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Abstract: This paper examines the effects of ownership by foreign and domestic institutional investors
on corporate sustainability by focusing on the level of research and development (R&D) investment.
Long-term investment in R&D is crucial for companies that seek to generate sustainable growth.
Ordinary least-squares regression is performed on a sample of Korean listed companies. The main test
with both foreign and domestic institutional ownership is based on a study period from 2001 to 2004.
The results indicate that firms with higher levels of foreign institutional ownership exhibit greater
levels of corporate R&D activities, while the ownership by domestic institutions has no significant
influence on firms’ R&D investment. An additional test with foreign institutional ownership data is
based on an extended study period from 2001 to 2014, and shows that foreign institutional ownership
is positively related to firms’ R&D investment. This result survives the two-stage instrumental variable
approach used to address endogeneity factors in foreign institutional ownership. Taken together,
these findings suggest that foreign institutions can effectively monitor managerial myopia and
promote corporate innovations.

Keywords: institutional investors; foreign institutions; domestic institutions; R&D; innovation;
sustainability

1. Introduction

This paper examines the role of foreign and domestic institutional investors in corporate
sustainability by focusing on corporate R&D investment. Developing corporate sustainability requires
major changes to products, services, marketing strategies, and business models to develop more efficient
approaches to resource and energy management [1]. Among all of these initiatives, innovative activities
are key to the provision of alternative goods and services that can help with responses to climate
change and ecosystem degradation [2]. In addition, only by developing innovative products that can
create new demands and revenues, companies are able to generate environments that will ensure
sustainable growth. Likewise, prior research [3] argues that product growth and sustainable economic
growth depend on the pace of innovation. Hence, such innovation is crucial for companies’ sustainable
growth, gaining them competitive advantage in their products, technologies, and services [4].

For this reason, this paper focuses on corporate innovative activities that are closely linked to
sustainability. Firms invest in intangible assets such as R&D in order to gain a competitive advantage
in their industries and capital markets [5]. Investments in R&D generate new products and new
information and enhance companies’ ability to exploit existing information [6]. R&D projects represent
long-term strategic investments that entail higher risk, have uncertain outcomes, and they may not
immediately result in positive short-term financial outcomes [7].
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There are various determinants of the level of R&D investment. Managers tend to under-invest
in risky projects, including R&D initiatives, due to their risk aversion and managerial myopia [8,9].
Thus, there are agency costs due to conflicts of interest between managers and shareholders. Previous
studies have examined how certain corporate governance mechanisms can mitigate this agency
problem and encourage managers’ risk taking. For example, institutional investors have been shown
to monitor myopic managers. Shleifer and Vishny [10] documented that institutional ownership is
positively related to monitoring incentives, suggesting that institutional investors may encourage
long-term investment in R&D. Baysinger and Kosnik [11] provide consistent empirical evidence that
concentrations of equity among institutional investors positively affect corporate R&D spending.
In addition, Bushee [12] finds that managers are less likely to cut R&D to reverse an earnings decline
when institutional ownership is high; however, when institutional investors with high portfolio
turnover and momentum trading have extremely high levels of ownership, the probability that
managers reduce R&D increases. Scott [13] documents that the presence of institutional investors
encourages the management of firms with high information asymmetry to make long-term investments
in R&D. Moreover, Bena and Ferreira [14] show that greater foreign institutional ownership is related
to greater long-term investment in tangible, intangible, and human capital, and leads to significant
increases in innovation output, using a sample of publicly listed firms in 30 countries over the
period 2001–2010.

Institutional investors with different geographic origins may have different monitoring incentives.
Aggarwal and Erel [15] show that institutions based in non-U.S. countries with strong protections
for minority shareholder rights improve firm-level governance, and those from countries with weak
shareholder rights do not improve such governance. Following prior findings that foreign investors
play a predominant role in the improvement of governance by non-U.S. corporations, this research
posits that foreign institutions have a positive impact on corporate R&D investment, but domestic
institutions have no significant impact on R&D investment.

