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Abst r act

The world' s capital nmarkets enjoy unprecedented breadth and strength.
Financial institutions nmove trillions of dollars of assets around the
gl obe. Cross-border capital flows and foreign holdings of financial
assets continue to grow rapidly, linking individual financial markets
into an increasingly integrated global one. After a period of
relatively narrow fluctuations during 1980-85, global cross-border
flows tripled during the past decade to $6.4 trillion, reaching about
14.5 percent of world GDP by 2005.

In recent years, one of the nobst inportant topics has been foreign
i nvestor behavior. Investnent return is increasingly nore dependent on
i nvestor behaviour than on fund performance. It is inportant to
understand better how they operate, what factors are inportant in
their lending and investnent decisions. This paper ains to provide
i nformation about investor behavior towards devel opi ng countri es.

The assessnments about investor behavior through devel oping countries
can be sumarized as follow ng. National factors remain very inportant
in determning the supply of international investnent from individual
countries. Al though the regional factors have been far nore inportant
than global factors, global factors have increasingly affected on
national factors. The market capitalisation and nunber of listed
conpanies influence capital flows to the developing countries. The
corporate factors are nore effective than both capital markets factors
and country level factors on investor behavior. The nost inportant
thing is to change the investor behavior by type of players. Finally,
new conponents such as governance, confidence and transparency are
i ncreasingly becomng nore effective on investor behavior as a result
of gl obal devel opnent.

Keywor ds: investor behavior, devel oping countries.
| nt roducti on

The world' s capital nmarkets enjoy unprecedented breadth and strength.
Financial institutions nmove trillions of dollars of assets -stocks,
bonds, and other instruments- around the globe. Cross-border capital
flows and foreign holdings of financial assets continue to grow
rapidly, linking individual financial markets into an increasingly
integrated gl obal one. After a period of relatively narrow
fluctuations during 1980-85, global cross-border flows tripled during
the past decade to $6.4 trillion, reaching about 14.5 percent of world
GDP by 2005.

Capital flows are increasingly diversified across borders, globa
capital markets are beconming nore integrated as a result of
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liberalization and advances in technology, and the current economc
environnent offers nany oppourtunities for growh around the world.
The heightened interest of foreign investors in devel oping countries
has led to their increased integration into the global financial
system with benefits for those countries and for the global econony.
Sone considerable developnents in developing countries inprove
opportunities for foreign investors. Creditworthiness is increasing as
a result of external debt restructring in a wi de range of countries.
Productivity gains are obtained from structural reform and the
establi shment of confidence in nacroeconom ¢ nanagenent in devel opi ng
countries that have undertaken succesful stabilization prograns.

In recent years, one of the nost inmportant topics has been foreign
i nvestor behavior. Investnent return is increasingly nore dependent on
i nvestor behaviour than on fund performance. It is inportant to
understand better how they operate, what factors are key in their
lending and investnment decisions. This paper ains to provide
i nformation about investor behaviour towards developing countries. In
order to acconplish this task, this paper is organized as follows. The
next section presents the inportant of investor behavior. Section 3
gives the capital flows to developing countries since 1999. Section 4
anal yzes the investor behavior through devel oping countries. The |ast
section gives a concl usion.

| nportance of | nvestor Behavior

Anal yzing changes in the foreign investor behavior is fundemental to
understanding the buildup of strengths and weakness in the gl obal
nmarkets. Decisions that key investor make about where to allocate
their assets not only affect the prices of financial assets, but also
have wi de-ranging inplications for econom c performance and welfare in
various countries (Pazarbasioglu and Hardy, 2007).

Investor behavior is one of the three “golden rules”. Investor
behavior is essential and an excellent chance for success wth
investment plan (Shorr, 2007). A better understanding of behavioral
process and outcones is inportant for financial planners because an
understandi ng of how investors generally respond to narket novenents
should help investnent advisors devise appropriate asset allocation

strategies for their clients. For conpanies, identifying the nost
i nfluencing factors on their investors’ behavior would affect their
future policies and strategies. For governnment, identifying the nost

i nfluencing factors on investors’ behavior would affect the required
| egi slations and the additional procedures needed in order to satisfy
investors’ desires and also to give nore support to narket efficiency
(Al -Tam mi, 2006).

