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Resumo 

The aim of this paper is to investigate the relation between mutual funds’ international 
diversification strategy into asset from emerging and developed markets and their 
performance and risk. We examine annual data of circa of 1,500 Brazilian mutual funds over 
a recent time period from 2012 to 2017 using OLS regression with a panel data set (1,632 
funds by year, on average). From our data analysis we are able to draw a panorama of the 
mutual funds’ international diversification, which is considered to be low and concentrated in 
US stocks. The empirical result suggests that there are some benefits coming from 
international diversification in terms of increase of returns and risk reduction, especially for 
the Brazilian mutual funds holding developed markets’ stocks, that have on average higher 
performance and lower risk than those holding emerging markets’ stocks.  

Palavras-chave: International diversification; mutual funds; developed markets; emerging 
countries. 
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1. Introdução 

In 2017, the Brazilian fund industry was considered the world’s fourth largest in terms of net 
assets, holding 95% of the investment funds’ total net assets in South America (EUROPEAN 
FUND AND ASSET MANAGEMENT – EFAMA, 2018). In 2018, Brazilian funds managed 
more than 4.1 trillion BRL in assets, which represent more than 60% of the country’s GDP 
(ASSOCIAÇÃO BRASILEIRA DAS ENTIDADES DOS MERCADOS FINANCEIROS E 
DE CAPITAIS – ANBIMA, 2018).  

Despite these figures, for the Brazilian Financial and Capital Markets Association, Brazilian 
investments funds still fall short of international standards and of its potential due to 
macroeconomic, structural, regulatory and tax issues (FILGUEIRA, 2014). In this sense, 
achieving greater international diversification is one of the strategic items on the association’s 
agenda that aims to improve the competitiveness of the Brazilian fund industry (FILGUEIRA; 
CIDADE, 2015). 

The low level of the Brazilian investment funds’ international diversification could be related 
to information costs due to: (i) geographical limitations, language, cultural differences and 
distinctions in the accounting and legal systems of each country (CHAN; COVRIG; NG, 
2005; GRINBLATT; KELOHARJU, 2001); (ii) transaction costs (PORTES; REY, 2005); (iii) 
informational asymmetries (VAN NIEUWERBURGH; VELDKAMP, 2007); (iv) 
expropriation risk (DAHLQUIST et al., 2003); (v) late financial opening of the economy at 
the end of the 90s (FREITAS; PRATES, 2001); and (vi) especially to the excessive regulated 
internal environment before 2015, when the CVM  Rule No. 555 made the investment abroad 
more flexible and increased the limit allowed to investment funds to invest in foreign assets 
(COMISSÃO DE VALORES IMOBILIÁRIOS - CVM, 2014). 

Academic research has also shown the potential gains of international diversification to 
Brazilian investment funds: Borges Junior and Malaquias (2017) evidenced that portfolios 
composed mainly by internationally diversified investment funds tend to present the lowest 
level of volatility in returns. We suggest that the claimed benefits of international 
diversification of exchange market’s portfolio composition – in terms of risk reduction and 
increase of returns (GRUBEL, 1968; LEVY; SARNAT, 1970; SOLNIK, 1974) – could also 
be extended to Brazilian mutual funds, which are allowed to invest at least 66.6% of their net 
asset value in the stock market.  

Differences across countries in terms of institutional characteristics, economic phenomena, 
investor protection, corporate governance, foreign exchange rate volatility and GDP per capita 
influence financial markets, countries’ risk and also companies’ performance, strategies and 
risk (DEVEREUX; LANE; XU, 2006; FIDORA; FRATZSCHER; THIMANN, 2007; 
GIANNETTI; KOSKINEN, 2010; GIOFRÉ, 2014; KLAPPER; LOVE, 2004; KWOK; 
REEB, 2000; LA PORTA et al., 1998; LEUZ; LINS; WARNOCK, 2008; THAPA; 
POSHAKWALE, 2010; VO; NGUYEN; HO; NGUYEN, 2017). Thus, it may be argued that 
developed and emerging countries may share certain similarities. We, therefore, also suggest 
that fund’s portfolio diversification into assets of companies from developed and emerging 
markets leads to different benefits in terms of risk and return. It might be the case, then, that 
cross-sectional differences in mutual fund’s performance and risk could be explained, at least 
in part, by differences in the international diversification strategy of each fund.  