This empirical study investigates the effects of foreign and domestic institutional ownership on
R&D investment using a sample of firms listed on the Korean Stock Exchange. The main test with
both foreign and domestic institutional ownership is based on a sample period from 2001 to 2004,
during which domestic institutional investor data were disclosed by companies in Korea. However, the
study period for the analysis of foreign institutions alone is extended from 2001 to 2014, which is the last
year when foreign institutional investor data is available. Ordinary least squares regression analyses
of these data produce the following results. First, firms with higher levels of foreign institutional
ownership have greater levels of innovative activities. However, domestic institutional ownership
has no significant influence on firms’ R&D investments. Additionally, the effects of institutional
ownership on R&D remain significant after controlling for the effects of domestic ownership. Moreover,
robustness tests that address endogeneity in institutional ownership based on two-stage regression
provide consistent results. Collectively, the results suggest that foreign institutional investors are better
at monitoring managerial incentives to undertake innovative activities than domestic ones are.

The remainder of the paper proceeds as follows. Section 2 reviews the literature on institutional
investors and corporate investment in R&D and develops research hypotheses. Section 3 describes the
empirical methods used in this study, such as sampling procedures, variable measurement, and research
models. Section 4 presents the results of the main tests and robustness checks performed, and finally
Section 5 concludes the paper.

2. Literature Review and Hypotheses

Agency theorists [8,9,16] argue that managers and shareholders exhibit conflicts of interest due
to their different risk attitudes and incentive structures. Because executive compensation and job
security usually depend upon the performance reported in financial statements and stock prices [17,18],
managers may forgo risky investment projects that may harm short-term performance in order to
secure their position and compensation. Prior research [12,19,20] has provided evidence that managers
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are likely to underinvest in long-term projects such as R&D and employee training to ensure that
short-term earnings targets are met. As a result, there are agency costs due to manager underinvestment
in risky projects with positive net present value.

It has been documented that corporate governance is crucial for mitigating managerial myopia.
Ownership structure is a widely documented determinant of managers’ investment decisions.
For instance, Eisenmann [21] showed that CEO equity ownership is positively related to risk-taking
in corporate diversification. Hill and Snell [22] reported test results derived from Fortune 500 firms
showing that ownership positively affects firms’ attitudes toward diversification and R&D investment.
Kim and Lu [23] also document that the relation between CEO ownership and R&D is hump shaped
when external governance is weak, but is insignificant when external governance is strong. However,
Wright and Kroll [24] found that value-maximizing and risky corporate strategies are initially pursued
but are replaced by non-value-maximizing, risk-reducing strategies as executive stock ownership
increases. Furthermore, King and Wen [25] examine the relation between overall corporate governance
structure and managerial risk-taking behavior. They find that weak shareholder governance motivates
more high-risk investment such as R&D expenditures, whereas strong bondholder governance leads to
lower R&D investment.

Furthermore, according to the stakeholder theory [26], there is a positive association between
effective corporate governance and corporate sustainability or corporate social responsibility (CSR) [27].
Specifically, institutional investors are documented to have a significant impact on corporate governance
with their voting rights [28]. Previous studies [29–32] show that institutional investors’ ownership
is positively related to companies’ involvement in CSR or environmental management. Moreover,
recent research such as [33,34] suggests that long-term institutional investors have incentives to monitor
management to engage in more vigorous CSR activities.

This paper extends the literature on the relationship between institutional investors and long-term
investment. On the one hand, researchers argue that institutional investors have greater incentives
and more ability to monitor management. This may result in greater levels of risk-taking in corporate
investment. In particular, previous studies have focused on institutional ownership as a mechanism of
corporate governance or monitoring [10]. Empirical research [11,35] has provided consistent results
showing that institutional ownership is positively related to managerial investment in R&D. On the
other hand, other studies have found no significant association between institutional ownership and
R&D investment [36]. This mixed evidence on the relationship between institutional ownership
and R&D may be due to varying incentives of different groups of institutional investors. In other
words, clearer implication on the role of institutional investors in corporate innovation could be made
by distinguishing groups of institutional investors based on their incentives or abilities to monitor
managerial decisions.

