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Abstract

The objective of this research is to explore the inconclusive theoretical and empirical association between institutional ownership and
firm performance in the context of emerging Pakistani economy. The data set consists of all the non-financial firms listed on the Pakistan
Stock Exchange (PSX). Annual data set covers the period ranging from 2010 to 2015. However, the econometric analysis does not include
those firms with incomplete data. Thus the final data set comprised of an unbalanced panel of sample of 276 firms with 1231 firms years
observations. Data related to the institutional ownership and other variables taken for the study were extracted through the annual financial
reports of the firms. The research used Tobin’s Q as a proxy of market measure of firm performance and tested the endogenous relation with
institutional ownership through OLS and 2SLS approach. The study also applied Durbin-Wu—Hausman test to determine the endogeneity
before analyzing the 2SLS model. The Durbin-Wu-Hausman Test (DWH) conform the endogenous link between institutional ownership and
performance and vice versa. The results derived from 2SLS also confirm a highly significant relationship and two way direct proportional

relationships between the institutional investment and corporate performance in the studied companies.
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1. Introduction

Institutional  investors are specialized financial
institutions which manage the savings of small individual
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investors, with the objective to maximize the return at a
certain level of risk in a minimum time period (Davis, 2003).
In the recent decades it has been observed that in most of
the developed economies like USA and UK, the highest
proportion of ownership in the corporate organizations
is sacked by the bigger institutions through institutional
investments in such corporate firms (Mazumder, 2017; Tsai &
Gu, 2007). Contrary to the minority investors, institutional
investors tend to have extensive magnitude, proficiency
to gather information and capability to observe for better
monitoring of the management (Elyasiani & Jia, 2010;
Waheed & Malik, 2019b). Such involvement of institutional
investors in the capital structure of these companies has
raised the debate in the literature discussing their role
in corporate governance mechanisms and the resultant
impact on corporate performance (Gillan & Starks, 2003;
Karpoff, 2001; Waheed & Malik, 2019c¢). Thus the question
sprouts whether these massive institutions in the market are
effectively playing any positive role in the current corporate
governance mechanisms and the better firm performance as
the outcome of such mechanism.
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The worldwide raise of institutional investors’ share in
corporate investments over the past years has significantly
enhanced the interest of researchers in knowing the part these
institutions are playing in the corporate financial performance
(Reddy & Bather, 2013). Institutional investors have
extensive involvement in allocation of financial resources
in corporations (Vu, Phan & Dang, 2020; Aggarwal,
Prabhala, & Puri, 2002; Jenkinson & Jones, 2004; Ritter &
Welch 2002), stock rights (Aggarwal, Klapper, &
Wysocki, 2003; Chemmanur, He, & Hu, 2009), corporate
compensation policies (Hartzell & Starks 2003; Hamdani
& Yafeh, 2013), payout policy (Crane et al.,2016; Gaspar
et al., 2013; Grinstein, & Michaely, 2005), and shareholder
activism and corporate monitoring (Aggarwal et al.,2015;
Cornett et al., 2007; Gillan & Starks, 2000; Waheed &
Malik, 2019c¢). Since the existence of institutional ownership
leads to a highly efficient mechanism of governance and
control in such firms (Gillan & Starks, 2003; Waheed &
Malik, 2019c) which results in effective monitoring of the
management on the one side, and presents a highly efficient
system to build up a highly efficient and effective governing
body, using the voting powers (Brickley et al., 1998; Haider
& Fang, 2016). Thus, financial institutions, as a whole, play
a very effective role in the area of corporate governance.
Subsequently, corporate decision making process is
improved, which enhances firms’ performance (Tsai & Gu,
2007). Such evidenced powers of institutional investors give
rise to the question like how these powers of institutional
investors affect the corporate performance (Michel et al.,
2020), and another question that whether the best performing
firms attract institutional investors, or financial institutions
have their independent investment decisions to enhance
corporate performance.

