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ABSTRACT

Although agency problem, governance, and synergy in mutual fund industry have been studied in financial literature,
the implications of social capital for these issues have not been studied. Using 12,809 investments in open-ended mutual
funds collected from Taiwan, this study finds that social capital between mutual funds and their investors results in
agency problems. The reciprocal relationships between mutual funds and certain investors may damage other investors,
causing agency problems. This study also finds that because formal governance infrastructures are weak in mutual fund
industry, investors seek informal social mechanisms to govern agency problems and protect their own interests. Finally,
this study finds that social capital is crucial for investment companies, which issue and manage multiple mutual funds,
to create synergies with regard to transferring and sharing customer-specific information across mutual funds.

INTRODUCTION

Investor investment in mutual funds is just likeeéstment in corporate stocks, facing agency proklénvestors
invest in mutual funds in the hope that the pratess knowledge of fund managers will increase netuand control
risk, but in reality this does not necessarily acétund managers may use the proceeds that ingesteested to
increase their own interests at the expense ofstove When facing agency problems, investors seRorate
governance mechanisms to protect their own interéstpublic corporations, investors organize beastidirectors,
align managerial incentives, and introduce mar&etcbrporate control to govern the agency probl€&sdaram and
Inkpen, 2004). However, in mutual fund industrye thovernance mechanisms are not well-designed r§Raalil
Stevenson, 2006); namely, investors investing ituadufunds are less protected. Additionally, inmesht companies,
which issue and manage multiple mutual funds, pramamutual fund industry in order to create sygies by
combining several mutual funds within an investmemnpany. However, the synergies are not empiyicgjnificant
in literature (Chen, Hong, Huang, and Kubik, 2002).

Although agency problem, governance, and synergynirtual fund industry have been studied in financia
literature, the manner in which social capital begw mutual funds and investors affects these phenans unknown.
Social capital describes the goodwill availablénidividuals or groups from the network of relatibips in which they
are embedded (Adler and Kwon, 2002). Social capitat proved effective in governing interorganizadio
relationships and hazardous transactions (Coled@88; Uzzi, 1996; 1997; 1999; DiMaggio and Loucf98; Dyer,
1997; Dyer and Singh; 1998; Dyer and Chu, 2003a6Gu 995; Chung, Singh, and Lee, 2000; InkpenEsahg, 2005;
McEvily and Marcus, 2005; Kotabe, Martin, and Doma003; Peng and Heath, 1996; Subramani and \famkan,
2003; Reuer and Arino, 2007; Westphal, Boivie, @tmhg, 2006). Additionally, scholars have shown gutial capital
is important to corporate governance within busng®ups in emerging economies (Khanna and Pal€8y,, 2000;
Luo and Chung, 2005; Peng, Lee, and Wang, 2005)eftleeless, the manner in which social capital fions as a
corporate governance mechanism for external invesainknown.

However, as argued by Granovetter (1985; 1992)iakcapital itself may cause malfeasance. This ystwdl
investigate the agency problems incurred by saapltal. Social capital may bring reciprocal redaships between an
investment company and certain investors that daréger investors, causing agency problems.

Finally, social capital may create synergies foreBtment companies. Social capital transfers custamecific
information and knowledge to investment companiesigh fund-customer ties, which can be used byrathdual
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funds within the same investment company to prowié#er service for that investor with a lower ¢osteating
synergies for the investment company.

This study addresses the following questions: (hatware the agency problems between investorscipails)
and investment companies (agents) which sociataldming about? (2) How does social capital fumetas a corporate
governance mechanism to protect investor inte@stisenhance investor willingness to invest in mutuads, given
the agency problems between investors and investomnpanies? (3) How does social capital creatergyes for
investment companies, which manage multiple mutuads?

Using data on 12,809 investments in open-ended ahditunds collected from Taiwan, this study empifica
examines the agency problems result from sociatalapetween mutual fund investors and investmemhganies, the
manner in which social capital can be used as potate governance mechanism to protect the inteaéshutual fund
investors, and the manner in which social capitebte synergies for investment companies. The Tes& mutual
fund industry provides an excellent example foistheesearch questions. Formal corporate governaecanisms,
such as boards of directors and the market foraratp control, do not exist in the Taiwanese mufwadl industry and,
as in other countries, investment company compemsaind mutual fund performance are misalignedcestating
agency problem and forcing investors to increase tkeliance on social capital to protect their anerests.

