market. We explore this issue
by analyzing the equity holdings of mutual fund managers from a wide range of countries. One
interesting characteristic of these mutual funds from 22 developed and developing countries is
that the managers communicate in varied languages, differ in their geographic proximity from
U.S. equity markets, and are of varied cultural backgrounds. Language, culture, and distance,
as shown in Grinblatt and Keloharju (2001), are three factors that have an impact on investors’
investment decisions. Any pervasive cross-country evidence of fund managers exhibiting home
bias toward foreign firms with presence would be indicative that the substantial cross-sectional

variation in the three factors cannot be the driving forces behind our evidence.

Recall that the descriptive statistics of Table 1 show that mutual fund investors exhibit a bias
toward foreign firms with local presence. Alternatively, this result may be a manifestation of a
bias toward certain firm characteristics such as large firm size, firms whose stocks are components
of a major market index, highly liquid stocks, among others. This section therefore investigates
the effect of a firm presence, while controlling for firm characteristics that are previously found

to affect investment decisions and for other potentially confounding variables.

2.1 Evidence of Home Bias

This subsection analyzes the propensity of mutual fund managers located in 22 developed and
developing countries (excluding the U.S.) to hold shares of U.S. stocks with a firm presence in their
respective domestic markets. To perform the analysis, for each country, we construct a binary
decision-variable that takes the value of one if any mutual fund manager located in the country
holds a U.S. stock 7 in her portfolio and zero otherwise. For example, a U.K. fund holds shares of
stock of U.S. Firm X, but holds no shares of stock of U.S. Firm Y. The binary decision-variable
for her investment in the stock of Firm X is one and in that of Firm Y is zero. Similarly, for each

country, we also construct a firm-presence dummy variable that takes the value of one if a U.S.

10



firm has presence in the country and zero otherwise. For the same example, U.S. Firm X has no
a firm presence in the U.K., whereas U.S. Firm Y has. Thus, the firm-presence dummy variable

for X is zero and for Y is one.

For each country, we employ a logistic regression approach to estimate a yearly and a two-
year pooled cross-sectional relations between the binary decision-variable for U.S. stocks and the
firm-presence dummy variable, while controlling for the pre-determined firm characteristics. The
two separate years of results were qualitatively the same as those of pooled two years of cross-
sectional logistic regressions with year effects incorporated.® Additionally, the coefficient on the
firm-presence dummy variable is fairly stable across the two years of holdings data. Hence, for
brevity, we report and discuss the latter. Results for all 22 countries as well as for each individual
country are offered in Table 3. Note that we control for country effects as well when estimating
the results for all 22 countries altogether. To conserve space, the regression coefficients on both

year and country effects are not reported.

The table reveals strong cross-country evidence of a persistent bias exhibited by mutual fund
managers toward U.S. firms with a local presence in their home country. The firm-presence
coefficients are all positive and statistically significant at the 5% level. The magnitude of the
coefficients varies from 0.86 (t—statistic = 6.5) in the U.K. to 5.25 (t—statistic = 4.0) in Portugal,
suggesting that mutual fund managers are more likely to invest in U.S. firms with a local presence
than those without. Interestingly, this evidence is irrespective of whether the fund managers are
from a developed or developing market, and also it suggests that language, geographic proximity,

and culture exert no varying influences on this strong home bias behavior.

Our evidence somewhat contradicts Grinblatt and Keloharju’s (2001) findings that are based
on Finnish data. Their results indicate that Finnish investors have greater tendency to hold, buy,
and sell the stocks of firms that are located near to the investor, that communicate in the investor’s
native language (Finnish investors communicate in either Finnish or Swedish), and that have chief
executives of the same cultural background. For our sample, the primary languages of mutual

fund managers communicate in vary from English (Australia, South Africa, and the U.K.), Ger-

8Estimating the model using a probit regression approach yields virtually the same results.
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man (Austria, Germany and Switzerland), Dutch (Belgium and the Netherlands), Spanish (Chile,
and Spain), Finnish (Finland), Danish (Denmark), French (France), Chinese (Hong Kong and
Singapore), Italian (Italy), Japanese (Japan), Portuguese (Portugal), Swedish (Sweden), Hungar-
ian (Hungary), Norwegian (Norway), to Polish (Poland).” In contrast to Grinblatt and Keloharju,
we find English-speaking fund managers (Australians, South Africans, and the British) and non-
English speaking mutual fund managers to exhibit the same home bias behavior. Similarly, there
is no apparent indication that these fund managers with varied cultural backgrounds have a bias
toward U.S.-headquartered firms with a local presence because the firms’ CEOs are of the same
cultural background. Nor is there any obvious pattern that fund managers whose country of
location is of closer proximity to U.S. equity markets, such as those from the European markets,
place less emphasis on U.S. firms with presence in their home country than do those managers
from countries farther away from the U.S., such as Hong Kong and Singapore. The bottom line
is that, regardless of their cultural background, the language they communicate in, and their
country of location, these mutual fund managers exhibit similar strong bias for U.S. firms that

have presence in their home country when deciding the type of U.S. firms to invest in.

