
Modern Economy, 2020, 11, 609-619 
https://www.scirp.org/journal/me 

ISSN Online: 2152-7261 
ISSN Print: 2152-7245 

 
DOI: 10.4236/me.2020.113045  Mar. 11, 2020 609 Modern Economy 
 

 
 
 

Economic Policy Uncertainty and Mutual Fund’s 
Risk Adjusting Behavior in China 

Zheming Li 

School of Management, Jinan University, Guangzhou, China 

 
 
 

Abstract 
This paper investigates the effect of economic policy uncertainty on mutual 
fund’s risk adjusting behavior by using the data of active management mutual 
funds operated in 2008-2017 in China. The empirical result shows a strong 
positive relationship between economic policy uncertainty and mutual fund’s 
risk level. Moreover, mutual funds which performed better in the previous 
period are more eager to raise their risk levels when the uncertainty is high. It 
means that mutual funds may still take a risk to chase the limited money 
when the market sentiment is pessimistic. Our research contributes to the 
debate of the possible responses made by investors when market is in high 
uncertainty. It provides a reference for properly making policy decisions and 
accessing mutual funds. 
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1. Introduction 

Policy decision is the main way for government to realize macroeconomic regu-
lation. Since the global financial crisis in 2008, governments all over the world 
made numerical policy decisions in the next several years trying to save the 
economy. On the one hand, these policy decisions generally produced positive 
impacts on economy and financial market in a short term. On the other hand, 
frequent policy changes also caused macroeconomic uncertainty. Therefore, the 
topic which is related to economic policy uncertainty has recently received high 
attention from academics. Especially, scholars tried to explain the responses 
made by corporations and investors when the market is in high uncertainty to 
investigate the potential damage caused by frequent policy changes.  

Among all kinds of investors, mutual fund has gradually become one of the 
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most influential institutional investors in Chinese financial market. According to 
Asset Management Association of China, there are 6544 mutual funds which are 
operating by the end of 2019. In general, numerous and differential products 
provide individual investors plenty choices. However, people also find it hard to 
distinguish the fund which rightly fits their preferences and prospects. There-
fore, mutual funds’ actions which show their investment style and risk prefe-
rence attract more attention from both investors and scholars nowadays. To in-
vestigate mutual funds’ risk adjustment is helpful for investors to pick up suita-
ble products and for administrators to maintain a stable financial market espe-
cially when the macro environment is uncertainty.  

Based on the above background, we contributed to the debate in this paper by 
investigating the effect of economic policy uncertainty on mutual fund’s risk 
adjusting behavior in China. In this way, we get a deeper understanding about 
how uncertainty environment affects investors and financial market. Moreover, 
it provides more empirical evidence about mutual funds’ risk adjustment beha-
vior in different situations. Our results indicate that frequent policy change may 
cause mutual funds to be riskier since they need to gain limited money in fi-
nancial market under uncertainty. It is also necessary to consider the macro 
factors such as economic policy uncertainty when assessing mutual funds’ per-
formance. 

2. Hypothesis Development 

Economy Policy Uncertainty, the unpredictability of changes on government’s 
policy, has a great influence on the profitability and operation of corporations 
(Gulen & Ion, 2015). The researches about EPU mainly include the following 
two aspects. One of them is to explore enterprises’ financial behavior and opera-
tional decision such as investment behavior under high EPU environment (Pa-
nousi & Papanikolaou, 2012; Rao, Yue, & Jiang, 2017). The other one is to inves-
tigate the potential influence that EPU brings to the return and volatility of all 
kinds of assets (Pástor & Veronesi, 2013; Cui, Lin, & Yao, 2018; Chen, Zhang, & 
Zhao, 2018). Mutual fund, as an influential professional investor, is gradually 
becoming the focus of relative researches since its investment strategy is affected 
much by macro environment. Nowadays, scholars are mainly focusing on mu-
tual funds’ holdings and strategy under uncertainty. For example, mutual funds’ 
demand for financial reporting quality and earning quality is increasing during 
political uncertainty events, which called flight to quality (Chen, Hope, Li, & 
Wang, 2018; Peng, Xiao, & Zhou, 2018). Moreover, in order to maintain the 
regular operation of mutual funds when facing the potential redemption under 
uncertainty, managers may sell stocks which are illiquid in the first place or hold 
more non-risky assets such as cash (Ben-Rephael, 2017; Li, Shi, & Yang, 2015). 
These researches mainly consider that the raise of EPU increases the possibility 
that mutual funds fail to meet the expectation of investors, which causes manag-
ers’ avoidance of risky assets. However, the nature of funds industry is more like 
a competition for cash flow (Brown, Harlow, & Starks, 1996; Chevalier & Ellison, 
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1997). It is hard to keep the management scale just by avoiding investing risky 
assets under high uncertainty when investors generally raise their expectation of 
return since they take more risk by holding funds in that situation. Therefore, 
it’s necessary to combine investors’ requirement for return when discussing the 
possible behavior of mutual funds such as risk adjustment caused by EPU. 