To explore these arguments, in this paper we examine the relation between Brazilian funds’ 
performance and risk and their international portfolio allocation into stocks of companies 
from developed and emerging markets. We used an extensive dataset comprising circa of 
1,500 Brazilian mutual funds over a recent time period, from 2012 to 2017, with 9,791 
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observations which enable us to comprehensively examine our research hypotheses, using 
ordinary least squares (OLS) regression with panel data.  
The result of our study may be suggestive. From the descriptive analysis of our data, we were 
able to draw a possibly interesting scenario of the Brazilian mutual funds’ international 
diversification. The level of international diversification is low, however it has increased over 
the years. The “home bias phenomena” was detected in the mutual funds’ portfolio 
composition. When a mutual fund invests abroad, most part of its portfolio is allocated in 
developed countries, with a preference for stocks from US companies. Furthermore, we 
provide empirical evidence on the benefits of international diversification in terms of increase 
of returns and risk reduction for Brazilian mutual funds, especially for funds holding 
developed markets’ stocks that have, on average, higher performance and lower risk than 
those holding emerging markets’ stocks.  
The contributions of our paper are: i) this paper may break fresh ground when examining the 
effects of international diversification on Brazilian mutual funds’ performance and risk; ii) it 
supports the arguments for the benefits of international diversification strategy to the financial 
markets of emerging countries, differently from most studies, which focuses on the U.S 
market; iii) it contributes to a better understanding of international diversification in the 
Brazilian fund industry; and iv) it examines whether differences in portfolio allocation into 
emerging or developed countries influence performance and risk of investment mutual funds. 
Our research also contributes to financial market participants: i) in terms of fund managers’ 
viewpoint, it highlights a strategy that may be used to reduce volatility in returns and increase 
performance of the funds they manage; and ii) in terms of investors’ viewpoint, its results 
show that they should rather chose the internationally diversified mutual funds when deciding 
in what to invest.  
 

2. Literature review 
2.1 To what extend is the Brazilian fund industry internationally diversified? 

Considering the worldwide distribution of investment fund net assets at the end of 2017, 
Brazil held the fourth largest share of the world market, behind only The United States, 
Europe and Australia. In South America, the country held 95% of the total net assets of the 
continent’s fund industry (EFAMA, 2018). By the beginning of 2018, more than 4.1 trillion 
BRL were under management of Brazilian funds, which represents more than 60% of the total 
GDP of the country in 2017 (ANBIMA, 2018). 

Despite these figures, the Brazilian Financial and Capital Markets Association argues that 
Brazilian mutual funds still fall short of international standards and of its potential due to 
macroeconomic, structural, regulatory and tax issues (FILGUEIRA, 2014). For example, 
efforts to achieve greater internationalization – such as increasing the volume of international 
diversification and raising funds from foreign investors – could contribute to improve the 
strategic agenda of ANBIMA’s associated investment funds and their competitiveness.  

Brazil presents South America’s lowest level of international diversification in the fund 
industry: in the case of the pension funds, for example, while the regulatory limit for foreign 
investment reached 20% in Mexico, 40% in Colombia and Peru, and 85% in Chile, in Brazil, 
it stopped at 10% (FILGUEIRA; CIDADE, 2015).  