It is worthwhile to note that, consistent with existing studies, our results also show that on
average mutual fund managers attach a considerable importance to U.S. firms with large market
capitalization, high turnover, low financial leverage, large volatility, high momentum, and stocks
that are components of the S&P 500 index. More important, this evidence is indicative that
neither the effect of a firm presence nor the effects of firm characteristics subsume each other’s
role in the foreign investment decisions of fund managers worldwide. Thus, the overall results
offer substantial evidence that a firm presence plays an important role in fund managers’ holding

decisions of foreign stocks.

2.2 The Extent of Home Bias

Thus far, we have shown pervasive cross-country evidence that mutual fund managers prefer U.S.

firms that have presence in their domestic market to those that have not. But we have not shown

°The primary language of each country is obtained from The World Factbook in
http://www.cia.gov/cia/publications/factbook/fields/2098.html.
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the extent to which these managers emphasize the importance of such firms in their portfolio

holdings. This subsection addresses the issue.

We begin by examining the fraction of mutual fund managers from each country investing in
a U.S. firm — the participation ratio.!? Particularly, we investigate whether a larger fraction of
fund managers would invest in a U.S. firm with presence in their home market, compared to one
without. This analysis focuses on those U.S. firms owned by fund managers from each country and
hence allows us to determine the extent of home bias affecting fund managers’ foreign investment
decisions. Table 4 offers the cross-country results in a format similar to that of Table 3. For each
country, we perform a cross-sectional regression of the fraction of mutual fund managers holding
a U.S. firm against the firm-presence dummy variable, firm-specific control variables, and year

effects. We also perform the same for all countries with additional controls for country effects.

The table provides pronounced evidence that a firm presence has a significant impact on the
participation ratio of fund managers. The coefficient of the firm-presence dummy variable is
all positive and, except for Denmark and South Africa, it is also statistically significant at the
5% level. For the aggregated result, the coefficient on the firm-presence dummy variable is 0.23
(t—statistic = 5.1), indicating that a U.S. firm with local presence will attract a 23% increase in
mutual fund participation ratio, compared to one without. For individual country analyses, the
magnitude of this coefficient varies from 0.03 (t—statistic = 3.3) in the U.K. to 0.73 (t—statistic

= 4.7) in Austria.

We next investigate whether fund managers in aggregate are likely to allocate disproportion-
ately more of their holdings toward U.S.-headquartered firms that have local activities than those
that have not. To conduct this test, we examine the effect of firm presence on the holding weight
of a fund’s portfolio in U.S. stocks. For each country, the holding weight of a U.S. stock is de-
fined as the total value of all fund investments in the stock divided by the total value of all fund
investments in all U.S. stocks. Table 5 contains the regression results on all countries and by

country.

10Such an analysis excludes Poland and Hungary, where both countries only have one mutual fund holding U.S.
stocks. The reason is that in both cases the participation ratio will be 1 and hence all the dependent variables are
constant.
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Results of Table 5 show fairly consistent evidence of home bias in fund managers’ investment
of U.S. stocks. The aggregate firm-presence coefficient is 0.03 (t—statistic = 5.3), and this finding
suggests that, on average, mutual fund managers increase their allocation of holdings by about
3% to U.S. stocks whose firms have a a local presence vs. those whose firms have not. For the
individual country analyses, 16 out of the 22 countries yield positive coeflicient estimates, and of
which, 10 are statistically significant at the 5% level. It is evident that fund managers in general
tend to increase their holding weights in U.S. firms with a local presence in their home country.
For example, German fund managers, on average, increase their holding weights in the former by

1.6%, and correspondingly, Finnish managers, on average, increase by 29.3%.

It is important to note that, compared to those of Table 3, the coefficients of most control
variables have reduced their level of statistical significance or have become statistically insignif-
icant. One exception is firm size, which remains positive and statistically significant in almost
all the holdings of fund managers across all countries, except Hungary and Poland. Consistent
with prior international studies, our work also shows that market capitalization is a predomi-
nant factor in determining the foreign stock holdings of mutual fund managers worldwide. Even
controlling for the widely employed firm characteristics, our overall evidence still suggests that in-
vestors are likely to be influenced by a foreign firm’s presence in their home country when making
foreign investment decisions, and this finding is independent of their country of location, cultural

background, and native language.