As a special macro factor, EPU mainly affect investor’s preference for risky 
assets through ambiguity which refers to the unknown of probability that the 
expected return is reached. Investors generally prefer for the more certain return 
because of ambiguity aversion (Heath & Tversky, 1991; Epstein & Schneider, 
2008). Brenner & Izhakian (2018) found that ambiguity has a positive influence 
on expected return which is isolated from risk and changes with investors’ ex-
pectation of the possibility that the return achieved. Investors only keep risky 
assets such as mutual fund when the return meets their requirement. Further-
more, scholars found that investors leave the financial market when EPU raises 
by calculating mutual funds’ flow (Antoniou, Harris, & Zhang, 2015; Tang, 2017). 
These researches above show that investors have stricter requirements for the 
return of risky assets or reduce the involvement of financial market. Therefore, 
managers of mutual funds may raise their portfolio risk level in order to chase a 
higher return performance to keep their product attractive. We suggest our first 
hypothesis based on the discussion above. 

H1: Mutual funds raise the risk level when economic policy uncertainty in-
creases. 

Past return performance affects mutual fund’s motivation to adjust risk level. 
Some researchers have shown that manager’s motivation to adjust the risk level 
of portfolio is mainly affected by managerial incentives and employment risk 
(Kempf, Ruenzi, & Thiele, 2009; Xiao, Peng, Xu, & Wang, 2016). When EPU is 
high, investors prefer to hold assets with low risk and withdraw mutual funds. 
Under that situation, employment risk is dominant, which causes losers are 
more conservative in adjusting their risk level compared with winners. We sug-
gest our third hypothesis based on the discussion above. 

H2: Winners are more eager to raise the portfolio risk level when economic 
policy uncertainty increases. 

3. Variable and Model 

1) Intended Risk Adjustment 
Relative researches which have been done before mainly used the volatility of 

return as a measurement of risk level. However, it’s hard to show the real inten-
tion of adjusting the risk level of mutual fund’s portfolio through this way. 
Therefore, Kempf, Ruenzi & Thiele (2009) firstly introduced Intended Risk Ad-
justment calculated by using holding data instead of return data to measure the 
risk level adjustment. In this paper, we calculate this variable to express risk level 
adjustment. The detail procedures used by relative researches are shown as be-
low (Kempf, Ruenzi, & Thiele, 2009; Xiao, Peng, Xu, & Wang, 2016; Wang, & 
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Jiang, 2013). 
Firstly, we take half a year as a period and compute the intended risk level for 

the current period, ( )2 int
,σi t , based on the volatility of the monthly return in the 

last period of the portfolio which is held at the end of current period. Then, we 
compute the realized risk level for the past period, ( )1

,σi t , based on the volatility of 
the monthly return that the fund realized in the last period. Finally, we calculate 
Intended Risk Adjustment Ratio (IRAR) based on the ratio of the intended risk 
level for the current period to he realized risk level for the past period. In the 
same way, we calculate Intended Risk Adjustment Level (IRAL) based on the 
difference between the intended risk level for the current period to he realized 
risk level for the past period. 