There has been no such systematic study investigating
the endogenous association explaining how institutional
ownership and corporate performance affect mutually in the
context of developing economies. Due to the economic and
financial significance of the institutional investors, it was
presumed that it was significant to study the interaction among
the studied parameters. Since previous researchers have
been establishing the contradictory findings about the extent
of endogenous relationship between institutional investment
and corporate financial performance, hence this study is an
attempt to explore the existence and extent of endogeneity
between the two variables. The current study investigates the
magnitude and direction of endogeneity existing between the
variables under observation, in the presence of firm specific
control variables. Moreover, most of such studies are
conducted in the technologically advanced and economically
developed countries with inconclusive results, with a very
rare research done in developing countries and emerging
economies like Pakistan. To study this relationship is also
significant in Pakistan because majority of the corporations

in Pakistan have concentrated ownership and the right of the
minority shareholders are not protected due to poor quality
of the governance in the firms (Naqvi et al., 2017; Sajjad
et al., 2019; Waheed & Malik, 2019a). The current study
augments the existing literature and the knowledge by testing
the endogeneity between institutional investments and the
performance of the firms in the emerging Pakistani market.

2. Literature Review

The literature suggests that the existence of institutional
ownership in the capital structure of the corporate institutions
limit the agency conflict related issues and also provides
a better indication of the financial stability and viability
of such firms in the given financial market circumstances
(Masum et al., 2020). The review of the literature revealed
both positive and negative effect of institutional ownership
in firm’s performance (Agrawal & Knoeber, 1996; Chang
et al,, 2016; Clay, 2001; Hsu & Koh, 2005; McCahery
et al.,, 2016; Waheed & Malik, 2019b). According to
Chang et al. (2016), institutional investors establish an
effective monitoring mechanism on behalf of the minority
shareholders in the corporation which reduces agency cost
and thus firms yield higher rate of return than the market.
Institutional investors with their expertise and knowledge
about the financial market are efficient monitors at lower
cost than the individual investors and their larger financial
stake and longer time horizon enables them to achieve
greater incentives (Chang et al., 2016; Hartzell & Starks,
2003; Hsu & Koh, 2005; Waheed & Malik, 2021). According
to Yan and Zhang (2009), institutional investors invest on the
bases of speculation for short periods of time and they have
no concern with the governance of the firm.

The penetration of institutional investors in America
has only increased from 17.5% in 1970 to 51% in 2004.
Subsequently the level of interest in literature also increased
primarily covering the impact on firm performance with
contradicting outcomes leading to the extended enquiries
covering multiple relations among the mostly studied
dimensions (Chen et al., 2007). Empirical results in different
countries have reported contradictory results regarding the
influence of institutional investors in firms’ performance.
Agrawal and Knoeber (1996) explored the effectiveness of
institutional ownership in removing the agency conflicts
arising between management and shareholders. They
analyzed the data with ordinary least squares and the two
stage least squares models and observed no significant role
of institutional ownership in limiting the agency issues and
in enhancing firm’s performance. Moreover, Craswell et al.
(1997) in Australia and Loderer and Martin (1997) in United
States failed to find the hypothetical positive relationship
in simultaneous equation model between institutional
ownership and firms performance measure i.e. Tobin’s Q.
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There exists a body of empirical literature which
suggests a significant impact of institutional investment on
performance of the firms (Bjuggren et al., 2007; Clay, 2001;
Gillan & Starks, 2002; McCabhery et al., 2016). Moreover,
Chaganti and Damanpour (1991) observed a directly
proportional relation between institutional investments and
firm performance measure of ROE in US manufacturing
sector. They also found that institutional investors enforce
and assist the corporations in lowering the long term debt to
capital ratio. Clay (2001) and Tsai and Gu (2007) established
and observed a directly proportional and causal relation
between Institutional investments and the firm performance
in OLS and the 2SLS models, and reported that an increase in
institutional investment causes an increase in the performance
measure of Tobin’s Q. The volatility of stock returns along
with the stability of the internal financial structure of the
firms is found to be linked with the institutional investments,
through improved governance practices. Han and Suk (1998)
reported the intuitional investments keeping stabilized
inclining trends in the stock returns of firms.