2.3 Evidence from the Change in Firm Presence

We further verify our earlier evidence by examining whether the investment behavior of fund
managers is associated with a change in the foreign a firm presence in their home country. For each
country, we identify any U.S. firm that first establishes presence in the country by either opening a
subsidiary or setting up a local operation at the beginning of our 2-year sample period. Among the
22 countries, Austria, Chile, Denmark, Finland, Hong Kong, Hungary, Norway, Poland, Portugal,
South Africa, and Switzerland have fewer than 10 U.S.-headquartered firms that first establish a

local presence in these periods. For example, there is only 1 U.S. firm that establishes presence in
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Hungary in 2001 and there are 9 in Hong Kong and Switzerland. Our analysis therefore excludes
these countries that have a limited number of U.S. firms that first establish presence in these

countries.

For the remaining countries, the number of U.S. firms that first establish presence in the local
market in year 2000 varies from 17 in Belgium and Sweden to 130 in the U.K., and in year 2001
the number varies from 14 in Belgium and Italy to 65 in the U.K. On average, the numbers of new
establishments are 28 and 26 in the two corresponding years. In our analysis, we employ a binary
status-change variable to define the change in a firm-presence status. The binary status-change
variable takes the value of one if a U.S.-headquartered firm changes its status (i.e. establishes a

local presence) within the 2-year sample period, and zero if no change occurs.

In Table 5, we produce two sets of logistic regression results. For the first set of results, the
dependent variable is a binary holding decision-variable of the fund managers and the independent
variables include the binary status-change variable of a U.S. firm and all the control variables that
were used in the preceding tables. For each country, the binary holding-decision variable takes
the value of one if a fund manager in the country holds a U.S. stock at the beginning but not
at the end of the sample period, and zero otherwise. For the other set of results, the dependent
variable is a binary holding-weight variable of the fund managers. The binary holding-weight
variable equals one if the fund manager increases his/her holding weight of a U.S. stock from the

beginning to the end of the sample period, and zero otherwise.

A distinct finding emerges from the table. The results further reinforce our earlier finding
that mutual fund managers prefer to invest in U.S. firms that have presence in their home market
than in those that have not. Mutual fund managers increase their propensity to invest in a U.S.
firm and also increase their holding weight in the firm’s stock after the inception of the firm’s
activities or operations in the country where the fund managers reside. For the logistic regressions
with the holding-decision variable as the dependent variable, the coefficient associated with the
status-change variable is positive and statistically significant across all countries. Estimates of the
coefficient range from 0.91 (¢—statistic = 2.7) in the U.K. to 5.54 (t—statistic = 4.0) in Sweden.

For the logistic regressions with the holding-weight decision variable as the dependent variable,
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almost all of the coefficient estimates associated with the status-change variable are positive and

statistically significant across all countries.

Overall, foreign U.S. firms in general attract more mutual fund investors to hold their stock
in the following year in which they establish presence. The evidence seems compelling and robust

that there exists home bias in the foreign investment decisions of mutual fund managers.

3 Robustness Tests

Thus far, our results suggest that mutual fund managers exhibit home bias in their foreign in-
vestment decisions. One may, however, argue that these findings can also be consistent with
alternative interpretations that mutual fund managers prefer U.S. firms that have global opera-
tions and presence or those with worldwide recognition. Prior studies show that investors exhibit
a stronger preference for foreign firms with global visibility. For instance, Kang and Stulz (1997)
and Dahlquist and Robertsson (2001) provide evidence that foreign investors tend to invest in
firms with large market capitalization, or firms with high export sales. They argue that their
results are consistent with the Merton (1987) investor-recognition hypothesis that investors do
not have equal information and hence they invest only in those stocks that they know about.
Furthermore, Covrig, Lau, and Ng (2005) show that foreign money managers tend to invest in
large firms and firms with large foreign sales, extensive analyst coverage, foreign listings, and mar-
ket index memberships. They also contend that foreign managers prefer globally visible stocks
or stocks with worldwide recognition. A recent study by Ammer, Holland, Smith, and Warnock
(2005) employs a comprehensive 1997 survey and finds that U.S. investors are attracted to foreign

stocks that cross-list in the U.S.

Generally, U.S. firms that have presence in some foreign country are also likely to have op-
erations in other parts of the world, or are firms whose stocks are cross-listed on foreign stock
exchanges. These firms are typically more well known and recognizable to foreign investors, and
hence will attract more foreign investment. It is therefore plausible that our earlier results merely
reflect fund manager interest in U.S. stocks with worldwide visibility and recognition, but not

necessarily in stocks whose firms are located in their home country. We therefore proceed to test
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whether mutual fund managers demand for firm presence is driven by their preference for U.S.
stocks with global visibility and recognition. Below we perform a number of robustness tests to

gain further insights into our above evidence.