These arguments lead us to group institutional investors by geographical origin to examine their
monitoring incentives. It has been suggested that foreign and domestic institutions have different
investment horizons and monitoring incentives [15,37,38]. For example, Aggarwal and Erel [15] found
that firms with greater institutional ownership tend to terminate poorly performing CEOs and improve
their valuation over time. Foreign institutional investors from countries with strong shareholder
protections in particular are shown to improve corporate governance of companies outside the U.S.
However, ownership by domestic investors is negatively associated with improvements in corporate
governance, particularly in countries with weak shareholder protections [15]. In addition, Ferreira
and Matos [39] found that foreign and domestic institutions diverge in their stock preferences, in that
foreign institutions prefer stocks that are cross-listed on a U.S. exchange and on the Morgan Stanley
Capital International All Country World Index (MSCI ACWI). They also showed that firms with
greater foreign ownership have higher valuations and better operating performance. Their findings
suggest that foreign institutions support corporate monitoring worldwide because they have fewer
business ties to firms and are freer from management influence than other institutions. Likewise,
research using Korean data [40] has documented that domestic institutional investors often have
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business ties to local firms and are therefore more favorably disposed to top management. Hence,
the close relationships between domestic institutions and top management could weaken the effective
monitoring of managerial behavior.

Due to these features of foreign and domestic institutions, the effects of foreign institutional
investors on managerial behavior may be distinct from those of domestic institutional investors.
Specifically, foreign institutional ownership is predicted to be positively related to long-term investment
in R&D projects because foreign institutional investors’ monitoring may mitigate myopic managerial
behavior. On the other hand, domestic institutional investors are not predicted to be positively
related to R&D investment. This is because domestic institutions’ conflicts of interest may strengthen
managerial myopia such that managers can reduce the level of innovation to meet short-term goals.
Taken together, these considerations lead to the following hypotheses:

Hypothesis 1 (H1). Foreign institutional ownership positively affects R&D investment.

Hypothesis 2 (H2). Domestic institutional ownership does not positively affect R&D investment.

3. Research Model

3.1. Sample Selection

This study is based on a sample of public companies listed on the Korean Stock Exchange. Because
domestic institutional investor data was disclosed by companies until 2004, the analysis of domestic
institutional investors is based on a sample period beginning in 2001 and ending in 2004. However,
the analysis on foreign institutional ownership covers the longer sample period from 2001 to 2014,
the last year in which foreign institutional investor data is available.

Institutional investors’ ownership data is matched with next year’s R&D expenditure to mitigate
endogeneity concerns. The required financial data for calculating the test variables is collected from the
KIS value database, provided by the NICE Information Service Co. In addition, the following sampling
restrictions are imposed to ensure homogeneity in the sample: delete firms in financial industries and
firms with a non-December fiscal year-end, and remove delisted firms and firms with impaired capital.

These sampling procedures result in a total of 7655 firm-year observations, consisting of 5913
observations with foreign institutional ownership over 15-year study period and 1742 observations
with domestic institutional ownership over 5-year study period.

3.2. Regression Model

The following multivariate regression model is estimated to examine the hypotheses:

RD_TOTit = β0 +β1FOR(or DOMESTIC)it + β2PPEit + β3SIZEit + β4ROAit
+β5LEVit + β6HERFit + β7CAPEXit + β8LNAGEit + β9BTMit
+β10VOL_Salesit + β11DIVIDENDit + ΣIND + ΣYR + εit