Having a disproportionate share of domestic assets in a portfolio is a phenomenon known as 
home bias (CHAN; COVRIG; NG, 2005; FRENCH; POTERBA, 1991). Explanations to such 
a phenomenon may include: (i) an excessively regulated internal environment, a need for 
specialized teams’ training and exchange regulations (FILGUEIRA; CIDADE, 2015; 
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THAPA; POSHAKWALE, 2010); (ii) transaction costs (HEATHCOTE; PERRI, 2013); (iii) 
expropriation risk and corporate governance (DAHLQUIST et al., 2003); (iv) information 
asymmetries (VAN NIEUWERBURGH; VELDKAMP, 2007); (v) and information costs due 
to geographical limitations, language, cultural differences and distinctions in the accounting 
and legal systems of each country (CHAN; COVRIG; NG, 2005; GRINBLATT; 
KELOHARJU, 2001; PORTES; REY, 2005). 
Another factor that might also have contributed to the low level of international 
diversification in Brazil is the late opening of the Brazilian economy. It occurred only in 
Fernando Henrique Cardoso’s administration in the 90s. Only then, the free capital flow 
among Brazil and foreign countries effectively started. However, the process of liberalization 
and deregulation of the capital account in the balance of payments ended only in 2000 
(FREITAS; PRATES, 2001).  
Another landmark may have been CVM Rule No. 555, of 2015, which enabled investment 
funds to invest abroad, in assets from foreign countries, with higher limits and flexibility than 
ever. Corroborating CVM’s efforts to stimulate and to make the investment in foreign assets 
more flexible, several studies have been conducted to discuss the benefits for investors of 
diversification across countries (DE SANTIS; GERARD, 1997; GRAUER; HAKANSSON, 
1987; GRUBEL, 1968; LEVY; SARNAT, 1970; SOLNIK, 1974). 
Grubel (1968), Levy and Sarnat (1970), Grubel and Fadner (1971), and Solnik (1974) were 
the seminal scholars responsible for extending the explanation of Theory of Portfolio 
Selection (MARKOWITZ, 1952) to long-term asset holdings in foreign currency. Levy and 
Sarnat (1970) suggest that there is a strong tendency that countries’ domestic economic 
phenomena may cause a high degree of positive correlation its economy’s overall 
performance, so the main motivation for holding an internationally diversified portfolio of 
assets would be to reduce risk and achieve higher investment return. When the rate of return 
of securities in one country is not as good as expected, securities in another economy may 
perform better, so an internationally-diversified investment portfolio could offset the losses 
and risk from that first country.  
The literature has demonstrated that Brazilian investors can benefit from the international 
portfolio diversification, too (ALMADA; SAVOIA, 2010; LAMOUNIER; NOGUEIRA, 
2007; NOGAS; SILVA; DUCLÓS, 2008; SANTOS; COELHO, 2010). Studies regarding the 
relation between international diversification strategy and performance of Brazilian equity 
mutual funds – the proposed objective for this research – weren’t found. The closest reference 
to it, was the novel study by Borges Junior and Malaquias (2017). In that paper, the authors 
constructed 10,000 different portfolios containing Brazilian Depositary Receipts (BDRs), 
Brazilian investment funds that hold foreign stocks and stocks from Brazilian companies to 
analyze the potential benefits of international diversification. Their results showed that while 
portfolios mainly composed by BDR had the highest Sharpe Ratio and the lowest correlation 
with the Brazilian market index, other portfolios composed mainly by internationally 
diversified investment funds had the lowest volatility in returns.  
Considering: i) the discussed aspects related to the potential effects of international portfolio 
diversification to Brazilian stock market investors; ii) the efforts of ANBIMA and CVM to 
stimulate and make it more flexible for investment funds to internationally diversify their 
portfolios; iii) that Brazilian mutual funds invest at least 66,6% of their net asset value in 
stocks; we suggest that the possibility of increase returns and reduce risk through international 
diversification could be extended to Brazilian mutual funds. We argue that cross-sectional 
differences in mutual funds’ performance and risk will be explained, at least in part, by 
differences in the international diversification strategy of each fund. This leads us to our first 
hypothesis: 
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H1 – Internationally diversified Brazilian mutual funds have on average higher performance 
and lower risk. 
2.2 Could differences in assets’ origin affect mutual funds’ performance and risk? 

Cross-countries differences in investor protection and corporate governance, for example, 
could affect the benefits of international diversification (GIANNETTI; KOSKINEN, 2010; 
GIOFRÉ, 2014; LEUZ; LINS; WARNOCK, 2008; THAPA; POSHAKWALE, 2011). Strong 
corporate governance protects investors against information asymmetry arising from the 
differences in accounting standards, disclosure requirements and regulatory environments 
across nations; Countries that base their legislations on the common law tradition – 
represented mostly by developed economies – tend to protect investors more and have 
stronger law enforcement than those that follow the civil law –  represented mostly by 
emerging countries (LA PORTA et al., 1998). 
Another factor related to the benefits and costs of international diversification is the foreign 
exchange rate volatility. Investment portfolios tend to offer higher returns when they flow to 
countries with lower exchange rate volatility in comparison with their domestic market, as 
exchange rate is counted as a transaction cost that could reduce the benefits of international 
diversification by increasing the risk (DEVEREUX; LANE; XU, 2006; FIDORA; 
FRATZSCHER; THIMANN, 2007). Due to economic instability, emerging economies are 
usually characterized as having a more volatile exchange rate than those from developed 
countries (GUMUS; TAŞPINAR, 2015). 
Similarly, GDP per capita, which is considered a proxy for market potential, also relates with 
international diversification. A high GDP per capita country is a more profitable destination 
for companies, there, their market-to-book valuation increases. As a consequence, foreign 
equity portfolios would probably have higher returns in countries of high GDP per capita – 
i.e. the developed ones (VO et al., 2017). 

There is an ample evidence suggesting that many emerging markets have weaker regulatory 
environment and also lower level of informational efficiency than developed economies due 
to poor information disclosure requirements (BEKAERT; HARVEY, 2002; MORCK; 
YEUNG; YU, 2000). 

In addition to what has been discussed regarding the possible relation between asset origin 
and international diversification impacts, the issue of integration among countries should also 
be discussed. More recent research about the subject has questioned whether the international 
diversification is still a benefit due to integration and high correlation among countries’ 
financial system and stock markets (DRIESSEN; LUC, 2007; YOU; DAIGLER, 2009). 
Markowitz (1959) pointed that risk reduction through portfolio diversification depends on the 
correlations among security returns. If security returns are correlated, diversification cannot 
affect risk nor increase performance. High correlation between equity market returns 
worldwide has been evidenced over time (ARSHANAPALLI; DOUKAS, 1993; BACHMAN 
et al., 1996). This has been explained through two main factors: contagion effect phenomena 
during crisis periods (BOUBAKER; JOUINI; LAHIANI, 2016); and international integration 
among markets in normal periods (GILMORE; MCMANUS, 2002). 