3.1 U.S. Firms’ Global Operations

Following Denis, Denis, and Yost (2002), we identify a firm with global operations or presence
for which it reports a fraction of total sales generated from foreign subsidiaries. The information
is contained in the Global Segment data provided by Compustat, but Compustat offers no in-
formation on the geographic locations of the foreign subsidiaries. We therefore construct a firm
global-presence dummy variable that equals one if a firm has at least 5% of total sales from global
operations and zero otherwise.!! In a matter of interest, for each country, we calculate the corre-
lation coefficient of the global-presence dummy variable and the firm-presence dummy variable.
The unreported correlation coefficient ranges from 0.04 (Hungary) to 0.36 (U.K.), with an aver-
age cross-country correlation coefficient of 0.15. While the low correlation coefficient between the
two presence dummies poses no multicollinearity problem in our estimation, it suggests that U.S.
firms that have presence in a particular foreign country may not necessarily have presence across

other countries in the world.

We replicate the logistic regressions of Table 3 by incorporating the global-presence dummy
in place of the firm-presence dummy and another by including both firm- and global-presence
dummies in the model. The regressions are estimated with all the control variables employed
earlier. Given that the coefficient estimates of the latter are qualitatively similar to those reported
in Table 3,2 Models 1 and 2 of Table 7 contain coefficient estimates of the global-presence dummy
and of both global- and firm-presence dummies, respectively, by country. All ¢—statistics are

reflected in parentheses.

Results of Model 1 show that a firm’s global presence does influence a mutual fund manager’s
propensity to hold a U.S.-headquartered stock. Except for the negative coefficient in the case of

Hong Kong, all estimates of the coefficient on the global-presence dummy are positive. 15 of the

1YWe also employed a 10% cut-off criterion and the results were qualitatively the same.
12They are available upon request.

17



positive coefficients are statistically significant at the 5% level, and 3 are marginally significant.
The magnitude of the significant positive coefficient estimates ranges from 0.18 (t—statistic = 1.9)
in Spain to 0.99 (t—statistic = 6.7) in Chile. Consistent with the results of previous studies and
with the Merton hypothesis, fund managers tend to invest in U.S. firms that are internationally
visible. When both the firm- and global-presence dummies are evaluated jointly, as reflected
in Model 2, we find that fund managers place a greater emphasis on a foreign firm’s presence
in their home country than its worldwide visibility in their foreign investment decisions. The
magnitude and level of statistical significance of the firm-presence dummy coefficient remain
substantially the same as those reported in Table 3. On the other hand, the global-presence
dummy coefficient becomes insignificant in 7 countries, including Australia, Denmark, France,
Japan, Poland, Portugal, and Spain. For the remaining statistically significant coefficients found
in Model 1, the magnitude of the estimates, while statistically significant, has reduced slightly.
These results suggest that the importance of a firm presence in foreign investment decisions of

fund managers is not driven by firm global visibility.

3.2 Cross-Listing of U.S. Firms

Many U.S. firms cross-list on a foreign stock exchange or several foreign stock exchanges. The
extent of a U.S. firm’s visibility depends possibly on the type of exchanges and the number of
exchanges its stock is cross-listed. Information on a U.S. firm’s foreign listings is available from

the DCA database, which reports all the exchange listings of the firm.

For each country, we define a local cross-listing dummy that equals one if a U.S. firm is cross-
listed on the local stock exchange and zero otherwise. In our sample of 22 countries, there are
U.S. firms cross-list only on the local exchanges of Australia, Belgium, Denmark, Finland, France,
Germany, Japan, the Netherlands, Norway, Sweden, Switzerland, and the U.K. There is, however,
no U.S. firm that is cross-listed on the local exchanges of the 10 remaining countries; 5 of which
are developing countries. This is not surprising that U.S. companies only choose to cross-list on
some major foreign stock exchanges, and none on those of developing countries. Similarly, for each

country, we define a regional cross-listing dummy that equals one if a U.S. firm is cross-listed on
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any exchange within the continent that the country is located, and zero otherwise. For example, if
a U.S. firm is cross-listed on the Tokyo Stock Exchange but not on the Singapore Stock Exchange,
then its local cross-listing dummy is one for the Japan sample and zero for the Singapore sample.
The regional cross-listing dummy for this U.S. firm, on the other hand, is one for both the Japan
and Singapore samples as the U.S. firm is listed on an exchange located in Asia. A U.S. firm that
has regional cross-listing ought to have a wider geographic visibility than one that has only local
cross-listing. We will let our data bear out this result. Note that no U.S. firm is cross-listed on

any of the exchanges of the region that the fund managers from Chile and South Africa reside.