THEORY AND HYPOTHESES

The Concept of Social Capital

Social capital is the goodwill available to indiuas or groups from the network of relationshipsiimich they
are embedded (Adler and Kwon, 2002). To underskawd social capital results in agency problem, asts corporate
governance mechanism, and create synergies in hiutod industry, it is best to first understand tbencept of
embeddedness.

Granovetter (1985) contended that economic actwasot “atomized” and cannot be explained by esfee to
individual motives alone, as described by neoatassiconomics and financial economics; rather, eson actions are
embedded in social networks. “Embeddedness” descfithe fact that economic actions and outcomks,dil social
actions and outcomes, are affected by concret@immgystems of social relations” (Granovetter,5)9&ranovetter (1992)
further categorized the effects of embeddednesconomic actions into relational and structurakatpof embeddedness.
Relational embeddedness is referred to as théhaiceconomic action and outcomes are affectethdoglyadic or pairwise
relations of actors. Meanwhile, structural embeddsd describes the effects of the overall netwbrklations.

However, social capital may be abused by indivisiual groups, causing malfeasance. First, trust mpkeple
vulnerable. Shapiro (1984) studied 526 cases ahfifal crimes in the U.S., finding that the crinténand the victims
are acquaintances in most cases. Trust make pémgked in hazardous transaction without adequategsards.
Second, large scale malfeasance requires a weditsted group rather than an individual (Granovett®92). Trust
and reciprocity usually exist in the relationsh@msong members in a criminal group, which is usuediyesive.

Agency Problemsin Mutual Funds

Agency problems arise in the relationship betweernual fund investors (principals) and investmenhpanies
(agents). Investors invest in mutual funds mandgetlind managers in the hope that the fund managdrsnanage
the funds in the best interests of the investosetdan fund manager professionalism and to diyerrsifestor proceeds
by spreading investment across a portfolio of sgearto reduce risk. However, investment compani@y not act in
the best interests of investors but rather to meedrtheir own benefit, causing agency problemsviBus studies have
shown that fund managers are engaged in markingrupindow-dressing of mutual funds they managedrii@a,
Kaniel, Musto, and Reed, 2002; Lakonishok, Shleiféraler, and Vishny, 1991), excessive risk-takinygmid-year
loser, herding in portfolio holdings, and commotyaln trading behavior across funds (Chevalier &figson, 1999;
Grinblatt, Titman, and Wermers, 1995; Hong, Kulikd Stein, 2003). Recently, Gaspar, Massa, and SM&006)
found that investment companies strategically fieangerformance across member funds to favor these likely to
increase overall investment company profits (hegh fees or high past performers) at the expehsgher funds.
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This study proposes that misalignment between cosgi®n and performance of mutual funds combingt wi
reciprocal relationship between mutual funds andage investors incurs agency problems. Investnearmhpanies
managing mutual funds have three revenue sounced:-énd-load fees, which are paid upon purchaderaf shares,
back-end-load fees, paid upon redemption, and tipgraxpenses, which are charged based on thegevsize of the
assets under management (Barber, Odean, and Zke@§;, Almazan, Brown, Carlson, and Chapman, 2004)y
operating expenses are slightly aligned with fuedfigrmance (i.e., when the market value of assedt dsset value]
under management increases, operating expenseasecaccordingly). Most investment company revéshuelated to
mutual fund sales rather than performance.

Since investment company revenues are largelyectliat fund sales, investment companies implemeatiesfies
to increase fund sales, rather than fund perforemaRarticularly, fund managers invest the proceédsutual funds in
stocks and bonds of firms that then invest the geds back in funds managed by the same investroempany to
increase fund sales, rather than investing theea@& in stocks and bonds that are undervalued Haner fund
performance. Firms invest the proceeds back becthesfund managers help to support firm stock piice.,
reciprocity [Chung, Singh, and Lee, 2000; Colemi&388]). Accordingly,

Hypothesis 1: If a mutual fund holds stocks issued by an investor, the likelihood of that investor investing in a mutual
fund (bond fund or non-bond fund) managed by the same investment company increases.

Hypothesis 2: If a mutual fund holds bonds issued by an investor, the likelihood of that investor investing in a mutual
fund (bond fund or non-bond fund) managed by the same investment company increases.

Social Capital asa Corporate Governance M echanism for M utual Funds

Because formal corporate governance mechanisms@mplete and imperfect, informal corporate goeace
mechanisms, i.e., social capital, emerge and phgprtant roles in protecting investor interests.
Relational embeddedness refers to the influenceyaflic relationships on economic actions (Granevett992).
Former research on embeddedness has shown thatlmwist and information sharing in dyadic relabips
effectively govern opportunistic behavior (Dyer aBithgh, 1998; Dyer, 1997; Dyer and Chu, 2003; Reuner Arino,
2007; Westphal, Boivie, and Chng, 2006) and ag@moklems. Because past transaction experience eebamst and
information sharing, we hypothesize that:
Hypothesis 3a: The greater the frequency of past direct transactions, the greater the likelihood of the investor investing

in a mutual fund managed by the same investment company.