( ) ( )2 int 1
, , ,IRAR σ σi t i t i t=                         (1) 

( ) ( )2 int 1
, , ,IRAL σ σi t i t i t= −                         (2) 

Specifically, the portfolio of mutual fund includes stock, cash and government 
bond. We compute the return data by adding the return of these two parts which 
are calculated respectively. The return of cash and government bond is calcu-
lated based on the monthly risk-free return represented by three-month Shang-
hai Interbank Offered Rate. 

2) Economic Policy Uncertainty 
In this paper, we use EPU index firstly introduced by Bloom, Baker and Davis 

to measure the economic policy uncertainty of China (Baker, Bloom, & Davis, 
2016). They construct a scaled frequency count of articles about policy-related 
economic uncertainty in the South China Morning Post (SCMP), Hong Kong’s 
leading English-language newspaper. We use the logarithm of the average monthly 
EPU of the current period to represent the economic policy uncertainty level of 
Chinese market. 

3) Control Variable  
We choose variables which are related to fund characteristic and investment 

style to control the potential influence in our regression. The control variable 
about fund characteristic includes fund size, fund age, fund expense ratio, fund 
position and institutional investor ratio. The control variable about investment 
style includes size style, value style, momentum style and volatility style. The de-
tail definition and construction of these variables are shown in Table 1. 

4) Model Design 
In this paper, we analyze the panel data by using a multivariate regression 

framework. Specifically, we estimate the following regression model. 

, , 1 1 2 , 3 ,

4 , 1 5 , 1 6 , 1

7 , 1 8 , 1 9 , 1

10 ,

IRA LnEPU LnTNA LnAge
Expense Holding Insholder
Stgy_size Stgy_bm Stgy_mom
Stgy_vol

i t i t t i t i t

i t i t i t

i t i t i t

i t

−

− − −

− − −

α +β +β +β

+β +β +β

+β +β

=

+β

+β + ε

      (3) 

where the dependent variable is Intended Risk Adjustment which is represented  
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Table 1. Variable definitions. 

Variables Definitions 

IRAR Intended Risk Adjustment Ratio, ( ) ( )2 int 1
, , ,IRAR σ σi t i t i t=  

IRAL Intended Risk Adjustment Level, ( ) ( )2 int 1
, , ,IRAL σ σi t i t i t= −  

LnEPU The logarithm of the average monthly EPU 

LnTNA The logarithm of the average fund net asset 

LnAge The logarithm of the fund month age at the beginning of the period 

Expense The ratio of the fund management fee to fund net asset 

Holding The ratio of stock to fund net asset 

InsHolder The ratio of institutional investor 

Stgy_size The weighted average of the quantile of stock market value at the fund level 

Stgy_bm The weighted average of the quantile of stock book-to-market ratio at the fund level 

Stgy_mom The weighted average of the quantile of stock return at the fund level 

Stgy_vol The weighted average of the quantile of stock volatility at the fund level 

 

by Intended Risk Adjustment Ratio and Intended Risk Adjustment Level. The 
independent variable we use is the logarithm of the average monthly EPU of 
previous period since there it takes time to response to the change of EPU. For 
the same reason, we also use the data of previous period to represent the control 
variables except fund size. Furthermore, we use the fixed effect regression and 
control the time effect according to the result of Hausman test.  

4. Sample and Data 

1) Sample Selection 
We collect the data of the mutual funds which operated in 2008-2017 in China 

as the research sample. Furthermore, we filter the original sample by the follow-
ing steps. First of all, we remove all the passive management funds from the 
original sample since this kind of fund is often designed to track one particular 
index with a stable investment plan. Then, we remove the funds operated less 
than 1 year at the beginning of the period. That is because newly issued mutual 
funds in Chinese market usually need less than 3 months to build their portfolio. 
Therefore, funds operated more than 1 year should be more representative in 
risk adjustment actions. In the next step, funds that stopped operation during 
the sample period are removed from the sample since continuous data are re-
quired. Finally, we remove the funds with incomplete data that can’t be supple-
mented through our manual collection and get our sample that consists of 5560 
observations in 20 cross sections. In this paper, mutual fund data including basic 
operation information, financial report, return performance and market return 
are obtained from Resset Financial Database (http://www.resset.cn/). The Chi-
nese Economic Policy Uncertainty Index is obtained from  
http://www.policyuncertainty.com/china_monthly.html. 
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2) Summary Statistics 
The summary statistics of main variables are shown in fic2 in Table 2. Firstly, 