(1)

where
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RD_TOT = total research and development expenditure divided by the total assets at the end of year t;
FOR = proportion of foreign investors’ ownership at the beginning of year t;
DOMESTIC = proportion of domestic institutional investors’ ownership at the beginning of year t;
PPE = ratio of net property, plant, and equipment to the beginning total assets at the beginning of year t;
SIZE = natural logarithm of total assets at the beginning of year t;
ROA = return on assets, calculated as the income before extraordinary items during year t−1, divided by total
assets at the beginning of year t;
LEV = leverage ratio, measured as the sum of long-term debts and short-term debts scaled by total assets at the
beginning of year t;
HERF = Herfindahl index of three-digit SIC (Standard Industrial Classification) code industry j to which firm i
belongs, measured at the beginning of fiscal year t;
CAPEX = capital expenditure scaled by book value of total assets at the beginning of fiscal year t;
LNAGE = natural logarithm of (1 + a firm’s age) at the beginning of fiscal year t;
BTM = book-to-market ratio, defined as book value of equity to market value of equity, at the beginning of year
t;
VOL_Sales = volatility of sales using rolling five-year windows at the beginning of year t;
DIVIDEND = dividend yield ratio, computed as the amount of dividend payment to stock price at the
beginning of year t;∑

IND = industry dummies;∑
YR = year dummies;

ε = error term; and
i, t = firm i, period t.

In Equation (1), the dependent variable is RD_TOTit, representing is the total amount of a firm’s
R&D expenditure. R&D expenditure is selected to proxy for corporate sustainability because it is
the core business activity that supports the innovations that are crucial for firms’ long-term growth
and sustainability. The key independent variables are equity ownership by foreign and domestic
institutional investors, FOR and DOMESTIC, respectively. This captures the effects of these institutional
investors on managerial decision-making in regard to innovations.

Several control variables are included in Equation (1). The model includes fixed asset intensity
(PPE), firm size (SIZE), profitability (ROA), leverage (LEV), investment in fixed assets (CAPEX),
firm age (LNAGE), growth opportunities (BTM), volatility (VOL_Sales), and dividend-paying tendency
(DIVIDEND) to control for firm characteristics that may affect corporate innovation activities. Product
market competition (HERF), which is measured by the Herfindahl index based on annual sales,
is included to control for industry characteristics. Last, industry and year fixed effects are included in
the regression models, and standard errors are corrected for heteroscedasticity.

4. Results of the Empirical Analysis

4.1. Descriptive Statistics and Correlation Analysis

Table 1 shows the descriptive statistics of the variables used in this study. The mean value for total
R&D expenditure (scaled by total assets) is 1.1770, and the median is 0.2655. This indicates a skewed
distribution, suggesting that few companies have significantly larger amounts of R&D spending than
the rest. On average, foreign institutions and domestic institutions own 9.72% and 8.19% of the equity
shares of sample firms, respectively. Moreover, the sample firms have an average firm size of 25.23,
ROA of 3.13%, leverage ratio of 45%, and fixed asset intensity of 35%. Last, overall observation
indicates that the test variables and continuous control variables are mostly normally distributed.
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Table 1. Descriptive Statistics.

Variable N Mean Std Dev Median 25% 75%

RD_TOT 7655 1.1770 1.9950 0.2655 0.0000 1.4495
FOR 7655 0.0972 0.1413 0.0296 0.0030 0.1351

DOMESTIC 1742 0.0819 0.1197 0.0350 0.0040 0.1116
PPE 7655 0.3512 0.2045 0.3414 0.2040 0.4787
SIZE 7655 25.5370 1.7687 25.2205 24.2742 26.4810
ROA 7655 0.0313 0.0885 0.0348 0.0061 0.0729

LEVERAGE 7655 0.4517 0.2058 0.4494 0.2976 0.5935
HERF 7655 0.1267 0.1308 0.0731 0.0347 0.1731

CAPEX 7655 0.2179 0.2700 0.1266 0.0610 0.2606
LNAGE 7655 3.5171 0.5253 3.6109 3.3322 3.8501

BTM 7655 1.8401 8.4404 1.3525 0.7850 2.2516
VOL_Sales 7655 0.2233 0.8036 0.1394 0.0778 0.2377
DIVIDEND 7655 0.7152 0.4513 1.0000 0.0000 1.0000

Note: All variables are defined in Equation (1). All p-values are based on two-tailed t-tests.