Models 3 and 4 of Table 7 report tests of the local cross-listing effect on the holding decisions
of fund managers by country. Models 5 and 6 of the same table present counterpart tests of
the regional cross-listing effect. In Models 3 and 5, we perform similar logistic regressions as
in Model 1 of the same table by incorporating the local cross-listing and regional cross-listing
dummies, respectively, in place of the global-presence dummy. In Models 4 and 6, we conduct the
same, except that we now examine the firm-presence dummy jointly with the local cross-listing
and regional cross-listing dummies, respectively. Logit regression results of Models 3 to 6 are
presented in the same format as those of Models 1 and 2 in that only the coefficients on the firm-
presence and the cross-listing dummies are reported. The unreported estimates of the coefficients
on various firm-characteristic controls and on year effects are substantially the same as in Table

3.

From the results of Models 3 to 6 of Table 7, it is strongly evident that a foreign firm’s presence
in the home country of fund managers still plays an influential role in their foreign investment
decisions, even after controlling for the firm’s global visibility and recognition. The magnitude
and level of statistical significance of the coefficient on the firm-presence dummy (see Models 4
and 6) are substantially similar to those of Model 2 in Table 7 and those of Table 3. It is important
to emphasize that the firm-presence dummy is statistically significant across all 22 countries, even

conditional on the firm’s local cross-listing and regional cross-listing dummies and other controls.

Furthermore, results of Models 3 and 4 indicate that a U.S. firm that is cross-listed on the local

exchange of the country in which the fund managers reside does not help to attract the latter to
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invest in the firm. None of the coefficient estimates for the local cross-listing dummy is statistically
significant at conventional levels. On the other hand, results of Model 5 show that, to a certain
extent, a U.S. firm that is cross-listed on a regional exchange has a significantly positive impact
on the holding decisions of fund managers who are located in that region. This observation
is particularly evident in Austria, Denmark, France, Italy, and the Netherlands, but is weakly
evident in Germany and Spain. For the remaining countries, the coefficient on the regional cross-
listing dummy is statistically insignificant. Interestingly, all the statistically significant estimates
on the regional cross-listing dummy coefficient become statistically insignificant when the firm-
presence dummy is added to the logistic regression model. The results of Models 5 and 6 further
corroborate the evidence that a foreign firm’s a local presence is predominantly an important

determinant of foreign investment decisions of local fund managers across the world.

While the results are consistent with our earlier findings reported in Tables 3-6, they differ
from those documented in Ammer, Holland, Smith, and Warnock (2005) and Covrig, Lau, and
Ng (2005). There are several reasons that drive the differences in the results, and they include the
differences in the sample period, the methodologies employed, and the samples studied. In Ammer,
Holland, Smith, and Warnock, they look at the U.S. institutional holdings of 13,445 non-U.S. firms
that are domiciled in 52 different countries and tracked by Worldscope in their 1997 survey. Their
key finding is that foreign firms that cross-list on a U.S. exchange can increase the U.S. holdings of
their market capitalization by 6 to 11 percent, and this increase is doubled those that are not cross-
listed. The study by Covrig, Lau, and Ng (2005) that relates to our work is their investigation
of foreign mutual fund preference for stocks in 11 developed countries, namely Australia, France,
Germany, Hong Kong, Italy, Japan, the Netherlands, Singapore, Sweden, Switzerland, and the
U.K. for the period 1998 and 1999. Although they also find that a firm’s cross-listing on foreign
stock exchanges has a significant influence on the portfolio holdings of foreign fund managers,
the coeflicient on the cross-listing is significant for 16 out of 22 regressions. Given that only the
aggregate regression results are reported, we are unable to determine which countries and for

what year the estimates of the coefficients are statistically insignificant.

While both studies, especially by Ammer, Holland, Smith, and Warnock (2005), find cross-
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listings to be important in the foreign investment decisions, their analyses examine foreign in-
vestment in non-U.S. firms by institutional investors from developed countries. It is likely that
institutional investors pay more attention to the global visibility of a non-U.S. firm than a U.S.-
headquartered firm. As we discussed earlier, U.S. firms are generally viewed to have better
accounting standards, higher accounting and financial disclosure policies, better corporate gover-
nance, and are subject to stricter security and corporate rules and regulations than firms from
other countries, particularly developing countries. As a result, it is not surprising that we find
non-U.S. fund managers to place little emphasis on the cross-listings of U.S. firms when deciding

the type of U.S. firms to invest in.s

In summary, this section provides compelling evidence of home bias in the foreign investment
decisions of mutual fund managers worldwide. The evidence is robust to various firm-specific
characteristics and to variables that are proxies for global visibility and recognition that are
previously found to be significant determinants of foreign investment holdings. More importantly,
the strong preference for a firm presence is independent of the native language spoken, cultural

background, and geographic location of the fund managers across the globe.