the mean value and median value of IRAR and IRAL show that mutual funds 
generally keep a balanced risk level in sample period. Moreover, we can learn 
that the mean value and median value of the position of mutual fund is above 
80%. It means that the mutual funds we selected fit the regulation towards the 
position of active management fund in China. Furthermore, we can learn that 
mutual funds prefer large-cap style, growth style and low-volatility style portfo-
lio by checking the summary statistics of control variables about investment 
style. 

5. Regression Analysis 

1) EPU and the Intended Risk Adjustment of Mutual Funds 
Table 3 is the result of investigating how EPU affects the intended risk adjust-

ment of mutual funds by using a multivariate regression. The results reported in 
Table 3 show a positive and statistically significant relation between EPU and 
intended risk adjustment of mutual funds. This finding supports our first hypo-
thesis that mutual funds raise the risk level when economic policy uncertainty 
increases. Meanwhile, by checking the regression coefficient that explains fund 
characteristic and investment style, we can learn that large-size funds and the 
funds with large position are more eager to reduce the risk level. However, funds 
owned more by institutional investors or that require expensive expense are 
more eager to raise the risk level. These two findings are consistent with the 
theory that mutual funds need to maintain a balanced risk level by reducing 
their risk level when they exposed to high risk in the last period. But they are 
willing to chase for keeping their product attractive by raising risk level if its po-
sition of mutual fund is above 80%.  
 
Table 2. Summary statistics. 

Variables P1 P50 P99 Mean Sd N 

IRAR 0.326 0.939 2.315 0.985 0.365 5560 

IRAL −0.079 −0.003 0.047 −0.005 0.022 5560 

LnEPU 4.543 5.070 6.144 5.235 0.554 5560 

LnTNA 17.59 21.25 23.54 21.00 1.435 5560 

LnAge 2.639 4.111 5.075 4.030 0.608 5560 

Expense 0.001 0.008 0.019 0.008 0.003 5560 

Holding 0.539 0.853 0.950 0.829 0.100 5560 

InsHolder 0.000 0.093 0.873 0.178 0.209 5560 

Stgy_size 3.265 6.851 8.970 6.734 1.284 5560 

Stgy_bm 1.326 3.769 7.364 3.858 1.307 5560 

Stgy_mom 2.255 5.470 8.315 5.448 1.347 5560 

Stgy_vol 1.363 3.890 7.130 3.985 1.274 5560 
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Table 3. Economic policy uncertainty and intended risk adjustment. 

Variables IRAR IRAL 

 (1) (2) (3) (4) (5) (6) 

1LnEPUt−  0.061*** 0.093*** 0.222*** 0.011*** 0.012*** 0.017*** 

 (4.47) (2.86) (6.17) (9.59) (5.69) (7.35) 

LnTNA  −0.020** −0.019**  −0.001* −0.001* 

  (−2.06) (−1.97)  (−1.91) (−1.70) 

LnAge  −0.045** −0.050**  −0.002 −0.003* 

  (−2.00) (−2.18)  (−1.57) (−1.89) 

1Expenset−   5.153** 4.664**  0.482*** 0.438*** 

  (2.33) (2.10)  (3.15) (2.83) 

1Holdingt−   −0.296*** −0.202*  −0.024*** −0.021*** 

  (−4.80) (−1.89)  (−6.20) (−3.28) 

1Insholdert−   0.075** 0.073**  0.007*** 0.006*** 

  (2.56) (2.45)  (3.23) (3.06) 

1Stgy_sizet−    0.015**   0.002*** 

   (1.99)   (3.06) 

1Stgy_bmt−    −0.007   0.000 

   (−1.11)   (0.21) 