Recent studies involving the Brazilian exchange market have evidenced cross-countries 
market correlations mainly with Latin American markets. For example, it was detected that 
the 2008 US financial crisis was heavily transmitted to the stock markets of Brazil and to 
three other emerging markets in Latin America – Argentina, Chile and Mexico – as a 
consequence of the geographical proximity between those countries and the U.S., suggesting 
that most of the markets in Latin America would be easily affected by the US market due to 

309



 
their geographic position (HWANG, 2014). Another study showed that at the same time that 
shock transmission from the United States affected negatively Brazil and several financial 
markets in the region, negative shocks originated in Brazil were also transmitted to Chile, 
Colombia and Mexico (GAMBA-SANTAMARIA et al., 2017). The authors also evidenced 
that the magnitude of volatility spillovers propagated from Brazil increased after 2012, 
probably due to political instability issues that led to the impeachment of the country’s 
President years later.  

Synchronization in volatility changes for some stock exchange indexes from emerging 
countries – including Brazil – was found from 1991 to 2016 (CABRERA et al., 2017); As 
well as high correlation between the Brazilian equity market with Latin American, the US, 
Canadian, South African, Russian, and Turkish equity markets, showing that the international 
portfolio diversification benefits are limited for Brazilian investors (MERIC et al., 2016). 
In this sense, considering the increasing evidence of international equity markets integration 
and contagion effect phenomena between the Brazilian exchange market and other emerging 
stock markets, international diversification gains to mutual funds could be reduced as the 
correlations between Brazil and other emerging countries become positive and strengthen. 
Based on what we discussed above, we argue that:  

H2 - Brazilian mutual funds holding developed markets’ stocks have on average higher 
performance and lower risk than those holding emerging markets’ stocks 

 
3. Methodology 

To study the potential effects of international diversification throughout the use of asset from 
developed and emerging countries on the performance and volatility of return of Brazilian 
funds, our sample consists of all Brazilian equity mutual funds – defined by CVM Instruction 
No. 409 as those that invests at least 66,6% of their net asset value in stocks.  

We were able to collected complete monthly data for circa of 1,500 mutual funds for the time 
span from 2012 to 2017, which totalled in 9,791 observations (1,632 funds by year, on 
average). Investment funds without information regarding administration fees, performance 
fees or total net assets at the end of each year were excluded of our sample. Investment funds 
without 12 monthly returns in each year were excluded for the respective year. The time 
period choice (2012-2017) was based upon data availability. 

Data on returns, portfolio composition and control variables regarding the funds in our sample 
were obtained from Economatica’s and CVM’s databases. Data regarding investment in 
stocks of companies from international countries was collected from Economatica, by 
consulting each investment fund’s portfolio composition at December of each year (except for 
2017, in which the portfolio composition refers to July). The invested companies’ nationality 
was identified by visiting each company’s website or, for those foreign companies that 
negotiate stocks in the Brazilian Stock Exchange, by looking in CVM database. After 
identifying the assets’ origins, we separated them in two groups – assets from developed 
countries and assets from emerging countries). Countries’ classification in developed or 
emerging was bases on Morgan Stanley Capital International (MSCI) criteria. Our study has 
two dependent variables, one representing fund performance and another variable as a 
measure of risk: 

Mutual fund performance: is measured through Sharpe Ratio, which considers the average 
return earned in excess of the risk-free rate per unit of volatility or total risk (SHARPE, 1966). 
We used the SELIC rate as a proxy for the risk-free rate, as mutual funds’ investors and those 
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investors that invest in lower risk assets, whose returns are related to the SELIC interest rate, 
are likely to have access to the same information. 
Volatility of Returns: Standard deviation of the monthly return of the fund in each year of 
the sample period, as a measure of risk, as also used by Borges Junior and Malaquias (2017). 
Our independent variables indicate whether the fund’s portfolio is internationally diversified 
through investments in equities from developed and/or emerging countries. Investment 
portfolios having at least 1% of its papers composed by stocks of companies from developed 
countries were attributed a dummy variable with a “1” code, otherwise a “0” was attributed to 
the fund. Investment portfolios having at least 1% of its papers composed by stocks of 
companies from emerging countries were attributed a dummy variable with a “1” code, 
otherwise a “0” was attributed to the fund. 