4 Familiarity and Home Bias

We have established that home bias is prevalent in the foreign investments of mutual fund man-
agers across a broad range of developed and developing countries. A natural question that arises
is what drives this strong preference for foreign firms with local presence. Some studies show
that the equity preference for domestic firms is consistent with an information-based story, while
others find their evidence to be more consistent with the familiarity-bias argument. For instance,
Coval and Moskowitz (1999) show that U.S. fund managers prefer locally headquartered firms
for which they have informational advantage. Kang and Stulz (1997) and Covrig, Lau, and Ng
(2005) also show that foreign investors prefer to invest in firms that are associated with lower
information asymmetries. On the other hand, Huberman (1998) find that investors tend to invest
in stocks of Regional Bell Operating Companies that they are more familiar than those they are

not. Zhu (2002) shows that familiarity of close-by firms induces U.S. individual investors to invest

21



in the firms.

In our setting, we are inclined to advocate a familiarity-bias explanation for the mutual fund
managers’ preference for foreign firms with a local presence. There is no reason to believe that fund
managers can access much information about U.S-headquartered firms through their subsidiaries
and operations located in their home country. In this section, we implement a couple of tests to
show that the strong preference for foreign firms with a local presence is primarily driven by fund

managers’ familiarity bias than informational advantage.

4.1 Home Bias and Firm Characteristics

Here we explore the various firm characteristics that can help differentiate whether it is familiarity
or informational advantage that explains a fund managers’ propensity to invest in foreign firms
with a local presence. The firm-characteristic variables we employ are those defined earlier and
are substantially the same as those used in Coval and Moskowitz (1999). For each country, the
dependent variable is a binary decision-variable that takes the value of one if a stock with a firm
presence is held by a mutual fund in the country, and zero otherwise. For each country, the
independent variables are the firm-specific characteristic variables that include firm size, S&P
500 index membership, turnover, dividend yield, book-to-market, momentum, leverage, market
0, volatility, return on total assets, and a year dummy variable. Their associated t—test statistics
are reported in parentheses, and the pseudo R? value is reported in the last column of the table.
Note that our analysis excludes countries that have fewer than 15 U.S. firms with a local presence,
and these countries are Austria, Chile, Finland, Hungary, Italy, Poland, Portugal, and Sweden.
Results of the remainder countries that have a sufficient number of firms with a local presence

are presented in Table 8.

Our results are in stark contrast with those reported by Coval and Moskowitz (1999). We
find no evidence that is consistent with the information-based explanation for the fund prefer-
ence for foreign firms with a local presence. The sign and statistical significance of several key
firm-characteristic variables, which differ from those of Coval and Moskowitz, suggest that fund

managers possess no informational advantage when they invest in U.S. firms that have presence
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in their home country.

The results of Table 8 show a strongly positive and statistically significant firm size coefficient.
As we discussed earlier, larger firms are generally associated with lower information asymmetries.
Therefore, the association of the home bias behavior of domestic fund managers with investing in
larger U.S. firms does not tie in with the information story. This finding is further supported by
the mainly negative coefficient estimates on leverage, return on assets, and book-to-market equity
ratio. Leverage captures the level of a firm’s financial distress, return on equity measures the
firm’s accounting performance, and book-to-market ratio measures its growth potential. While
most of the estimates on the variable coefficients are statistically insignificant, it implies that
these variables have no explanatory power for a fund manager’s inclination toward foreign firms
with a local presence. Overall, the results are consistent with the familiarity than information

story for the firm-presence preference of domestic fund managers.

4.2 Performance of Firms with a Local Presence

This subsection tests the return performances of U.S. firms with a local presence that are held by
fund managers vs. those that are not. The rationale behind this test is that if fund managers have
informational advantage, then their investment in firms with local presence should outperform
firms with a local presence whose stocks they do not own. If there exists no statistical difference in
their return performances of the two groups of firms with a local presence, or if the latter outper-
form the former, this suggests that domestic fund managers possess no informational advantage.
Instead, any such evidence would suggest that it is familiarity that induces fund managers to

invest in U.S. firms that have presence in their home country.