1Stgy_momt−    0.001   0.000 

   (0.18)   (0.54) 

1Stgy_volt−    −0.028***   −0.002*** 

   (−4.01)   (−5.62) 

Cons 0.528*** 1.151*** 0.491* −0.073*** −0.027 −0.057*** 

 (6.90) (4.22) (1.75) (−10.36) (−1.42) (−2.99) 

Time effect Control Control Control Control Control Control 

Fixed effect Control Control Control Control Control Control 

N 5560 5560 5560 5560 5560 5560 

2R  0.213 0.220 0.225 0.279 0.290 0.301 

a. The numbers in parentheses are the T values obtained by cluster adjustment of the company. *** indi-
cates a significance level of 0.01, ** indicates a significance level of 0.05, and * indicates a significance level 
of 0.1. 

 
2) Fund Performance and Risk Adjustment 
In this part, we examine whether performance in previous period affects fund 

risk adjustment under uncertainty. Firstly, we divided funds into two groups 
according to the performance in previous period. We tagged the funds which 
performed better than half of the funds operated in the same period as “Winner”. 
Accordingly, those funds which underperformed are called “loser”. For conven-
ience, we use a dummy variable, D_ret, to indicate whether the fund is winner or 
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not. D_ret equals 1 when the fund is winner and it equals 0 when the fund is 
loser. Specifically, we estimate the following regression model. 

, , 1 1 2 1 3 ,IRA LnEPU D_ret LnEPU D_ret Controlsi t i t t t i t− −= α +β +β × +β + + ε∑ (4) 

Table 4 is the result of examining how fund performance affects the risk ad-
justment of mutual funds under EPU by using a multivariate regression. We can 
 
Table 4. Fund performance and intended risk adjustment in uncertainty. 

Variables IRAR IRAL 

 (1) (2) (3) (4) (5) (6) 

1LnEPUt−  0.030* 0.057* 0.188*** 0.009*** 0.010*** 0.015*** 

 (1.79) (1.70) (5.06) (7.21) (4.37) (6.20) 

1D_ret LnEPUt−×

 
0.063*** 0.067*** 0.062*** 0.004*** 0.004*** 0.004*** 

 (3.88) (4.11) (3.80) (4.78) (5.02) (4.36) 

D_ret −0.328*** −0.338*** −0.315*** −0.021*** −0.021*** −0.019*** 

 (−3.81) (−3.93) (−3.66) (−4.52) (−4.61) (−4.02) 

LnTNA  −0.023** −0.022**  −0.001** −0.001* 

  (−2.30) (−2.18)  (−2.16) (−1.92) 

LnAge  −0.046** −0.051**  −0.002 −0.003* 

  (−2.01) (−2.21)  (−1.53) (−1.88) 

1Expenset−   5.884** 5.108**  0.569*** 0.496*** 

  (2.49) (2.17)  (3.53) (3.08) 

1Holdingt−   −0.295*** −0.190*  −0.024*** −0.020*** 

  (−4.79) (−1.77)  (−6.17) (−3.15) 

1Insholdert−   0.073** 0.071**  0.006*** 0.006*** 

  (2.49) (2.40)  (3.13) (2.99) 

1Stgy_sizet−    0.013*   0.001*** 

   (1.79)   (2.92) 

1Stgy_bmt−    −0.007   0.000 

   (−1.10)   (0.24) 

1Stgy_momt−    −0.001   0.000 

   (−0.08)   (0.02) 

1Stgy_volt−    −0.026***   −0.002*** 

   (−3.69)   (−5.21) 

Cons 0.690*** 1.384*** 0.715** −0.062*** −0.011 −0.043** 

 (7.62) (4.89) (2.46) (−8.31) (−0.58) (−2.18) 

Time effect Control Control Control Control Control Control 

Fixed effect Control Control Control Control Control Control 

N 5560 5560 5560 5560 5560 5560 

2R  0.216 0.223 0.227 0.282 0.294 0.304 

a. The numbers in parentheses are the T values obtained by cluster adjustment of the company. *** indicates a 
significance level of 0.01, ** indicates a significance level of 0.05, and * indicates a significance level of 0.1. 
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find that there is a positive and statistically significant relation between intersec-
tion 1D_ret LnEPUt−×  and risk adjustment of mutual funds. It supports the 
hypothesis 3 that Winners are more eager to raise the portfolio risk level when 
economic policy uncertainty increases.  