Fol l owi ng two researches suggest that the behavior of an investor is
the nost inportant determ nant of investing success. One of them was
researched by Dalbar which is Boston-based financial research firm

exanmned real investor returns in equity mutual funds from 1983
through 2004. Table 1 shows that the average investor earns
significantly less than the market indices, and investors that tine
the market actually l|ose noney over the period nmeausured. Market

tinmers consistently |ose noney, proving that it is extrenely difficult

over tine to consistently predict and react appropriately to changes
in the market. However, investors who systematically invest achieve
significantly higher returns, earning an annual return of 6.80 %
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conpared to a negative return (-3.29 % of market tiners. These
results show that investment return is far nore dependent on
i nvest ment behavi or than on fund perfornance.

Tabl e 1: Average Annual Returns 1984-2003

S & P 500 | ndex 12.9 %

Average Equity Fund | nvestor 3.51 %

Systematic Equity Fund I nvestor 6.80 %

Mar ket Timer Equity Fund Investor -3.29 %

Source: Dalbar Inc. “Quantitative Analysis of Investor Behavior”,
2004.

Note: The Average Fund Investor: This represents the aggregate action

of all investors. The Systematic Investor: This represents the
investor who invests a fixed dolar anmount each nonth for the entire
study period and nmakes no withdrawals. The narket tiner Investor: This

represents the investor
Systemati c | nvestor

who has bought and sold differently from the

I nvestor behavior can also affect on local nmarket capitalisation. The
second research conputed the inpact of the reallocation of portfolio
by institutional investors on local market capitalisation. According
to table 2 a one percent reallocation in the portfolio of US
institutional investors is likely to have a 34.9 percent inpact on
Latin Anerica's market capitalisation and a 14.2 percent inpact on
Asia (Boria, Chicacarini and Tsatsaronis, 1997).
Table 2: Inpact of Institutional Investors’ Reallocation of Portfolio
on Local Market Capitalisation

I ndust

Latin Anerica Asi a rial
Countr
I es
Pensi on | | nsurance | Open- end Tot al | Pension || nsurance | Open- end
Funds Conpani es | i nvest ment Funds Conpani es | i nvestment | Total | Tot al
Conpani es Conpani es

USA 16. 4 8.25 10. 25 34.9 | 6.66 3.35 4.16 14.18| 0.58
Japan 5.90 6.67 1.97 14.54| 2.40 2.71 0.80 5.91 | 0.24
Europe| 5.32 9.17 6. 29 20.78] 2.15 3.79 2.55 8.49 | 0.43
Source: Borio, Chicacarini, and Tsatsaronis, (1997.)
Note: one percent increase in portfolio allocation to equity as a

percent age of stock nmarket capitalisation)

Capi t al

The continued expansion
econoni c
countries has remai ned strong,
(up from 2.6 percent
H gh comodity prices have continued
2007) Current

beni gn

(Worl d Bank,

and

in 2005)

in capital
fi nanci al

envi ronnent .

Fl ows in Devel opi ng Countries

from

flows has been supported by a
Demand

i ndustri al

with GDP growth of 3.1 percent
boosti ng devel opi ng countries’ exports.
exporting countries

account

to benefit

bal ances for

as a group continued to inprove in 2006,
in 2005.
billion between 2003 and 2006 (Table 3).

of GDP,

up from 2.7 percent

in 2006

devel opi ng countries
reaching a record 3.1 percent

These bal ances rose by $247
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The expansion in net capital flows to developing countries continues
to keep pace with economc growh, with total (private and offical)
flows increasing slightly, from about 5 percent of GDP in 2005 to 5.1
percent in 2006, up from 3 percent in 2001 and equal to the |evel
reached in 1995 before the Asian crisis (Wrld Bank,2007). The
conposition of <capital flows continues to shift from offical to
private sources, as net capital inflows from private creditors
continue to expand, partially offset by net capital outflows to
official creditors. Private debt and equity inflows reached a record $
647 billion in 2006, up 17 percent from 2005. Equity continued to
account for the bulk of capital flows, averaging 70 percent of the
total during 2004-2006. Foreign direct and portfolio equity flows
reached a record $418 billion in 2006, while net private and officia
debt flows increased by just $75 billion since 2003. Net official
I ending declined sharply over the past two years, as principa
repaynments to official creditors exceeded di sbursements by $70 billion
in 2005 and $75 billion in 2006 (Table 3).