The likelihood of new transactions may not increésearly with the frequency of past direct trartgats.
Instead, the relationship may be inverted U shapere are two reasons for this inverted U shapest,Ribo many
transactions between an investor and a mutual foagd be harmful to the investor because of the @ssoclack of
diversification, violating the principles of modeportfolio theory established by Markowitz (1958econd, Uzzi
(1996; 1997; 1999) has demonstrated that excessimmeeddedness leads to firms lacking market infaomatgarding
price, fees, and service quality of alternativeestment companies, negatively impacting firm penfamce. Therefore,
with the increase in embeddedness and number oft@asactions, the marginal effects of embeddesidesrease,
resulting in inverted U shape relationships.

If the coefficient of the first term is positives @auggested in H3a, and that of the square temedsative, the
relationship between the likelihood of new investirend past direct transaction frequency has arties U shape. Thus,
Hypothesis 3b: The likelihood of an investor investing in a mutual fund managed by an investment company is

negatively related to the square term of past direct transaction frequency.

Structural embeddedness is referred to as thetliatteconomic actions are influenced by the strecaf the
overall social network in which they are embeddé&daqovetter, 1992). Previous research on stratjamces has
found that firms with similar network status are rmdikely to become alliance partners, becauseustatgnals
information regarding firm competence and trustiimtss, and thus reduces uncertainty (Stuart, 1@ifati and
Garguilo, 1999; Chung, Singh, and Lee, 2000; Paddl@894). The competence and trustworthiness stgumals are
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referred to as reputational capital (Peng, Lee \&adg, 2005). Thus,
Hypothesis 4: The likelihood of an investor investing in a mutual fund managed by an investment company is positively
related to the degree of status similarity between the investor and the investment company.

Social Capital Creates Synergiesfor Mutual Funds

It is said that an investment company that issmelsraanages multiple mutual funds at the same tirg ecreate
distribution synergies that a customer relation banshared by several funds within the same invastroompany
(Chen, Hong, Huang, and Kubik, 2002). However, meal evidence on such synergies is provided.

Social capital can also help us to understand hastomer relationships can be shared within investme
companies to create synergies. When an investasisvin a bond fund managed by an investment coynpaay
establish an information channel, which can be usedhe investment company to collect investor iinfation and
tacit knowledge, which in turn can be used by theestment company to provide other services forstiree investor
(i.e., cross-selling), thus enhancing the likelitioaf new non-bond fund transactions between thestor and the
investment company.

However, this study argues that success in crdisegs®etween bond funds and non-bond funds in stwent
companies varies with the direction of cross-sglliDur data demonstrate that bond funds maintansiderably
stronger ties with customers than do non-bond funels the frequency with which corporate investors stvie bond
funds are overwhelmingly greater than that withahihihey invest in non-bond funds, suggesting tlaidbfunds can
access sufficient customer-specific knowledge tmmlete a cross-selling process so as to enhaneeeeafficiency,
whereas non-bond funds, which maintain only wees with customers, cannot. Accordingly, the follogvhypothesis
is proposed:

Hypothesis 5: Cross-selling process from bond funds to non-bond funds can be completed, whereas cross-selling
process from non-bond funds to bond funds cannot.

METHODS

The unit of analysis in this study is the dyad kegwan investor and a specific category of mutwad$ managed
by an investment company. The mutual funds aregosized into bond funds and non-bond funds, with kdtter
including stock funds, balance funds, and otherg.vAlue of 1 indicates that an investor invests speacific category
of funds (bond funds or non-bond funds) manageditynvestment company, while a value of O indicated the
investment does not occur. This study gathered0B2jBvestments by 1,051 corporate investors in alufunds
managed by 43 investment companies during 2002:200ng the 12,809 investments, 12,660 were in Hands and
only 149 were in hon-bond funds. There are 45 ggsiinvestment trust companies in Taiwan durlmggample period.