The following control variables are suggested to affect equity mutual funds’ performance: 
Fund Size: measured by the natural log of total net assets of the fund at the end of each year. 
When questioning whether fund size could lead to better performance, some scholars 
emphasize (i) economy of scale in research, administration and fixed expenses; (ii) purchase 
power; (iii) possibility to negotiate better spreads, diversify portfolios and diminish risk to a 
further degree than smaller funds; and (iv) greater competitiveness in seizing new investment 
opportunities because of larger holdings of cash and liquid assets (FERREIRA et al., 2012). 
Some studies about the Brazilian fund market confirm the size-performance positive relation 
(MAMEDE; MALAQUIAS, 2017; MAESTRI; MALAQUIAS, 2018). We expect a positive 
relation between fund size and performance, i.e. larger funds have better performance.  

Administration Fee: the maximum amount that the fund charges as administration fee, by 
year, in percentage. We expect a positive relation between the fund performance and 
administration fee, as the managers would have higher incentives to pursue better returns 
(MAMEDE; MALAQUIAS, 2017). 

Fund Age: age of the fund in years. The age of a fund indicates its longevity and manager’s 
ability. Ferreira et al. (2012) argue that despite younger funds’ agility and commitment to 
achieve better performance, they face higher costs, suffer from lack of experience during the 
starting period and are more vulnerable to manipulation. The positive relation between fund 
age and performance has been also evidenced in Brazilian funds (MAMEDE; MALAQUIAS, 
2017). We expect a positive relation between fund age and performance, i.e. older funds have 
higher returns.   
Performance Fee: coded as a dummy variable “1” if the fund has performance fee and 
otherwise as “0”. The performance fee is a fixed percentage rate on the fund's profits that is 
paid to the manager, as it represents alignment between fund managers' interests and 
investors' interests, a positive relationship between incentive fees and fund performance exists 
(STAFYLAS; ANDERSON; UDDIN, 2016). We expect a positive relation between 
performance fee and performance.  
We tested our hypotheses using ordinary least squares (OLS) regression with panel data, as 
shown in Eq. (1). 

𝑃𝐸𝑅𝐹!" =  𝛽! + 𝛽!𝐼𝑁𝑉.𝐷𝐸𝑉𝐸𝐿𝑂𝑃𝐸𝐷!" + 𝛽!𝐼𝑁𝑉.𝐸𝑀𝐸𝑅𝐺𝐼𝑁𝐺!" + 𝜆!𝐶𝑉!"!
!!! + 𝜀!  (1) 

where:  

PERF = Fund performance; INV.DEVELOPED = investment in stocks from developed 
countries; INV.EMERGING = investment in stocks from emerging countries; CV = Control 
Variables; ε_i = errors. 
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4. Results and analysis  

4.1 Descriptive analysis 
The descriptive analysis of our study characterizes the current scenario of international 
diversification of Brazilian mutual funds. As shown in Table 1, during our period of analysis, 
the average percentage of funds’ portfolio allocated abroad is low: less than 1%, of which the 
proportion allocated in developed countries is six times higher than in emerging countries.  
Our data suggest that the level of international diversification of Brazilian mutual funds is 
low. This finding helps to reaffirm the ANBIMA’s concern that efforts to achieve greater 
internationalization, increasing the volume of international diversification, should be done for 
a better competitiveness of the Brazilian fund industry. Brazil has the lowest level of 
international diversification in the fund industry in South America and its mutual funds still 
fall short of its potential and of international standards (FILGUEIRA, 2014; FILGUEIRA; 
CIDADE, 2015) 

Data from our study also shows that Brazilian mutual funds have a disproportionate share of 
domestic assets in their portfolios, which characterizes the home bias phenomenon (CHAN; 
COVRIG; NG, 2005; FRENCH; POTERBA, 1991). Reasons for that could be mainly related 
to exchange regulations (FILGUEIRA; CIDADE, 2015; THAPA; POSHAKWALE, 2010), 
transaction and information costs (CHAN; COVRIG; NG, 2005; GRINBLATT; 
KELOHARJU, 2001; HEATHCOTE; PERRI, 2013; PORTES; REY, 2005), the excessive 
regulated Brazilian environment, the need to train specialized teams (FILGUEIRA; CIDADE, 
2015) and also due to the late financial opening of the Brazilian economy (FREITAS; 
PRATES, 2001). 
If we consider the CVM Rule No. 555 that represented in 2015 a greater flexibility to 
investment funds to invest abroad, we might expect that the international diversification of the 
Brazilian fund industry tends to grow in the next years.  
TABLE 1 - Descriptive statistics of the variables 