Table 2 reports the Pearson correlation coefficients among the test variables. RD_TOT is positively
correlated with foreign institutional ownership but uncorrelated with domestic institutional ownership.
Further, RD_TOT is positively correlated with firm size, ROA, and dividend policy, and it is negatively
correlated with leverage, firm age, and book-to-market ratio. In addition, unlike prior research showing
a positive association between product market competition and innovations, there is no significant
correlation between HERF and RD_TOT. Overall, these analyses suggest that multivariate regression is
warranted to confirm the association between R&D and foreign (domestic) institutional ownership,
controlling for these firm characteristics.

Table 2. Correlations among the Test and Control Variables.

FOR DOMESTIC PPE SIZE ROA LEVERAGE HERF CAPEX LNAGE BTM VOL_Sales DIVIDEND

RD_TOT
0.192 0.011 −0.138 0.193 0.102 −0.098 0.014 0.030 −0.094 −0.029 −0.011 0.076

<0.0001 0.634 <0.0001 <0.0001 <0.0001 <0.0001 0.225 0.008 <0.0001 0.010 0.333 <0.0001

FOR
0.070 −0.028 0.568 0.254 −0.146 0.157 0.045 −0.057 −0.049 −0.019 0.237

0.004 0.014 <0.0001 <0.0001 <0.0001 <0.0001 <0.0001 <0.0001 <0.0001 0.091 <0.0001

DOMESTIC
0.088 0.223 0.100 0.078 0.106 −0.037 0.094 0.031 0.127 −0.051

0.000 <0.0001 <0.0001 0.001 <0.0001 0.119 <0.0001 0.189 <0.0001 0.033

PP
−0.014 0.027 0.180 0.057 −0.017 0.062 0.046 −0.082 0.002

0.236 0.017 <0.0001 <0.0001 0.128 <0.0001 <0.0001 <0.0001 0.873

SIZE
0.286 −0.117 0.232 0.005 −0.043 −0.096 −0.003 0.271

<0.0001 <0.0001 <0.0001 0.657 0.000 <0.0001 0.803 <0.0001

ROA
−0.354 0.014 0.097 −0.091 0.019 −0.001 0.472

<0.0001 0.233 <0.0001 <0.0001 0.098 0.920 <0.0001

LEVERAGE
0.104 −0.073 −0.003 −0.035 0.075 −0.384

<0.0001 <0.0001 0.818 0.002 <0.0001 <0.0001

HERF
0.006 −0.011 −0.020 0.073 −0.052

0.577 0.345 0.086 <0.0001 <0.0001

CAPEX
−0.093 −0.014 0.037 0.045

<0.0001 0.237 0.001 <0.0001

LNAGE
0.041 −0.034 −0.012

0.000 0.003 0.293

BTM
−0.026 −0.016

0.021 0.171

VOL_Sales
−0.055

<0.0001
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4.2. Results of Multivariate Analyses

Table 3 reports the relationship between foreign institutional investors and R&D activities in two
columns for main study period (2001–2004) and extended study period (2001–2014), respectively.

Table 3. Hypothesis 1: Foreign Investors and R&D Activities.

Variables

Dependent Variable = RD_TOT

Study Period: 2001–2004 Study Period: 2001–2014

Coef. p-Value Coef. p-Value

Intercept 1.3990 0.0776 −2.1080 <0.01
FOR 1.6650 <0.01 1.2711 <0.01
PPE −1.4099 <0.01 −1.2796 <0.01
SIZE 0.0775 0.0144 0.1744 <0.01
ROA 1.6503 <0.01 0.5139 0.0845
LEV −0.5846 <0.01 −0.4186 <0.01

HERF −0.0335 0.8999 −0.3921 0.0256
CAPEX −0.0936 0.3859 0.0222 0.7887
LNAGE −0.4205 <0.01 −0.2658 <0.01

BTM −0.0240 <0.01 −0.0021 0.4135
VOL_Sales −0.0561 0.2185 −0.0519 0.0602
DIVIDEND 0.0000 0.9154 −0.0842 0.1489
Σ IND, ΣYR Included Included
Adjusted R2 11.14% 8.06%
Sample Size 1742 7655

Note: All variables are defined in Equation (1).