Among the 45 investment companies, 43 manage kmwttd Bnd non-bond funds, and all of these are imclud
the present sample. The present sample only ingladen-end mutual funds. Closed-end funds are @adlfrom this
study. The 1,051 corporate investors are non-filghficms listed on the Taiwan Stock Exchange amel ® TC market.
Thus, there are 45,193 (43x1,051) dyads in our Eafnp. N=45,193) for each category of funds. Namely, ehere
45,193 dyads for 1,051 possible corporate investaessting in bond funds of 43 possible investmmorhpanies, and
45,193 dyads for 1,051 possible corporate investaessting in non-bond funds of 43 possible invesitrcompanies.
Each dyad may present a new investment (y=1) ofy¥d). Logistic regression model is used to tbst factors that
affect the likelihood of y=1.

Fund holding customer stocks is measured as whether or not mutual funds ofnaasiment companies hold
stocks issued by a corporate investor during 20023 2~und holding customer bonds measures whether or not mutual
funds of an investment company hold bonds issuea ¢txyrporate investor during 2002-2002ast investment ties have
two categories: past bond fund ties, measuredea$ré¢lquency of an investor investing in bond funtmaged by an
investment company, and past non-bond fund tiegsmed as the frequency of an investor investingan-bond
funds managed by an investment company during 2003- (Chung, Singh, and Lee, 2000; Curral and Inkge02;
Gulati, 1995; Gulati and Gargiulo, 1999; Pollockr&t, and Wade, 2004; Reuer and Arino, 20B@}t investment ties
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squares are calculated as the square term of past bordi tiea and the square term of past non-bond fiewd(tVzzi,
1996; 1997; 1999; Gulati, 1995}atus similarity measures the degree of similarity between investor investment
company statusCross-selling is the process by which one division accessesomestspecific knowledge and then
transfers this knowledge to another division, inmimg the efficiency of servicing and thus attragtithat customer
(Chuang and Lin, 2008; Yasuda, 2005; Rajan, 19%6atas and Qi, 2003). If bond fund ties increasdikelihood of
an investor investing in non-bond funds of the sémrestment company, the cross-selling process fsond fund to
non-bond funds is successful. Similarly, if non-8dand ties positively impact the likelihood of avestor investing
in bond funds offered by the same investment compae cross-selling process from non-bond fundsated funds is
successful (Chuang and Lin, 2008; Jensen, 2003idéa2005).

This study controls several variables. First, thtigsdy controls investment company status, measasethe
number of ties associated with an investment compamd investor status, measured as the numbéesoassociated
with an investor, and joint statuse(, the product of investment company status and tovesatus). Joint status must
be included to fully control the dyad-level comkina of node characteristics (i.e., the combinatidrinvestor status
and investment company status) (Lincoln, 1984).08d¢cthis study controls customer (investor) curratio, which
equals current assets divided by current liabditié the investor. This study also controls custogiee, measured as
the natural log of total assets of the investanaHly, this study controls investor age, measuetha number of years
for which the investor has been established.

RESULTS

Table 1 summarizes the descriptive statistics bivafiables. Meanwhile, Table 2 lists the resulfslagistic
regression. Generally, the hypotheses developtdsrstudy are largely supported.

Table 1. Descriptive statistics (N = 45,193)

Variable Mean S.D. 1 2 3 4 5 6 7 8 9 10 11 12 13 14
1 New bond fund tie (0,1) 0.022 0.148 1.00
2 Past bond fund ties 0.228 1.672 0.46 1.00
3 Past bond fund ties square 2.847 61.330 0.22 0.79 1.00
4 New non-bond fund tie (0,1) 0.001 0.023 0.08 0.07 0.0001
5 Past non-bond fund ties 0.002 0.094 0.03 0.05 0.04 0.300 1
6 Past non-bond fund ties square 0.009 0.956 0.00 0.@D ®@.12 0.84 1.00
7 Customer's current ratio 2.212 2.325 0.00 -0.01 0.000 0.0.00 0.00 1.00
8 Customer's size 14.499 3.033 0.10 0.10 0.04 0.02 0.02 60mal 1.00
9 Customer's age 8.135 4306 0.02 0.03 0.01 0.02 0.01 0.007 -0.11 1.00
10 Investment company's status 58.837 42.060 0.08 0.02 @.00 -0.01 -0.01 0.00 0.08 0.00 1.00
11 Customer's status 2.407 5.145 0.42 0.38 0.15 0.07 0.082 00.00 0.21 0.03 0.00 1.00