Variable   Obs Mean Std. Dev. Min Max 

Ret-AVG  (w) 9,791 0.680 1.817 -3.579 7.280 

Ret-SUM  (w) 9,791 8.162 21.803 -42.947 87.356 

Ret-Std-Dev (w) 9,791 5.308 3.299 1.472 19.805 

Sharpe 

 

9,791 -0.039 0.339 -1.795 1.863 

Sharpe-pos 

 

4,364 0.276 0.182 0.001 1.863 

Size (Ln) (w) 9,791 17.110 1.690 13.108 20.833 

adm-FEE (w) 9,791 1.532 1.190 0.000 5.000 

perf-FEE 

 

9,791 0.378 0.485 0.000 1.000 

Age (w) 9,791 9.887 6.086 2.444 38.553 

Emerging   9,791 0.128 0.940 0.000 22.856 

Developed   9,791 0.788 6.881 0.000 99.740 

Notes: Ret-SUM: represents the cumulative monthly returns obtained by the funds in each year of the sample 
period; Ret-Std-Dev: represents the standard deviation of the monthly funds’ returns in each year of the sample 
period; sharpe: representes the ratio between the average risk-premium of the fund in the year and the standard 
deviation of the returns in the year; sharpe-pos: it only includes funds with positive sharpe ratios. 

Source: Elaborated by the authors 
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Table 2 describes the total number of foreign companies, by country, invested by the 
internationally diversified funds of the sample from 2012 to 2017. The number of foreign 
companies receiving portfolio investment from Brazilian mutual funds has increased 
throughout the year; if in 2012 the internationally diversified funds allocated their foreign 
investments in 61 different stocks, this number increased to 451 in 2017. Reasons for such 
growth could be related to the efforts of ANBIMA and the CVM to stimulate and make the 
international diversification more flexible (FILGUEIRA; CIDADE, 2015; CVM, 2014).  
TABLE 2 - Number of stocks from foreign companies, by country, invested by the internationally diversified 
funds of the sample from 2012 to 2017 

Country 2012 2013 2014 2015 2016 2017 

ARGENTINA 0 3 5 5 10 9 

AUSTRALIA 0 0 0 1 0 0 

BELGIUM 5 6 5 9 8 7 

BERMUDA 4 7 6 7 6 8 

BRAZIL 3 0 1 0 2 0 

CANADA 0 0 1 2 1 5 

CHILE 1 0 3 3 1 0 

CHINA 0 0 0 0 1 4 

DENMARK 0 1 1 1 1 1 

FINLAND 0 0 0 0 0 1 

FRANCE 0 2 6 3 6 4 

GERMANY 0 7 4 2 1 1 

INDIA 0 0 0 1 0 0 

IRELAND 0 1 1 3 1 6 

ISRAEL 0 3 2 2 0 0 

ITALY 0 0 1 2 1 0 

JAPAN 0 1 1 2 1 0 

LUXEMBOURG 0 0 0 1 1 3 

MEXICO 0 0 2 1 0 0 

NETHERLANDS 0 0 3 1 1 1 

PANAMA 0 0 1 1 1 0 

SINGAPORE 0 0 1 1 0 0 

SOUTH AFRICA 0 0 1 0 0 0 

SPAIN 0 0 1 1 1 1 

SWEDEN 0 0 0 1 0 0 

SWITZERLAND 2 8 8 11 6 6 

UNITED KINDOM 1 10 9 14 7 14 

USA 45 165 223 260 190 381 

Total 61 214 286 335 247 452 

Notes: Brazil was included in this table because some investment funds have invested in Brazilian companies’ 
stocks that have been negotiated in foreign markets, issuing depositary receipts. 

Source: Elaborated by the authors 
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However, despite an increase in cross border assets holding over the years, Brazilian mutual 
funds managers still tend to keep a disproportionate share of stocks from the United States in 
the mutual funds’ portfolios. 

Upon reviewing our descriptive analysis results, we may draw a panorama of the Brazilian 
mutual funds’ international diversification strategy: i) the level of international diversification 
is low – on average less than 1% of fund’s portfolio is allocated in stocks from foreign 
countries; ii) the number of funds that invest at least 1% of their portfolios abroad is also low 
– we observed only 636 incidents in a total of 9,791 observations. Regarding differences in 
allocation into emerging and developed countries, data shows that: i) although most part of 
the fund’s portfolio is allocated in developed countries, the incidence of funds investing in 
emerging countries is higher; ii) there is a concentration of the international investment in US 
stocks.  
4.2 Estimated results 

Table 3 contains the regression results testing our hypotheses. The regression analysis 
indicates that international diversification can bring benefits for Brazilian mutual funds in 
terms of risk reduction and increase of returns. The result supports our hypothesis H1, 
suggesting that internationally diversified Brazilian mutual funds have on average higher 
performance and lower risk. 
TABLE 3 - Hypotheses analysis 