3) Robustness Analysis 
In this paper, we use the monthly EPU index data to measure the economic 

policy uncertainty of Chinese market. However, the average value of EPU in a 
long period may weaken the influence of uncertainty in recent time. Therefore, 
we calculate a weighted average of the uncertainty developed by scholars, using a 
weight of one-sixth for the first two months, one-third for the next two months, 
and one-half for the last two months (Gulen, & Ion, 2015; Rao, Yue, & Jiang, 
2017; Tang, 2017). Furthermore, we use the EPU index of the current period to 
measure the uncertainty since the risk adjustment may happen at any time. 

The result of Table 5 shows that mutual funds prefer raising the risk level 
when EPU improves, which is consistent with the hypothesis and main conclu-
sion in the main part of our paper. 

 
Table 5. Robustness analysis. 

Variables IRAR IRAL 

 (1) (2) (3) (4) (5) (6) 

Panel A: Using the weighted average EPU index  

1LnAdjEPUt−  0.162*** 0.098*** 0.215*** 0.014*** 0.013*** 0.017*** 

 (10.66) (2.86) (6.17) (11.91) (5.69) (7.35) 

Fund characteristic  Control Control  Control Control 

Investment style   Control   Control 

Cons 0.065 1.128*** 0.518* −0.086*** −0.030 −0.055*** 

 (0.78) (4.06) (1.86) (−12.13) (−1.55) (−2.91) 

Time effect Control Control Control Control Control Control 

Fixed effect Control Control Control Control Control Control 

N 5560 5560 5560 5560 5560 5560 
2R  0.213 0.220 0.225 0.279 0.290 0.301 

Panel B: Using EPU index of the current period  

LnEPUt  0.217*** 0.251*** 0.289*** 0.019*** 0.020*** 0.022*** 

 (10.66) (5.83) (6.17) (11.91) (6.93) (7.35) 

Fund characteristic  Control Control  Control Control 

Investment style   Control   Control 

Cons −0.277** 0.324 0.0640 −0.116*** −0.069*** −0.090*** 

 (−2.42) (1.02) (0.19) (−12.08) (−3.14) (−4.06) 

Time effect Control Control Control Control Control Control 

Fixed effect Control Control Control Control Control Control 

N 5560 5560 5560 5560 5560 5560 
2R  0.213 0.220 0.225 0.279 0.290 0.301 

a. The numbers in parentheses are the T values obtained by cluster adjustment of the company. *** indicates a 
significance level of 0.01, ** indicates a significance level of 0.05, and * indicates a significance level of 0.1. 
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6. Conclusion 

In this study, we analyze the effect of economic policy uncertainty on the risk 
adjustment of mutual funds, paying close attention to the actions of institutional 
investors under macro environment’s changing. To capture the overall level of 
economic policy uncertainty of China, we employ a measure developed by Bak-
er, Bloom, & Davis (2013), which is based in large part on frequency counts of 
key terms in newspaper articles. Using this measure, we document a strong posi-
tive relationship between economic policy uncertainty and mutual funds’ raising 
risk level which is more significant on the funds performed better in the pre-
vious period. This result is robust to controlling for fund characteristics, invest-
ment styles and alternative measures of macroeconomic uncertainty.  

Our results have some main implications. First, they suggest that when mak-
ing policy decisions, regulators should be mindful of the fact that the uncertainty 
environment caused by policy decisions can be just as damaging as making the 
wrong decision. As an influential investor in financial market, mutual funds may 
become riskier to chase the limited money when uncertainty increases, which 
may cause severe fluctuation of financial market. Second, our results indicate 
that in assessing mutual funds, we should be aware of their own motivation to 
adjust the investment style, especially when the market is in high uncertainty.  
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