Table 9 reports, by country, equal-weighted characteristic-adjusted returns on the portfolio of
firms with presence and held by fund managers and on the portfolio of firms with presence but not
held by fund managers of the country. The characteristic-adjusted return is computed using the
methodology of Daniel and Titman (1997). We construct 27 characteristic-benchmark portfolios
that capture three stock characteristics, namely book-to-market equity, size, and momentum as

follows. At the beginning of each year, we employ the breakpoints of NYSE firms to sort all firms
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into three portfolios based on each firm’s market capitalization. Firms in each size-portfolio are
further sorted into three portfolios based on their book-to-market equity ratio. Finally, the firms
in each of the nine size/book-to-market portfolios are sorted into three portfolios based on their
prior-year return. We then compute the equal-weighted monthly returns on the 27 characteristic-
benchmark portfolios. For each year, a stock is assigned to a characteristic-benchmark portfolio
according to its rank based on size, book-to-market, and past-year return performance. The
characteristic-adjusted monthly returns of each stock are then computed by subtracting the stock’s

corresponding characteristic-benchmark portfolio’s returns from the stock’s returns.

As seen in Table 9, the characteristic-adjusted return on the portfolio of stocks whose firms
have presence in the country and are held by domestic fund managers are all positive, except
for that of Hong Kong. The positive characteristic-adjusted return ranges from 0 to 0.01%; 6 of
them are statistically significant at the 5% level and 4 are marginally significant at the 10% level.
Conversely, the portfolio of stocks whose firms have presence in the country but are not held by
domestic fund managers yield mixed performance. Note that there is a smaller number of U.S.
firms that have a local presence and are not held by fund managers of the country. As a result, we
can compute only the characteristic-adjusted returns for the portfolio of U.S. stocks whose firms
have local operations in 9 countries of our sample; for these countries, there are at least 29 U.S.
firms with presence and are not owned by any of the fund managers in each country. Except for
the positively statistically-significant characteristic-adjusted return in the case of the Netherlands
(0.02% with a t—statistic of 2.0), none of the characteristic-adjusted returns are statistically
significant at conventional levels. However, when we compare the two portfolios of stocks within
each country where there is an adequate number of observations, we find no statistical difference

in their return performances.

Taken together, the results of Tables 8 and 9 are more likely to suggest that mutual fund
managers exhibit a familiarity bias toward foreign U.S. firms that have a firm presence in their

home country.
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5 Conclusion

We employ data on the portfolio holdings of more than 3,000 mutual funds from 22 developed and
developing countries across the globe (excluding the U.S.) for the period 2000 to 2002 to examine
how these “domestic” funds from a wide range of countries make foreign investment decisions,
particularly their foreign investment in U.S.-headquartered firms. We find pervasive evidence of
home bias in their foreign investment decisions. Mutual fund managers favor U.S. firms that
have presence in their home country than those that have not, even after controlling for various
firm characteristics including firm worldwide visibility and recognition. Furthermore, we also find
increases in the likelihood of mutual funds to invest in U.S. firms and also to allocate more of their
holdings to these firms in the following year in which they first establish presence in the funds’
country. Overall, the home bias behavior is robust to the managers’ country of location, cultural
background, and spoken language, an evidence suggesting that the home bias phenomenon in

international finance is more pervasive than once documented.

The evidence that a firm presence plays a critical role in determining foreign investment
decisions has many important implications. Existing studies have offered several explanations
for the existence of home bias, and the explanations include information asymmetries, market
imperfections, and familiarity. On the one hand, information asymmetries may exist between
foreign firms that have presence in the home country of the investors and those that have not.
Alternatively, local investors could be more familiar with foreign firms that have a local presence
and hence such familiarity explains their bias toward these firms. Our additional analyses explore
these possible explanations. The results suggest that familiarity drives the local bias of the fund

managers toward foreign firms that have presence in their home country.
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Table 1

Summary Statistics of Fund Equity Holdings in U.S. Markets by Country

The table reports summary statistics of mutual fund equity holdings in U.S. markets by country in year 2002. For
each country, the table reports the number of funds holding U.S. equities, number of U.S. stocks held, total holding
value in US$ million, the number of U.S. firms with presence in the country, and finally the number of U.S. firms
with presence held. The total holding value is the sum of holding values of all stocks held by mutual funds in the
country. The last row reports the variables at the aggregate level across all 22 countries.

Total Number of No. of U.S. Firms
No. of No. of Holding Value U.S. Firms with Presence

Country Funds Stocks Held  (US$ million)  with Presence that are Held
Australia 30 267 463.2 92 73
Austria 127 569 755.7 43 42
Belgium 190 991 826.5 120 109
Chile 44 216 17.4 27 25
Denmark 96 437 356.2 45 43
Finland 54 310 147 31 30
France 126 657 526.6 188 156
Germany 794 1,483 3,122.0 270 234
Hong Kong 78 188 196.9 55 41
Hungary 1 40 2.0 4 3