Thus empirical evidence suggests that there are
inconsistent findings regarding the role of institutional
investors in firms’ performance. Demsetz and Villalonga
(2001) concluded that these inconsistent results are the
product of inconsistent variables measurement methods,
inclusion of different control variables in the models, varying
sample size and time periods, estimation methods and
endogeneity in the firm’s ownership structure. Tsai and Gu
(2007) concluded that the diffused or concentrated structure of
ownership of any firm is endogeneity outcome of competitive
selection process within the firm which eventually maximizes
the firm’s value. Ownership endogeneity means that there
are certain inherent factors under which a firm is operating,
which determine the most suitable ownership structure for
the firms. So, in an endogenous framework performance
is very much assumed to have an impact on ownership
structure of the firm as ownership structure also affects firm
performance. A massive literature discussing the linkages
between institutional investors and firms’ performance
focuses on the reasons for better firm performance due to the
involvement of institutional investors owing to the inherent
voting rights (Jensen & Meckling,1976; Shleifer & Vishny,
1986), monitoring and governance (Gillan & Starks, 2000;
Smith, 1996), activism, investors’ choices (Aggarwal et al.,
2015; Cornett et al., 2007; Gompers & Metrick, 2001; Pan,
Wang, & Zykaj, 2019), investment horizon (Gaspar et al.,
2005) and reduced risk taking by managers (Chang et al.
2015). It has been observed that the companies with extended
participation of institutional investors are prone to be more
shareholders oriented through efficient corporate governance
mechanism (Fich et al., 2015; Waheed & Malik, 2019c).

Institutional investors types on the basis of behaviors
and the factors affecting those behaviors may also affect

the intensity of corporate performance as an outcome of the
explanatory variables (Sahut & Gharbi, 2010). Most of the
current literature relates institutional investors in context of
homogeneity whereas the heterogeneity of those groups may
have different orientations and impacts (Sahut & Gharbi,
2010). Current literature poses endogeneity problem as
one of the major issues in corporate governance studies
and their outcomes. The exogenous aspect of the variables
is well covered and defined (Demsetz & Villalonga, 2001;
Himmelberg et al., 1999). The endogenous aspect proved to
be unilateral, bilateral and neutral in varying settings. So more
studies are required to explore and identify how endogeneity
affects relationships in different settings. To identify the
directional relation between institutional ownership and
corporate performance the endogeneity between institutional
investors and performance need to be checked under various
settings to improve the generalizability of the earlier
findings. Thus based on the above arguments the current
study simultaneously investigates the causal relationship
between firm performance and institutional ownership.

3. Research Methodology

3.1. Data Collection

The data set consists of all the non-financial firms
listed in Pakistan Stock Exchange (PSX), including but
not limited to automobiles, cement, chemicals, fertilizers,
Oil and Gas, pharmaceuticals refinery, sugar, textile and
tobacco etc. Annual data set covers the period ranging from
2010 to 2015. However, the econometric analysis does not
include those firms with incomplete data. Thus the final
data set comprised of an unbalanced panel of sample of
276 firms with 1231 firms years observations. Data related
to the institutional ownership and other variables taken
for the study were extracted through the annual financial
reports of the firms.

3.2. Measurement of Variables

The current study has used Tobin’s QO to measure the
performance of the firms. Tobin’s Q is considered as a
well-established market based performance measurement,
and it has a critical importance for individual investors and
financial institutions (Chatfield & Dalbor, 2005; Cornett
etal.,2007; Waheed & Malik, 2019b). In order to investigate
and explore the causality between firm performance and
institutional investments the current study adopted Tsai and
Gu (2007) simultaneous equations model which is as under;

Tobin’s Q. =, + B/INS, + B, Firm Size, + f,Leverage,,
+ p,Dividend Yield + ¢, (1)
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INS, = j, + B, Tobin’s O, + B, Firm Size
+ p,Leverage,, + f,Dividend Yield + ¢, (2)

In above equations Tobin’s O and INS reflect the probable
endogeneity or exclusive exogenity among explanatory
variables. Tobin’s Q is calculated by taking the sum of the
market value of equity and the market value of the debt,
and then dividing the resultant with the sum total of book
value of total assets. Tobin’s Q is widely used as a measure
of performance (Chang et al., 2016; Clay, 2001; Gompers
et al., 2003). INS is defined as the percentage of outstanding
ordinary shares held by the financial institutions at the end of
the year (Waheed & Malik, 2021). INS and Tobin’s Q serve
as possible endogenous, or purely exogenous, explanatory
variables (Demsetz, 1983; Tsai & Gu, 2007).

