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< Abstract >

Institutional investors, market quality, and capital markets

development

Institutional investors are entities who manage collective
savings on behalf of small investors under a specific objective.
According to this definition of institutional investors, public and
private funds, life insurance and pension funds are institutional

investors but banks and security companies are not.

The maturity of liabilities differs among the institutional
investors. The maturity of liabilities of pension funds and life
insurance is longer than that of public funds, while that of
private funds fall half way between them. This means the
pension funds or life insurance firms may invest in illiquid assets
or assets with long maturity such as long term bonds, SME
stocks, real estate, or alternative investment vehicles. It is
important to note that the long-term demand base of institutional
investors is a key factor for capital market development and
economic growth. The relevant literature suggests that the growth
of long-term institutional investors reduces risk premiums and
liquidity premiums, facilitates high risk or long-term projects, and

enhances corporate productivity.

This paper analyzes the effect of institutional investors on

market quality.
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Specifically, we analyze whether institutional investors are
informed traders and whether they affected return volatility and
price efficiency in the Korean stock market between 2004 and
2012. First, we find that institutional investors are informed
traders in the short term. Institutional investors’ net buying
precedes positive stock returns and net selling precedes negative
stock returns on a daily and weekly basis. This implies that
institutional investors’ trades include private information. Second,
we find that institutional investors’ trades reduce return volatility.
Previous studies suggest that informed traders enhance the
discovery of equilibrium prices and therefore reduce price
volatility. Results show that return volatility decreases as the
portion of institutional investors’ trading increases and the reverse
holds true for individual investors. The volatility effect is more
evident for pension funds and life insurance than public funds,
which suggests that the trades of institutional investors with less
liquidity constraints are more likely to be based on private
information. Third, we find that institutional investors” trades
enhance price efficiency. As the portion of institutional investors
trades increases, stock returns follow a random walk, meaning
they are unpredictable. Particularly, life insurance and pension
funds’ trading has significant positive impact on price efficiency.
These results show the importance of information based trading

for market quality.

The growth of institutional investors, supplying risk and

long-term capital, expands the demand base of the capital
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markets, which in turn boosts economic growth. In this sense, the
first policy implication is that governments should lift hurdles
that prevent institutional assets from flowing into capital markets.
For this, when it comes to retirement pension plans, it is
necessary to improve pension fund governance, and ease the
restrictions placed on investable asset types. Also, the National
Pension Fund(NPF) should move its investment targets from
highly liquid and large cap stocks to small cap stocks and

alternative investments.

The empirical results of this study show that institutional
investors in Korea so far have played a positive role in
improving the quality of the capital markets. However, this role
is disproportionately concentrated and carried out by the NPF,
which is undesirable for the sound development of Korea's
capital markets. Therefore, the policy focus should be placed on
diversifying institutional investor pools. Specifically, the authorities
need to develop the mutual fund industry by enhancing the link
between mutual funds and retirement pension plans. Also, they
should lower the entry barrier for hedge fund managers and
enlarge investment pools by encouraging more small and medium

funds and foundations to join.

In addition, domestic institutional investors need to recognize
the importance of reducing implicit trading costs. They usually
require immediacy of execution so they bear significant price

impact costs, which are estimated to be three to four times larger
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than those of US institutional investors. Domestic institutional
investors should pay attention to reduce implicit trading costs as
well as explicit trading costs because in effect these costs lower

investment returns.
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7

29 3714 BN FASE Aol shsts

=35 371 4
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Aol e ney] ode Wit A3 FEAe] e A, dF =
of A7V, FaBF, WAZFH, FEN, GAAL Fol UF FAES
9 5 Yok o] W] AFV)Fe] £l Az Yol 5
Qmeiv)ele] FrEnh w3 AAAAS WA 2 o) goHe
2 %48 AL A48 A% 52 23, dg ARTAAN va B3
takd FAAES AR & Ak oldd FAAe] o] A3
o A58 Ansisr sd3he TEolt

6) TRAET} ARsh= fred Aot oo wE FAARE e FA] dis)
2= Chorida(1996), Manconi et al.(2012) 5 #FisIA] 2.