Table 3: Net Capital Flows to Devel oping Countries, 1999-2006

($ Billions)
1999 2000 2001 2002 2003 2004 2005 2006e
Current Account -19.1 34.4 12.1 60. 5 101.9 113.6| 256.4| 348.5
Bal ance
as % of GDP -0.3 0.6 0.2 1.0 1.5 1.4 2.7 3.1
Fi nanci al Fl ows
Net Private and 209. 6 181.1 191.1 | 174.2 262.0 385.9| 480.7| 571.0
of ficial flows
Net private flows 195. 6 187.0 164.5| 169.2 274.1 412.5| 551.4| 646.8
(debt + equity)
Net equity flows 189. 6 179.9 176.6 | 162.9 184. 3 257.7| 347.5| 418.8
Net FDI inflows 178.0 166. 5 171.0| 157.1 160. 0 217.8| 280.8| 324.7
Net portfolio 11.6 13.4 5.6 5.8 24.3 39.9 66. 7 94.1
equity inflows
Net debt flows 20.0 1.2 14.5 11.3 77.7 128.2| 133.2| 152.2
Ofical Creditors 14.0 -5.9 26. 6 5.0 -12.1 -26.6| -70.7| -75.8
Private Creditors 6.0 7.1 -12.1 6.3 89. 8 154.8| 203.9| 228.0
Bal ancing item -158.1| -170.4| -122.4| -60.2 -69.1 -95.5|-345.4| -286.5
Change in reserves -32.4 -45.1 -80.8| -174.4| -294.7| -404.0(-391.7|-633.1

Sour ce: Wrld Bank, 2007.

Anal yzi ng of Investor Behavior towards Devel opi ng Countries

Capital outflows from a country are generally nodel ed as dependi ng on
the economic conditions within that country, conditions in the world
econony, and conditions in candidate recipient countries. National and
gl obal factors have been and renmain very inportant in determning the
supply of international investnent from individual countries (IM,
2007). Table 4 shows the relationship anong capital outflows, gl obal
regional and type factors. According to table, the regional factors
have been far nore inportant than global factors since 1974. In the
sub-period from 1996-2005, the regional factors predom nate, but the
total predictive power is significantly higher than the sum of that
attributable to identified factors in the subperiod from 1974-96. This
suggests that there has been sone strengthening of the interaction
bet ween regi onal and gl obal factor.
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Table 4: The Effect of d obal, Regional and Type Factors on Capital
Qutflows in a Panel Data Regression, 1974-2005.

Tot al Wor | dwi de Regi onal Type factor
fact or Fact or
1974- 2005 0. 236 0.012 0.222 0. 000
1996- 2005 0.170 0. 002 0. 095 0. 000

Source: (I M-, 2007)

Building an international portfolio may |lead to bigger rewards, but
also to greater risks. A key risk category international portfolio
managenent faces is the country risk. The country risk is associated
with economic, financial, social, political and geographical factors,
reflected in variables such as main nacroeecononmic indicators (CDP
inflation, exchange rate) debt service ratios, and events such as
energy shortages, natural disasters, wars, etc. According to the
business literature, other factors that discourage internationa
portfolio investment are associated with the characteristics of stock
markets across countries, which can be perceived as additional source
of risk. For example, investors are |less keen on markets that are
shallow, lack liquidity and hold a high Ievel of concentration as such
markets would be nore vulnerable to shocks and nanipul ative actions.
These characteristics are commonly found in the stock markets of snal
and energing countries (Gottschal k, 2001).

Montiel and Reinhart (2001) indicate that market capitalisation and
nunber of I|isted conpanies do influence portfolio flows to the
emergi ng economes. O her markets’ characteristics, such as patterns
of share ownership and degree of government regulations, are also
believed to be <considered by investors when taking investnent
deci si ons (Gottschal k, 2001).

I nvest ment behavior is affected by a broad spectrum of factors. Table
5 shows that percentage of investors who think that factors is very
inmportant for investnent decision. The quality of market regulation
and infrastructure is highly significant, along wth enforceable
property rights and downward pressure on corruption. In addition,
i nvestors support a single global accounting standard.

Table 5: Inportant factors in investnment decision (%

Cor porate Factors Accounting discl osure 71

Shar ehol der equal ity 47
Capi t al mar ket | Market regul ation and 43
factors i nfrastructure

I nt ernati onal 42

Accounti ng standards

Market liquidity 37
Broad country |level |Property rights 46
factors

Pressure on corruption 32

I nsol vency and 32

bankruptcy regul ati on

Fi scal environnment 31

Banki ng system 30
Sour ce: McKi nsey d obal Investor Qpinion Survey on Corporate

CGover nance, 2002.
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Foll owing table shows that determinants of foreign investnment for US
and Japanese. During the 1980's US and Japanese nultinationals were
attracted by sonme simlar country characteristics: |ow wage inflation,
low country risk, good infrastructure, and an educated |abor force.
Both group of investors displayed a persistent, being strongly
attracted to locations with significant past investnent. Japanese
firmse started the decade as sonmewhat nmore fluid, but as their
i nvestment |evels surged, they becane nuch nore persistent. Overall,
US firns were nore influenced by donestic narket conditions and noved
contrary to changes in host country trade intensity (Myody and
Sirinavasan, 1998).