In order to avoid the spurious correlation between
institutional investment and firms’ performance the study
controlled different firms’ specific characteristics (Welch,
2003) including firm size, leverage, return on assets and
dividend yield (Mahmood & Waheed, 2014). In the light
of the financial literature all these independent variables
are treated in this model as controlled variable because of
their possible effect on institutional ownership and firms’
performance (Agrawal & Knoeber, 1996; Demsetz &
Villalonga, 2001; Kamran & Shah, 2014; Waheed & Malik,
2021). Firm Size is the natural logarithm of the firms’ total
assets. Leverage is calculated as book value of debt to
the book value of equity. Return on total assets (ROA) is
calculated by dividing the net income of the firm by its total
assets. Dividend yield is the ratio of annual dividend on each
share divided by share price.

3.3. Data Analysis Techniques

Durbin—Wu—Hausman (DWH) is widely used to determine
the endogeneity between two variables (Davidson &
MacKinnon, 1993), so before analyzing the 2SLS model
DWH test was performed to determine the endogeneity

Table 1: Descriptive Statistics

between Tobin’s Q and INS. In the first step Tobin’s Q
(i.e. endogenous variable) is regressed by taking all the
observed exogenous variables in the regression model
i.e. ROA, firm size, leverage and dividend yield and the
corresponding residuals obtained from this equation will be
saved.

Tobin’s O, =, + B INS, + B, Firm Size, + f,Leverage,,

3
+ fB,Dividend Yield + Tobin’s O @
In the second step “Tobin’s O ” obtained from the third
equation will be included and regressed as an additional
variable in equation (2).

INS, =, + B Tobin’s O + B,ROA, + B Firm Size,,
+ p,Leverage,, + f,Dividend Yield 4)
+ B Tobin’s O+ &

Now, if the coefficient of Tobin’s Q _obtained from
equation (4) is significantly different from zero in the #-test,
then the equation (1) will be inconsistent and biased so 2SLS
is justified, and we can apply it on equation (1). Likewise,
we can perform the same two steps on equation (2) in order
to justify 2SLS for institutional ownership.

4. Data Analysis & Discussion

4.1. Descriptive Statistics

Table 1 below gives the descriptive statistics of the
variables under study. The minimum value of Tobin’s Q is
0.128 and maximum value is 16.55, with mean value of 1.333
and standard deviation value 1.324. The minimum value of
institutional ownership is 0, which means that the sample
contains firms with no institutional ownership whereas;
sample set contains 9.4 percent on average institutional
ownership. Firm size is the log of total assets, which has 9.055

Variables Min Maximum Mean Standard Deviation
Tobin’s Q 0.128 16.550 1.333 1.324
Institutional Ownership 0.000 0.962 0.094 0.117
ROA -1.207 0.463 0.040 0.109
Firm Size 9.055 20.023 15.392 1.640
Leverage 0.007 12.163 0.638 0.598
Dividend Yield 0.000 4.456 0.049 0.187

Note: N = 276 firms taken from non-financial sector.
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Table 2: Correlation Matrix

Variables 1 2 3 4 5 6
Tobin's Q (1) 1

Institutional Ownership (2) -0.0789 1

ROA (3) 0.1839 0.0592 1

Firm Size (4) 0.0329 0.1532 0.1491 1

Leverage (5) 0.2995 —-0.0369 -0.5689 -0.1483 1

Dividend Yield (6) -0.0435 0.0396 0.0874 -0.0076 -0.0411 1

The table Il presents the correlation coefficients among Tobin’s Q, Institutional ownership, ROA, Firm Size, Leverage and Dividend Yield.

as minimum value and 20.023 as maximum value. The sample
set contains firms with very low leverage i.e. 0.007 and firm
having higher value of the leverage is 12.163 with standard
deviation of 0.598. Moreover, there are firms in the data
which did not pay dividend and maximum value of dividend
yield is 4.456 with a lover mean value of 0.049, this indicates
that Pakistani firms are not inclined to pay high dividends.