Variables Ret-Std-Dev Ret-SUM Sharpe Sharpe-pos 

Size (Ln) -0.300 *** 1.506 *** 0.028 *** 0.017 *** 

adm-FEE -0.219 *** -0.231 * -0.006 *** -0.003 

 perf-FEE -0.815 *** -0.435 

 

-0.003 

 

0.023 *** 

Age 0.114 *** -0.217 *** -0.005 *** -0.004 *** 

Emerging (dummy) -0.433 *** 1.367   0.020   0.044 ** 

Developed (dummy) -1.330 *** 2.508 ** 0.092 *** 0.042 *** 

Dummy of YEAR Yes yes yes Yes 

N 9,791 9,791 9,791 4,364 

r2 20.15% 50.97% 60.07% 19.17% 

VIF (maximum) 1.820 1.820 1.820 1.530 

Notes: Ret-SUM: represents the cumulative monthly returns obtained by the funds in each year of the sample 
period; Ret-Std-Dev: represents the standard deviation of the monthly funds’ returns in each year of the 
sample period; sharpe: representes the ratio between the average risk-premium of the fund in the year and the 
standard deviation of the returns in the year; sharpe-pos: it only includes funds with positive sharpe ratios; all 
models consider robust standard errors. 

Source: Elaborated by the authors 

Our finding implies that the international diversification benefits, based on the literature (DE 
SANTIS; GERARD, 1997; GRAUER; HAKANSSON, 1987; GRUBEL, 1968; GRUBEL; 
FADNER, 1971; LEVY; SARNAT, 1970; SOLNIK, 1974), to the stock market portfolio 
composition can be also extended to the case of Brazilian mutual funds. This finding is also in 
line with the findings by Borges Junior and Malaquias (2017) – that was the first research to 
show the potential benefits of international diversification to the Brazilian fund industry. It 
also gives support to the efforts of ANBIMA and CVM to stimulate and make the 
international diversification more flexible for Brazilian funds in order to improve their 
competitiveness (FILGUEIRA, 2014, CVM, 2015).  
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After testing whether differences in allocation into stocks from developed and emerging 
countries could affect funds’ performance and risk, we could also support our hypothesis H2. 
We can, then, suggest that Brazilian mutual funds holding developed markets’ stocks have on 
average higher performance and lower risk than those holding emerging markets’ stocks. A 
similar finding had not yet been evidenced for the fund industry. This may have been the first 
research – to the best of our knowledge – to study the possible effects of portfolio allocation 
into shares from emerging and developed countries.  

In terms of volatility of returns, our results indicate that investments in stocks from foreign 
companies can reduce it – especially for those funds that invest in companies from developed 
economies, as the magnitude of the negative relation is higher for them (β=-1.33 for 
developed against β=-0.433 for emerging). As volatility of return is a measure of risk, our 
finding is consistent with the theory of Grubel (1968), Levy and Sarnat (1970), Grubel and 
Fadner (1971) and Solnik (1974), who argued that in a country there is a strong tendency that 
domestic economic phenomena may cause high degree of positive correlation within its 
overall economy, in a way that holding an internationally diversified portfolio of assets could 
offset losses and risk.   
The statistical relation between mutual funds investing in stocks of companies from emerging 
countries and the indexes for cumulative returns or Sharpe Ratios is not significant, which 
means that these funds’ performance is not affected by allocating part of their portfolio in 
emerging countries assets. A possible explanation for that comes from the fact that Brazilian 
funds investing in emerging markets allocate their portfolios predominantly in South 
American countries, whose stocks markets are highly correlated and integrated with the 
Brazilian exchange market (CABRERA et al., 2017; GAMBA-SANTAMARIA et al., 2017; 
HWANG, 2014; MERIC et al., 2016).  
Another point to consider on is the ample evidence that suggests that many of the emerging 
markets have weak regulatory environment and also low level of informational efficiency due 
to poor information disclosure requirements (BEKAERT; HARVEY, 2002; MORCK; 
YEUNG; YU, 2000). This could lead to foreign investors’ expropriation (KLAPPER; LOVE, 
2005).  

On the other hand, the investment in stocks of companies from developed countries is 
positively associated at 1% with cumulative monthly returns (β = 2.508), Sharpe Ratios 
(β=0.092) and positive Sharpe Ratios (β= 0.042). These results suggest that Brazilian mutual 
funds investing in stocks of companies from developed countries tend to present better 
performance, as well as better risk-adjusted performance.  
We argue that the benefits of international diversification provided by the investment in stock 
from developed countries are related to aspects of corporate governance, which includes 
higher investor protection and better law enforcement (GIANNETTI; KOSKINEN, 2010; 
GIOFRÉ, 2014; LA PORTA et al., 1998; LEUZ; LINS; WARNOCK, 2008; THAPA; 
POSHAKWALE, 2011); lower foreign exchange rate volatility, as it reduces transaction cost 
(FIDORA; FRATZSCHER; THIMANN, 2007; DEVEREUX; LANE, 2003); and also higher 
GDP per capita, that is a proxy for market potential and growth (VO et al., 2017). 