Italy 51 819 230.5 117 104
Japan 115 633 729.3 156 136
Netherlands 101 429 1,554.1 111 87
Norway 58 368 230.5 39 38
Poland 1 70 7.9 11 8
Portugal 27 284 77.3 22 22
Singapore 67 552 120.5 98 82
South Africa 38 331 320.9 30 26
Spain 256 626 140.6 110 103
Sweden 140 561 644.6 7 72
Switzerland 251 1,034 3,911.7 116 104
U.K. 736 2,502 5,479.9 553 482
Total 3,381 2,810 19,861.7 688 575
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Table 6
The Effects of Firm-Presence Status Change

The table reports logistic regression results of the effects of foreign firms’ firm-
presence status change on fund investment decisions and fund holding weights
of such firms, by country. The dependent variable for the holding decision of a
fund manager is a binary decision-variable that equals one if a stock is held by
a mutual fund in that country, and zero otherwise, and the dependent variable
for the holding weight of a fund is a binary variable that equals one if a stock’s
relative holding weight is increased in that country, and zero otherwise. The
independent variables include the firm-presence status change variable and all
the control variables as defined in Table 3. The firm-presence status change
variable is 1 if a U.S. firm changes its status from no a local presence at the
beginning of the sample period to newly established presence at the end of the
sample period, 0 if no change in status occurs during the two-year sample period.
t—statistics reported in parentheses are based on standard errors adjusted for
heteroskedasticity using the White (1980) method.

Country Holding Decision Holding Weight
Australia 4.278"* 2.389™*
(4.35) (3.05)
Belgium 1.882** 1.146*
(2.16) (1.65)
France 3.624™" 2.716™"
(5.31) (4.28)
Germany 2.423™* 1.804**
(5.20) (3.38)
Ttaly 3.193** 2.077"*
(3.95) (2.78)
Japan 2.290*" 2.160*"
(2.93) (2.81)
Netherlands 1.702** 1.330**
(2.75) (2.50)
Singapore 4.560™" 1.613*"
(5.40) (3.20)
Spain 3.006™" 0.948**
(2.51) (1.78)
Sweden 5.538"* 0.819
(3.99) (1.48)
U.K. 0.907** 1.805**
(2.72) (5.52)

* denotes significance at 10 percent level.
** denotes significance at 5 percent level.
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Table 9

Performance of U.S. Stocks with a Firm Presence

The table reports the performance of U.S. stocks with a local presence by country over the
2001-2002 period. For each country, U.S. stocks with presence are split into two groups:
stocks with presence and held, and stocks with presence but not held by domestic fund
managers of the country. For each group, the table reports the equal-weighted characteristic-
adjusted return, number of U.S. stocks in each group, and a t—statistic that tests whether
the characteristic-adjusted return is different from zero. The last two columns report the
performance difference between the two groups and the t—test statistic of the difference.
Reported returns are expressed in percent.

Stocks with a Firm Presence Stocks with a Firm Presence Return
and Held by Fund Managers but Not Held by Fund Managers Difference
Country RH N RN No RY — RN
Australia 0.003 144 -0.005 45 0.008
(1.60) (-0.45) (0.74)
Austria 0.005* 85 — — —
(1.82) — —
Belgium 0.005"* 222 — — —
(3.03) — —
Chile 0.000 48 — — —
(0.05) — -
Denmark 0.003 83 — — —
(1.11) — —
Finland 0.004 59 — — —
(1.18) — —
France 0.004™* 280 0.013 70 -0.008
(2.84) (1.45) (-0.94)
Germany 0.003** 449 0.003 79 0.001
(2.32) (0.24) (0.04)
Hong Kong  -0.001 89 -0.012 37 0.011
(-0.23) (-0.73) (0.68)
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Table 9 (Continued)

Performance of U.S. Stocks with a Firm Presence

Stocks with a Firm Presence Stocks with a Firm Presence Return
and Held by Fund Managers but Not Held by Fund Managers Difference
Country RY Ny RN No RT — RN
Italy 0.004™* 208 -0.012 29 0.016
(2.25) (-0.75) (0.98)
Japan 0.003* 282 0.000 49 0.003
(1.77) (0.01) (0.26)
Netherlands 0.004* 170 0.019** 47 -0.015
(1.93) (2.03) (-1.55)
Norway 0.004 80 — —
(1.40) —
Portugal 0.002 45 — —
(0.48) —
South Africa  0.003 51 — —
(1.43) —
Singapore 0.003 145 0.015 35 -0.012
(1.44) (1.22) (-0.94)
Spain 0.004™* 191 — —
(2.52) —
Sweden 0.006™* 137 — —
(2.83) —
Switzerland 0.003* 215 — —
(1.78) —
U.K. 0.001 914 -0.004 160 0.005
(0.63) (-0.58) (0.66)

* denotes significance at 10 percent level.
** denotes significance at 5 percent level.

43