4.2. Correlation Analysis

Table 2 below provides the direction and extent of
linkages among the studied variables through correlation
statistics. The table clearly states and establishes the
non-existence of multicollinearity among the variables. No
absolute value of coefficient is found to be more than 0.70.

4.3. Durbin—-Wu-Hausman Test (DWH)
for Tobin’s Q

Table 3 below conforms the endogeneity of the of
Tobin’s Q through the DWH test by regressing the equation (3).
As the coefficient of Tobin’s O is highly significant and
different from zero (¢ = 2.660, p = 0.008) at 1% significance
level. So, applying the 2SLS on equation (2) is justified.

4.4. Durbin—Wu-Hausman Test (DWH)
for Institutional Ownership

Likewise, Table 4 below also confirms the endogeneity
of the Institutional ownership by regressing the equation (4).
As the coefficient of Institutional ownership res is highly
significant and different from zero (t=-17.310, p = 0.000) at
1% significance level. So, applying the 2SLS on equation (1)
is justified.

4.5. Regression Results: Firms Performance

Table 5 and 6 below show the results of OLS and 2SLS
for equation (1). The coefficient of intuitional ownership

Table 3: DWH Test for Tobin's Q

Dependent Variable .

Institutional ownership t- statistics p-value
Tobin’s Q -3.730 0.000
Firm Size 4.880 0.000
Leverage -0.980 0.325
Dividend Yield 1.460 0.146
Tobin’s Q_res 2.660 0.008
Intercept -2.300 0.022
The above table provides the results of Equation (3).

Table 4: DWH Test for Institutional Ownership
.?:g;',‘:zm Variable t- statistics p-value
Institutional ownership 17.200 0.000
Firm Size -16.180 0.000
Leverage 17.750 0.000
Dividend Yield -14.260 0.000
Institutional ownership _res -17.310 0.000
Intercept 15.390 0.000

The above table provides the results of Equation (4).

with performance variable Tobin’s Q is although positive but
insignificant (# = 1.450 and p = 0.1470) in OLS equation. On
the other hand, the results of 2SLS equations conform the
positive and significant association (# = 3.120 and p = 0.002)
that was hypothesized between the performance of the firms
and institutional investments. These results confirm the
findings of (Han & Suk, 1998; Sahut & Gharbi, 2010; Tsai &
Gu, 2007). However, the results are contradictory with some
ofthe previous results (Agarwal & Knoeber, 1996; Loderer &
Martin, 1997), which could not establish positively
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Table 5: OLS Regression for Firm Performance

Table 7: OLS Regression for Institutional Ownership

The above table provides the OLS results of Equation (1).

Table 6: 2SLS Regression for Firm Performance

Dependent

Variable Coefficients t- statistics | p-value
Tobin’s Q

Institutional

ownership 9.560409 3.120 0.002
Firm Size 0.0972651 0.830 0.405
Leverage —0.5770891 —-0.500 0.616
Dividend Yield —7.763826 —-2.830 0.005
Intercept 1.291634 0.880 0.377

The above table provides the 2SLS results of Equation (1).

Dependent Dependent
Variable Coefficients | t- statistics | p-value Variable _ .

., s Coefficients | t- statistics p-value
Tobin’s Q Institutional
Institutional ownership
ownership 0.2780356 1.450 0.1470 Tobin’s Q 0.005243 1.390 0.164
Firm Size 0.0490397 4.270 0.0000 ROA 0.0469088 0.260 0.799
Leverage -0.0935559 -1.230 0.2180 Firm Size 0.0017856 2.960 0.003
Dividend -0.0342397 -0.080 0.9340 Leverage 0.0136723 0.090 0.926
Yield Dividend Yield | 0.0713211 5.730 0.000
Intercept 0.3460633 1.930 0.0540 Intercept 0.0278609 -0.260 0.798

The above table provides the OLS results of Equation (2).