The regression coefficients for foreign institutional ownership (FOR) are statistically significant
and positive, 1.6650 (p < 0.01) and 1.2711 (p < 0.01), in both study periods. This suggests that firms’ R&D
spending increases with foreign institutional ownership, implying that foreign institutions encourage
innovative activities over a long-term investment horizon. This is consistent with prior research
showing that foreign institutional investors improve corporate governance and mitigate managerial
short-term orientation.

The control variables also have the expected signs. For example, RD_TOT is positively related
to SIZE, indicating that larger firms tend to invest in R&D projects to a greater extent. Unlike the
insignificant correlations reported in Table 2, there is a significant and positive association between
HERF and RD_TOT, which implies that firms that face greater product market competition have greater
levels of R&D investment. However, RD_TOT is negatively associated with leverage and firm age.

Table 4 shows the results of multivariate regression for the association between domestic
institutional ownership and innovation over the main study period 2001–2004.

Domestic institutional ownership has no significant relationship with R&D investment, as the
estimated coefficient for DOMESTIC is not significantly different than zero (−0.3194, p = 0.3120).
The regression coefficients for control variables are not largely different from those reported in Table 3.
This suggests that domestic institutions do not play a significant role in promoting corporate innovative
activities due to their shorter-term investment horizon and business ties to the companies invested in.

Next, Table 5 shows the regression results when both foreign and domestic institutional ownership
variables are included in the same model. Doing so allows us to examine incremental effects of foreign
institutions after controlling for domestic institutional shareholdings.
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Table 4. Hypothesis 2: Domestic Investors and R&D Activities.

Variables
Dependent Variable = RD_TOT

Coef. p-Value

Intercept −2.4580 <0.01
DOMESTIC −0.3194 0.3120

PPE −1.4284 <0.01
SIZE 0.2381 <0.01
ROA 1.5804 <0.01
LEV −0.3679 0.0774

HERF −0.2625 0.3186
CAPEX −0.1256 0.2417
LNAGE −0.3896 <0.01

BTM −0.0206 <0.01
VOL_Sales −0.0615 0.1782
DIVIDEND −0.0140 0.8835
Σ IND, ΣYR Included

Adjusted R2 12.76%
Sample Size 1742

Note: All variables are defined in Equation (1).

Table 5. Foreign vs. Domestic Investors and R&D Activities.

Variables
Dependent Variable = RD_TOT

Coef. p-Value

Intercept −1.6183 0.0477
FOR 0.7166 0.0401

DOMESTIC −0.2643 0.4041
PPE −1.4232 <0.01
SIZE 0.2016 <0.01
ROA 1.5038 <0.01
LEV −0.3708 0.0749

HERF −0.2586 0.3254
CAPEX −0.1259 0.2398
LNAGE −0.3894 <0.01

BTM −0.0193 <0.01
VOL_Sales −0.0593 0.1936
DIVIDEND −0.0251 0.7928
Σ IND, ΣYR Included

Adjusted R2 12.92%
Sample Size 1742

Note: All variables are defined in Equation (1).

The results are reported in Table 5. Foreign institutional shareholdings are significantly and
positively related to R&D investment (coef. = 0.7166, p = 0.0401), while domestic shareholdings are
not significantly related to R&D investment (coef. = −0.2643, p = 0.4041). This is consistent with the
findings shown in Tables 3 and 4, thereby confirming the differential roles played by foreign and
domestic institutional investors in corporate innovative activities.