7) B3 e Au7ls 5 ATde wo7h A, webs 1A 3 A
§ol 7Fed 71BFAAE AP A 571 (contractual savings institution)
ojgta FE7|%= Fth
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gk wkd, 71 AFAR AEe F 58% st ATE 2 AF 20120+ 7]
BEAA AAFE7E 289 W 25 FE3len, & olH F
e 7H5stE Aow B

T, 7|RFAAe] AR FolE F8 VAFAA FEEE A
i, #EZ A A FEo] £ AAAE AL A I
& QUrh<E O-2> #Fa). A 597 A5 AHRAAL 91.2%(D
WA 934%, SHAR 81.8%), I AT 78.6% Egith EHAAF]
A5 obd ATtEe ofE Z1EFAAR 3} X R AR A 5A7
At EE wid 28] Zh7ke] Solue 2aE RS oloirtal it

<E I1-2> £2 J|HEXNAYE RHAFR FO|

(AT71E, &9 29)

2007 2008 2009 2010 2011 2012

A= 318.4 288.5 318.5 318.8 277.3 307.6
AR 274.2 295.9 339.9 387.0 4201 524.2
AT 219.5 235.4 277.6 324.0 348.9 392.0
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7]°E1§E‘r@efort and Walker, 2002). {&F AHZSAF
= 5 ASE AF7|HY A AP =Zv A(risk
premium) @} 5322 v A (liquidity premium)S 23, 7I1FFAe ¥
717F - EoYal(Impavido et al, 2003) F8AAAHd(total factor
productivity)°] ZF7tst= A#E 7HA-2TH(Davis and Hu, 2004). ZE3ZH
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2006). H=3F R 7Rk ZAFEAAe] Ads #@MA0RY] FHES
A8t 2t 714 Y] £ 83 AEAS ST HoE B &
4 th(French and Roll, 1986; DeLong et al., 1990; Wang, 1993). A A
2 NRJAFEAA BlFo] 2 AN A, 71RFAAY FAT 50
GFE FAAA] HFAol Fome AU FREAA YeEhdt

(Lefort and Walker, 2002; Li and Wang, 2010).10)

g, Z|@EAAe) o ARRAG 54 A 8 wEd Aa 5
= R A AFEE 7 AE71E SelM Bo A4 vEd AR
ZIdE. A7 59 VRFEAAE f54 AGlA vlaH AhE
i, weEb AA fred FHEES AT e 5 FHe TRkelA| g
ARE @A8E FoAo] A Foh web ol59 Adle ARrrAed
o ARE Hs Wol s Hol HAEEAR Aast JHAwEs
el 714t He Aotk A7vlE Sl A% ojHd ade 59
FAAES 54 Alorol AgtHe F8907] I g FEA 7}
g0l Atk MAe] AF5E4 2de fovet F4Ag ol ax

7 EATe nAFT Ao,

10) WH2 71BEAA7 -8 A (herding) 52 8 A3 HEAS F)
ATe FE4E EA3)(Sias, 1996; Shiller and Pound, 1989).
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olyet bkt FAAES &S AYS T HAEEAES =dde
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Alangar et al.(1999), Nagel(2005), Yan and Zhang(2009) -5
Fol A NBEAATE AR AR B JRSSl0) Q,

ol #| &A% (anomaly)S FHAAZIH, FEI} 7Aoo A&sHA Wy

7193te 2d3s Hiasta o
7 HE

Lo

Z1BFAATE Ag el vA= dFe
Aol 540l weh FFo] vE Ao dehdth o
HALRRE 7HAY ojds dodle
HA7= FRA N2, 7}
BHres B SAAA) Y= F4
J

=
AZZAZA] AA7FER)7E WS Eolv AeE HriEYy, T3 7}

qy o
o

ofj

iy

to I

& Agstes FAFEA Y (momentum trading) Hth= 714 <]
AN 7= AFH| %A (contrarian trading)7} WEAHS F0]

Aoz Jridn. AS23E hAFo2 o7 dadn.