Tabl e 6: Determinants of Foreign Investnment for US and Japanese

Det er m nant s of US (1972-1992) Japanese (1981-1990)

For ei gn | nvest nment

Mar ket Size | mpor t ant Not i nport ant

Cost of | nvestnent Not Maj or iInfluence Not maj or influence

Corporate Tax Rate Nor Maj or iInfluence Not maj or influence

Cost of Labour Sensitive More sensitive

Trade propensity Large CGDP and |ow| Geat trade
vol umes of trade propensity

St ock of past FDI Greater Sensitivity Greater sensitivity

Primary school | Sensitive More sensitive

enrol I nent ratio

Country Ri sk influenti al More influenti al

Infrastructure Sensitive More senstitive

Source: Mdody and Sirinivasan (1998)

Table 7 displays the national factors that are seen by investors as
important in their decision-nmaking process in Sub-Saharan Africa. They
range from purely economic factors, such as growth performance and
exchange rate prospects, to institutional, such as private ownership,
to nore political ones (e.g. political stability).

Tabl e 7: National Factors Underlying |Investors’Behavior in Sub-Saharan
Africa

Macr o Structural I nstitutional Sect or al Politi cal Q hers
Growt h Soundness of | Private Low cost, Political Level s of
per f or mance; donestic owner shi p; vol une- stability | corruption;
O her financi al Common regional | driven Bur eaucr acy
macr oeconomni c system regulation and | primary ; motivated
vari abl es; regi onal supervision in | sectors | abour
Economic policy | economnic banki ng; force;
coordi nati on; integration; devel oprent  of donor
Exchange rate | availability stock exchange support for
prospects of nat ur al portfolio

resour ces; i nvest nent

transport and

tel ecom

Net wor ks

Source: Cottschal k, 2001, based on Bhinda, Giffith-Jones, Leape and
Martin (1999)

Gottschalk (2002) ained to provide information and insights into
| enders and investors’ behavior and their attitudes towards devel opi ng
countries. Gottschalk interviewed with international financial players
based in London, New York, Chicago and other US financial centers.

M BES 2008 711



Nuray Terzi, 706-714

Table 8 summarized the results about recent characteristics of the
different types of players.

Tabl e 8: Lenders and Investors’ Recent Traits

Pensi on Funds d obal Dedi cat ed Banks
I nvest nent I nvest nent
Funds Funds
Lendi ng/ | nvest nment Contrari ans Moment um Contrari ans I ncreasi ng
Strategi es Strategi es within country
| endi ng and
decl i ni ng
cross- border
| endi ng
Al 'l ocation Deci sion Consul tants Top- down Bot t om up Top- down
play a mjor |approach approach approach
role
Degr ee of Ri sk | Moder at e Hi gh Mbder at e Hi gh
Aver si on
Rol e of Information | npor t ant Mbder at e Cr uci al | npor t ant
Use of Mbdels Little Yes Little Sone do.
Her di ng Behavi or Bel ow aver age Yes Bel ow aver age yes
Constraints on | Some OECD | Lack of | Tend to be | Lack of | ender
investing EM countries face|liquidity and|equity of | ast
restrictions on|information investors that [resort, PSI
foreign asymetry are facing|initiatives
i nvest ment probl ens in|and orderly
investing in EM|debt workouts,
st ock markets | problems wth
t hat per sonal
i ncreasingly security.
lack depth and
breath
Source: Gottschal k (2002).
According to the 2002 dobal Investor Opinion Survey, corporate

governance is at the heart of investnment decisions. Investors state
that they put corporate governance on a par with financial indicators
when evaluating investnent decisions. An overhelmng mejority are
prepared to pay a premum for conpanies exhibiting high governance
standards. Prem uns averaged 12-14% in North America and Wstern
Europe; 20-25% in Asia and Latin America; and over 30 % in Esatern
Eur ope and Afri ca.