4.3. Robustness Check

This section presents the results of an additional robustness check that addresses the endogeneity
of foreign institutional ownership. Foreign institutional ownership is not an exogenous variable
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because foreign institutions select stocks for their portfolios based on their stock preference and
investment motivation. It may be that foreign institutions prefer innovative companies that exhibit
long-term growth. Hence, a two-stage instrumental variable approach is performed to mitigate
potential endogeneity concerns due to reverse causality.

Prior research [39,41] has shown that foreign institutional investors prefer stocks that are cross-listed
on a U.S. exchange and on the MSCI All Country World Index (MSCI ACWI). While historical listing
on the MSCI ACWI is positively related to foreign equity ownership, it is not related to corporate
decisions such as increasing R&D investment because MSCI ACWI listing is automatically determined
by a mechanical rule based on market capitalization [14]. For this reason, a historical listing on the
MSCI ACWI is selected as the instrumental variable for foreign institutional ownership.

Table 6 Panel A reports the first-stage regression results. The dependent variable, FOR,
is significantly and positively associated with MSCI, an instrumental variable that is set to 1 if
the firm is listed on the MSCI ACWI during a given year t (coef. = 0.0765, p < 0.01). Panel B-1
of Table 6 shows second-stage regression results using the predicted value of foreign institutional
ownership estimated from the first-stage model as the independent variable. The regression coefficient
of instrumented FOR is significantly positive (coef. = 3.6057, p < 0.01). This result holds after controlling
for the effect of DOMESTIC. As shown in Table 6 Panel B-2, the coefficient of instrumented FOR
is significantly positive (2.3553, p = 0.0408), while the coefficient for DOMESTIC is not statistically
significant (−0.3149, p = 0.3207).

The main test results and robustness checks using instrumental variables provide consistent
evidence that foreign and domestic institutional investors may have different incentives for monitoring
managerial myopia. Unlike domestic institutions, foreign institutions can effectively encourage
long-term investment for long-term growth such as in R&D, suggesting that foreign institutional
ownership may improve corporate governance.

Table 6. Foreign Institutional Investors and R&D Activities: Two-Stage Least-Squares
Regression Analyses.

Panel A: First-stage Regression

Variables
Dependent Variable = FOR

Coef. p-Value

Intercept −0.7702 <0.01
MSCI [Instrument] 0.0765 <0.01

PPE −0.0238 0.1845
SIZE 0.0339 <0.01
ROA 0.1138 <0.01
LEV −0.0402 0.0452

HERF 0.0397 0.2241
CAPEX 0.0094 0.2551
LNAGE −0.0041 0.5628

BTM −0.0002 0.1337
VOL_Sales −0.0043 <0.01
DIVIDEND 0.0122 0.1169
Σ IND, ΣYR Included

Adjusted R2 37.29%
Sample Size 7655

Panel B: Second-stage Regression—Foreign and Domestic Investors
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Table 6. Cont.

Variables

Dependent Variable = RD_TOT

Study Period: 2001–2004 Study Period: 2001–2014

Coef. p-Value Coef. p-Value

Intercept −0.3776 0.7648 0.3548 0.6833
FOR [Predicted] 2.3553 0.0408 3.6057 <0.01

DOMESTIC −0.3149 0.3207
PPE −1.3294 <0.01 −1.2181 <0.01
SIZE 0.1337 0.0146 0.0717 0.0499
ROA 1.7778 <0.01 0.7608 0.0120
LEV −0.1707 0.4296 −0.3391 <0.01

HERF −0.3361 0.2078 −0.5002 <0.01
CAPEX −0.1610 0.1344 −0.0069 0.9343
LNAGE −0.3428 <0.01 −0.2739 <0.01

BTM −0.0207 <0.01 −0.0035 0.2727
VOL_Sales −0.0490 0.2833 −0.0361 0.1944
DIVIDEND −0.0137 0.8887 −0.1275 0.0338
Σ IND, ΣYR Included Included

Adjusted R2 12.34% 7.84%
Sample Size 1742 7655

Note: MSCI is an instrumental variable that is set to 1 if the firm is listed on the MSCI ACWI during a given year t.
All other variables are defined in Equation (1).