Table 8: 2SLS Regression results for institutional

ownership

Dependent

:ll‘nasrtiiim?onal Coefficients | t- statistics | p-value
ownership

Tobin’s Q 0.0854851 3.480 0.001
ROA —0.4673856 -3.640 0.000
Firm Size 0.0037496 1.450 0.146
Leverage —0.0629695 -2.460 0.014
Dividend Yield 1.009932 5.550 0.000
Intercept —0.0528694 -1.340 0.181

significant linkages between institutional investments and
firms’ performance in two stage least square model.

Firm size is coefficients in both OLS and 2SLS
models are positively associated with firms’ performance,
although the size coefficient is significant in OLS model
and insignificant in 2SLS model. Leverage is found to be
negative and insignificant component of firms’ performance
in both OLS and 2SLS models. Whereas, dividend yield
is negatively associated with firm performance, which
indicated that paying dividend in not an indicator to measure
the performance in Pakistani firms.

Table 7 and 8 below show the results of OLS and 2SLS
for equation (2). The coefficient of Tobin’s O with institutional
ownership is although positive but insignificant (# = 1.390 and
p = 0.164) in OLS equation. On the other hand the results of
2SLS equations conforms the positive and significant association
(t=3.480 and p = 0.001) between institutional ownership and
firm performance. These results are consistent with some of the
earlier findings (Demsetz & Villalonga, 2001; Han & Suk, 1998;
Sahut & Gharbi, 2010; Tsai & Gu, 2007). However, these results
are inconsistent with some of the previous results (Agarwal &
Knoeber, 1996; Loderer & Martin, 1997) that could not provide

The above table provides the 2SLS results of Equation (2).

evidence about positively significant association between
institutional ownership and firms’ performance in 2SLS model.

Institutional ownership has an insignificant relationship
with ROA in OLS model and this relation is negative and
significant with ROA in 2SLS model, which indicates that
financial institutions are more inclined towards the market
based measure of performance i.e. Tobin’s Q. Firm size
coefficients in both OLS and 2SLS models are positively
associated with institutional ownership. This shows that
financial institutions in Pakistan are more interested to
invest in larger firms and these larger firms are also yielding
good profitability when measured in terms of Tobin’s Q.
Coefficient of leverage is found insignificant in OLS model
but this coefficient is significantly and negatively associated
with institutional ownership in 2SLS models, which show
that financial institutions in Pakistan avoid to invest in those
firms which has higher ratio of debt in their capital structure.
Whereas, dividend yield in both (OLS and 2SLS) models
are highly positively associated with intuitional ownership,
it means that financial intuitions enforce the firms to share
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their profitability in term of dividends. This result confirms
with the earlier literature and the findings of (Abdullah et al.,
2011) for Pakistan.

5. Conclusion

The financial theories talk about the positive role of
institutional investors in firm performance. Agency theory
describes that financial institutions with their abilities
and skills not only monitor the management but also play
a very pivotal role in corporate governance mechanism,
which leads to the enhanced firm performance. There are
a large number of researchers which empirically determine
the relationship between institutional investments and the
financial performance of the firms but with contradictory
findings. The current study augments the existing literature
and the body of knowledge by testing the casual relationship
between the institutional investments and the financial
performance of the firms in the emerging Pakistani economy
by using an unbalanced panel of 287 firm from 2010-15.
The results indicate that the presence of financial intuitions
in the firms” ownership not only improve firms’ performance
but those firms which outperform in the stock market also
attract financial institutions. Financial institutions are more
interested in those firms which are evaluated on the basis of
market based performance indicators.

The results also indicated the inclination of financial
institutions targeting large sized firms, where they play a
vital role in the management of liabilities and enforce the
governing body to disburse the dividends for the equity
holders. The results are corroborative with earlier findings
of significant literature covering the dynamics between
institutional investments and the financial performance of
the corporate firms, confirming that the relation between
institutional investments and the financial performance
of the corporate firms is bilateral. There are limitations
of this study are since the financial institutions influence
corporate governance mechanism which also links with
the firms’ performance, so the organized data related to
corporate governance variables can be included. Secondly,
the analyzed sample did not include financial sector firms,
which results in the generalizability of results only for non-
financial sectors. Moreover as the literature suggests that the
institutional investors are heterogeneous so the studies need
to be conducted further on how corporate performance is
affected owing to the variability in behavior of institutional
investors.
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