Tabl e 9: Inportant of governance relative to financial issues

Less | nmportant Equal |y Mor e | nmport ant
| mpor t ant
East ern Europe 15 45 40
Latin Anerica 16 66 18
Asi a 18 61 21
North Anerica 43 50 7
West ern Europe 44 41 15
Sour ce: McKi nsey  d obal Investor pinion Survey on Corporate

CGover nance, 2002.

Note: (Governance defined as effective boards of directors; broad
di scl osure, and strong rights and equal treatnment for sharehol ders.
Fi nanci al |ssues: Profit performance and growth potenti al
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Confidence in the econony and the capital markets is a critical driver
of economc and financial fluctations and of the business cyclical

When confidence increases, investors want to invest at prevailing
prices. Wen confidence decreases, spending and risk-taking tend to
fall. The State Street Confidence |Index provides an objective

quantative neasure of gl obal risk tolerance of the world's
sophisticated investors. Regional conponents neasure separetely the
ri sk appetites of institutional investors in North Anerica, Europe and
The Asia-Pacific region. The index is based on financial theory that
assigns precise neaning to changes in investor risk appetite, or the
wi I lingness of investors to allocate their portfolios to equities. The
nore of their portfolio that institutional investors are wlling to
devote to equities, the greater their risk appetite or confidence.
d obal Investor Confidence fell by 0.3 points to a level of 82.6 in
Oct ober 2007. Leading the decline were North Anerican institutiona

i nvestors, whose confidence fell sharply from 102.8 to 89.2. |In
Eur ope, confidence increased from 82.9 to 83.6 while whose confidence
declined from87.4 to 85.7 in Asia (Table 10).

Tabl e 10: Investor Confidence Index, Regional Data

2006 d obal N. Europe | Asia 2007 d obal N.  Aner. Europe | Asia
Aner .

Jan. 77.0 89. 8 73.7 82.9 Jan. 85. 2 94.9 92.2 85.0
Feb. 72.1 83.3 78.9 80. 7 Feb. 90. 6 101.9 92.5 82.5
March | 81.9 91.5 94. 4 77.9 Mar ch 99. 3 114.5 87.3 85.0
April | 83.0 93.1 96. 4 78.5 Apri | 93.0 102. 6 90. 5 81.7
May 86. 3 99. 0 93.9 78.8 May 92.1 100. 1 94. 4 85. 8
June 90.5 106. 7 86.5 80. 2 June 97.7 107.0 98. 1 84.0
July 83.3 98.1 85.4 81.1 July 86.3 95.5 87.1 79.7
Augus | 83.5 96.0 88.4 86. 6 August 99.6 117.1 86. 6 84.9
t

Sep. 80. 7 92.8 88. 9 90. 7 Sep. 88.7 102. 8 82.9 87.4
Cct . 82.9 93.2 95.5 95.2 [e 82.6 89.2 83.6 85.7
Nov. 82.2 90. 7 90. 2 99.7 Nov.

Dec. 88.0 98.2 97.0 90.1 Dec.

Source: State Street, 2007

In additon, country transparency affects international portfolio
i nvest nment . Gelos and Wi (2002) investigate the effect of
transparency in developing countries on the level of investnment by
i nternational i nstitutional i nvestors. They f ound t hat | ow
transparency tends to depress the level of international investnent.
Low transparency in a developing country leads to an increase in the
herdi ng behavior by international investors. Funds seem to react |ess
strongly to news about country fundenentals in |ess transparent
countries. During crises, funds flee non-transparent countries and
invest in nmore transparent ones.

Concl usi on

In last decades, investor behavior has been one of the nobst inportant
topics. Investnment return is increasingly nore dependent on investor
behavi our than on fund performance. This paper aims to provide
information about investor behavior and their attitudes towards
devel oping countries. Sonme considerable developnents in devel oping
countries inprove opportunities for foreign investors and the
hei ghtened interest of foreign investors in developing countries has
led to their increased integration into the global financial system
The assessnments about investor behavior through devel oping countries
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can be sunmmarized as followi ng. National factors remain very inportant
in determning the supply of international investnent from individual
countries. Al though the regional factors have been far nore inportant
than global factors, global factors have increasingly affected on
national factors. The market capitalisation and nunber of listed
conpanies influence capital flows to the developing countries. The
corporate factors are nore effective than both capital markets factors
and country level factors on investor behavior. The nost inportant
thing is to change the investor behavior by type of players. Finally,
new conponents such as governance, confidence and transparency are
i ncreasingly becomng nore effective on investor behavior as a result
of gl obal devel opnent.
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