12 Holding the customer's bonds 0.035 0.184 0.10 0.0 W2 0.01 0.00 -0.01 0.10 0.06 0.08 0.17 1.00

13 Holding the customer's stocks 0.197 0.397 0.17 0.1@6 00.03 0.02 0.00 0.03 0.19 -0.05 0.17 0.33 0.18 1.00

14 Status similarity 0.552 0.253 0.04 0.06 0.02 0.00 -0.@101- 0.01 0.01 -0.01 -0.66 0.07 0.01 -0.02 1.00
15 Joint status 141.635 385.632 0.47 0.51 0.21 0.06 0.030 OO0 0.18 0.03 0.26 0.78 0.19 0.34 0.18

DISCUSSIONSAND CONCLUSIONS

This study finds that social capital has importamplication for agency problems, governance, antegyies in
mutual funds. Just like those that invest in firimggstors that invest in mutual funds face agemroplems. H1 and H2
demonstrate that fund managers, the agents, mayhasproceeds invested by investors, the pringigalsnvest in
securities issued by firms that may invest those@eds back in the funds managed by the same meastompany,
based on their reciprocal relationships, to in@emyestment company sales and revenue, ratheritivasting in
securities with growth potential and thus bettevisg investor interests.

Because certain formal corporate governance mestmanare absent in mutual funds, informal governance
mechanismsi.e., social capital and embeddedness, are importans. §thdy has shown that trust and information
transfer through social capital and embeddednéssaaca crucial corporate governance mechanisracirggl investor
perceptions of agency costs and enhancing invegliargness to invest in the mutual funds (H3; H4).
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Social capital is also vital in creating synerd@sinvestment companies (H5). Investment companésxi social
capital to access customer-specific information tuaeh apply this information to provide other muitiuend services to
that customer, reducing the costs and increasiatitgywf service, thus creating synergies for iriu@nt companies.

Table 2. Results of logistic regression models (N = 45,193)

Holding the customer's stocks
Holding the customer's bonds
Past bond fund ties

Past bond fund ties square
Past non-bond fund ties

Past non-bond fund ties square
Status similarity

Investment company's status
Customer's status

Joint status

Customer's current ratio
Customer's size

Customer's age

Intercept

-2LR

%2
Degrees of freedom

Investing in a Bond Fund

Investing in a Non-bonddFun

Model 1 Model 2 Model 3 Model 4
0.430 *+** 0.905 *
(0.089) (0.657)
0.354 * 1.204 **
(0.121) (0.596)
0.307 *+* 0.092 t
(0.017) (0.083)
-0.004 *e -0.001
(0.000) (0.002)
0.028 3,171 ®ex
(0.563) (0.365)
-0.031 -0.206 **
(0.223) (0.048)
2.453 *rk 2.685 *
(0.228) (1.774)
0.010 **** 0.017 *+** -0.015 -0.008
(0.002) (0.002) (0.010) (0.012)
0.175 *** 0.239 *re* 0.132 #hxx 0.170 **
(0.008) (0.011) (0.029) (0.060)
0.001 **+x -0.001 **x 0.001 0.000
(0.000) (0.000) (0.000) (0.001)
0.044 **= 0.041 ** -0.013 0.013
(0.016) (0.019) (0.148) (0.162)
0.034 ** 0.014 0.046 -0.025
(0.014) (0.014) (0.083) (0.073)
-0.026 *** -0.021 ** 0.107 ** 0.103 *
(0.008) (0.009) (0.043) (0.055)
-6.480 *rrx -8.367 -9.974 ®rx 11,966 e
(0.254) (0.326) (1.436) (2.062)
5882.578 5261.316 297.420 201.196
3822.894 **** 4444156 *re+ 97.395 *+ 193,620 *ri
6 13 6 13

Tp<0.15; *p<0.1; **p<0.05; **p<0.01; ****p<0.001.
One-tailed tests for main variables; two tailedsésr control variables; standard errors are ireptheses.

This study found that formal corporate governancectmnisms in mutual funds suffer some weaknesses,

resulting in significant agency problems that jedigge investor interests, particularly in emergemnomies such as
Taiwan. Underdeveloped corporate governance itistitsl impede investment willingness and the develept of
mutual fund industries in Taiwan and other emergingnomies (Khorana, Servaes, and Tufano, 200%gording to
Khorana, Servaes, and Tufano (2005), the mutual fmdustry accounts for only 17.6% of GDP in Taiweompared
to 68.3% in the U.S. In particular, the equity sectbmutual funds accounts for only 3.2% of the ltetack market in
Taiwan, compared to 24.5% in the U.S. and 13.4% énUtK. Although this study finds that informal gomance
mechanisms can be used to govern some agency preldecial capital itself cause agency problemtureuesearch
should suggest how formal corporate governance amsms can be enhanced to further protect investaperty right
in the mutual fund industry (Radin and Stevens@06).
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