5. Conclusion 
Despite the intense international portfolio flow around the world, the level of international 
diversification in the Brazilian fund industry is still low. Both the Brazilian Financial and 
Capital Markets Association (ANBIMA) and the Brazilian Commission of Securities and 
Exchange (CVM) have discussed the importance of stimulating investment funds to 
internationally diversify their portfolios in order to achieve greater competitiveness. In this 
context, we attempted to analyze the international diversification potential benefits in terms of 
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increase of return and risk reduction to Brazilian mutual funds. Furthermore, we also 
investigated whether differences in portfolio allocation into developed and emerging countries 
could lead to cross-sectional differences in mutual fund’s performance and risk.  

Our main findings are as follows: (i) from our data’s descriptive analysis, we were able to 
draw a panorama of the Brazilian mutual funds’ international diversification strategy; (ii) we 
found that the level of international diversification is low, as on average less than 1% of 
fund’s portfolio is allocated abroad, however, mutual funds have increased their foreign 
allocation over the years; (iii) when we accounted for the destination of Brazilian funds’ 
portfolio allocation, we observed that most part is invested in stock of companies from 
developed countries, especially from the US; and (iv) from the amount allocated in emerging 
countries, most of it is destined to Latin America countries.  

Our results suggest that Brazilian mutual funds also seem to benefit from the international 
diversification strategy, as internationally diversified Brazilian mutual funds have on average 
higher performance and lower risk. This is in line with the literature that investigated the 
effects of the strategy to the stock market portfolio composition (DE SANTIS; GERARD, 
1997; GRAUER; HAKANSSON, 1987; GRUBEL, 1968; GRUBEL; FADNER, 1971; 
LEVY; SARNAT, 1970; SOLNIK, 1974) and also with the findings by Borges Junior and 
Malaquias (2017), that showed that portfolios composed by internationally diversified funds 
are less volatile in their returns.   

Studying the relation between mutual funds’ investment destination and their performance 
and risk – which is a very innovative theme of research for the fund industry – we evidenced a 
negative relation between volatility of returns and international diversification for both mutual 
funds investing in stocks from emerging and develop markets. However, the magnitude of the 
relation was higher for those funds allocating portfolios in developed stock markets (β=-1.33 
for developed against β=-0.433 for emerging).  

When we accounted for measures of performance, we found that the investment in stocks of 
companies from developed countries was positively associated at 1% with cumulative 
monthly returns (β = 2.508), Sharpe Ratios (β=0.092) and positive Sharpe Ratios (β= 0.042), 
while the statistical relation between mutual funds investing in stocks of companies from 
emerging countries and the indexes for cumulative returns or Sharpe Ratios was not 
significant.  

These results suggest that Brazilian mutual funds investing in stocks of companies from 
developed countries tend to present better performance, as well as better risk-adjusted 
performance; and have on average lower risk than those holding emerging markets’ stocks.  
We argue that the benefits of international diversification provided by the investment in stock 
from developed countries are related to aspects of corporate governance, which includes 
higher investor protection and better law enforcement (GIANNETTI; KOSKINEN, 2010; 
GIOFRÉ, 2014; LA PORTA et al., 1998; LEUZ; LINS; WARNOCK, 2008; THAPA; 
POSHAKWALE, 2011); lower foreign exchange rate volatility, as it reduces transaction cost 
(FIDORA et al., 2007; DEVEREUX; LANE, 2003); and also higher GDP per capita, that is a 
proxy for market potential and growth (VO, 2017).  

On the other hand, when mutual funds allocated assets in emerging markets, the statistical 
relation with measures of performance is not significant. We suggest that the main reason for 
that comes from the fact that Brazilian funds investing in emerging markets allocate their 
portfolios predominantly in South American countries, whose stocks markets are highly 
correlated and integrated with the Brazilian exchange market (CABRERA1et al., 2017; 
GAMBA-SANTAMARIA et al., 2017; HWANG, 2014; MERIC et al., 2016).  
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As a limitation of our study, we highlight the low level of international diversification of the 
mutual funds of our sample, making it difficult to set up a relation between this variable and 
performance or risk. However, the low level of international diversification seems to be 
inherent to the Brazilian financial market as a whole, as we pointed in our study. Even aware 
of this context, we decided to continue the research as a way to evidence a strategy that could 
be beneficial for a greater competitiveness of the fund industry.  
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