Li and Wang(2010)= S5 FAAIE 285 53 7|BFAA] w4
Ade WEsAdS FaA7H ZAFARY] e A, 53] oA X
WEAe] Z/le WEAS S AdE AN ok 71D
FAA ] oA g m=A
AL 7HsAel =

3T
B itk dE FANFL

11) o]k ¥ ZH7d/d(post earnings announcement drift)2til%E §Hr}.

12) French and Roll(1986), DeLong, Shleifer, Summers, and Waldman(1991),
Wang(1993) #+=
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2y 0.2258 | 0.2602 | 0.1850 | 0.2265 | 0.0528 | 0.2020 | 0.2462

H= 0.1678 | 0.2006 | 0.1324 | 0.1683 | 0.1194 | 0.1537 | 0.1825
A7 | 01939 | 0.2134 | 0.1676 | 0.1943 | 0.1707 | 0.1805 | 0.2195

7Rl | -0.0885 | -0.0113 | -0.1635 | -0.1049 | -0.0017 | -0.1539 | -0.0397
2]=r<l | 0.0897 | 0.1158 | 0.0621 | 0.0893 | 0.0840 | 0.0745 | 0.1041

oz JREARY wujde, = FAEE ARAFEE oRE T

o BYE olgsla Fotstdrt.

NetbuyD". | = a+ 3, R, + 3, NetbuyD}+ ¢ 4
1 14y T Py t &

18) =& ol 4 FAARFE AA g HrtE 2E 7AFAA}T fE544
HAES, 2 MAFAAE f+ = ouje ofyth

of

2
of
f| ©
ox
otk
tlo
P
rr
ui



40 N BFAATE AZAE o] vA= dF 2 A A

NetbuyD]', RS A BAo|xel TAsHA Bt AtAg9 F

a=
L=
Aom FHE AT EFLA= Newey-West B0

19) NRJAFAAL} 7| #FA A ] tigk A4 7= Choe et al.(2008), AW, &
R40013), TBY, o]7hA006) T Ak Aztolm FEE, H3(2013)
o] Ayele IAsh= ZALld, B E FA4730 w2
7} SEtA= Ao g Rt o=A A P ENARE AHEH, )
JAEAAE AR AFAFFHEFS o ZAeg HiuHI Yot
(Odean, 1998/1999; Choe, Kho, and Stulz, 1999; Richards, 2005; Karolyi,
2002; Kamesaka, Nofsinger, and Kawakita, 2003; Bae, Yamada, and Ito,
2008). 71#FAARS] Ao, vmolMe FAHFE A S (Griffin, Harris,
and Topaloglu, 2003; Cai and Zheng, 2004; Lakonishok, Shleifer, and
Vishny, 1992; Nofsinger and Sias, 1999), ©|2]2] A|&o|M = AFAFF
e mE&te 477t o4 Biso] Iti(Grinblatt and Keloharju,
2000/2001; Karolyi, 2002; Kamesaka, Nofsinger, and Kawakita, 2003).
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B3 2.9537+*%(140.16) | -0.0109***(-14.28) |  0.4637***(121.18)
A= 3.7152**%(243.4) -0.0074***(-7.96) |  0.3255***(117.48)
A7) F 2.9993*+%(190.73) -0.0076***(-9.34) | 0.4554***(159.48)
< 3.8815***(365.02) 0.0544**(33.33) | 0.2953***(152.91)
2] =Ql 3.8883***(227.04) |  -0.0935***(-36.53) 0.2940%+*(94.56)
HdB. FAE
B3 3.6662**%(92.89) |  -0.0102***(-11.32) 0.3343***(46.65)
A= 4.0603***(164.18) -0.0068***(-7.06) 0.2629***(58.58)
A71= 3.6314***(138.05) -0.0073***(-8.00) 0.3407***(71.27)
< 4.1688***(171.07) 0.0038***(3.06) 0.2430%**(54.89)
o] =<l 4.2129**%(175.21) 0.0051***(2.73) 0.2352***(53.93)
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