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Jianfeng Yu, Shen Lin, Wei He and Shuwen Yang

Abstract: Mutual funds are the main channel for institutionalizing stock
investment of retail investors which is considered as the most important approach
to improve the market efficiency in China. However, the existing literature fails
to provide evidence that mutual funds can improve the market price efficiency
due to the neglect of management ability differences. By employing the data of
the Chinese market from 2005 to 2020, this paper constructs the mutual fund
holding quality (MHFQ) of stocks and investigates its predictive power on the
future performance. The empirical results show that stocks with higher MHFQ
earns a higher return than counterparts with lower HHFQ. The annualized return
of H-L portfolio is about 14%. This phenomenon cannot be explained by the
mutual fund holding weights, herding-induced price pressure, systemic risks and
other pricing anomalies in the Chinese stock market. To our knowledge, this paper
is the first one finding the direct evidence that mutual funds improves the pricing
efficiency of stock market in China. The finding implies that only part of mutual
funds in the market effectively manage their asset and then improving the market
quality. Therefore, optimizing product evaluation on mutual fund to improve the
capital allocation efficiency has significance to strengthen the positive effect of
‘institutionalization’ of retail investors.
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