5. Discussion

Prior research indicates that domestic and foreign institutional investors play different roles
in influencing managerial behavior [15,37,38]. This may be because foreign institutions have fewer
business ties to local companies and are freer from management influence than other institutional
investors are [15,37]. Domestic institutional investors, on the other hand, often have business ties to
local firms or have potential conflicts of interest due to their close relationships with top management
in the firms they invest in [40].

This research adds new evidence to the literature by documenting the distinct monitoring behavior
performed by foreign and domestic institutional investors for managerial investment in R&D, which is
essential for long-term growth and corporate sustainability. Foreign institutions perform effective
monitoring of managerial incentives to undertake long-term intangible projects, while domestic
institutions do not encourage long-term corporate investment in terms of corporate sustainability.

These findings suggest that institutional investors may not serve as an effective corporate
governance mechanism due to business ties in emerging markets. In Korea, large business groups (so
called chaebols) grew rapidly with support by banks and government. Like other emerging economies,
banks have been important institutional investors in Korea and they have business ties to chaebol
groups to some extent. Due to due to the business ties between institutions and chaebol groups,
institutional investors tend to maximize the wealth of owners of chaebols, rather than maximizing
shareholder value.

One example of anecdotal evidence showing that institutional investors maximize the wealth of
chaebol owners rather than shareholders is the merger of Samsung C&T (the parent company of Samsung
Group) and Cheil Industries in 2015. When the merger plan was announced, some shareholders of
Samsung C&T including Elliott Management Corporation, an U.S. hedge fund, opposed the proposed
merger because the deal was unfair. In addition, the Institutional Shareholder Service (ISS) and the
Korea Corporate Governance Service recommended that shareholders of Samsung C&T vote against
the merger plan. However, the National Pension Service, a domestic institutional investor and the
second largest shareholder of Samsung C&T, decided to vote for the merger plan. In fact, most of
domestic institutional investors voted for the plan. As a result, the merger plan was approved at the
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general shareholder meeting of Cheil and Samsung C&T. This case shows the crucial role of institutional
investors in protecting shareholders’ interests and agency problem between controlling and minority
shareholders [42].

Moreover, this particular case drew public attention to the need for the stewardship code
defining the norm of conduct of institutional investors as shareholder activists so that institutional
investors promote long-term firm value and corporate sustainability. In 2018, in response to this
need, the National Pension Service, which is the largest domestic institutional investor in Korea,
implemented the stewardship code which specifies that they actively participate in decision-making of
investee companies in order to achieve sustainable growth and transparent management. The Korea
Stewardship Code, “Principles on Institutional Investors’ Fiduciary Duties,” presents seven principles
and guidelines that institutional investors should implement to fulfill their fiduciary duties: establish
and disclose a fiduciary responsibility policy, establish and disclose a conflicts of interest policy, periodic
monitoring on investee companies, internal guidelines on stewardship activities, establish and disclose
a voting policy and voting records, periodic reporting of voting and stewardship activities, and build
up capabilities and expertise.

Since the introduction of the stewardship code, the rate of National Pension Service opposition to
management decisions has increased, and this trend is expected to strengthen in the future. The best
example of the use of the stewardship code is the rejection of the appointment of Hanjin Group’s
chairman, Mr. Yang-ho Cho, to an executive director position in 2019. The reason for the rejection
was that owner families have consistently acted against the sustainable growth and transparent
management of the company due to mishaps such as embezzlement and tax evasion.

Therefore, the empirical test results that domestic institutional investors’ ownership is not
positively related to R&D investment provide a policy and practical implication in that the government
needs to undertake a policy approach that enables institutional investors to care about corporate
sustainability and encourage long-term investments in R&D.

6. Conclusions

This paper examines how institutional investors affect corporate sustainability by promoting
long-term intangible investment. The main tests are based on the multivariate regression analyses on
a set of control variables that appeared to be related to the dependent variable (i.e., R&D investment),
such as firm size, fixed-asset intensity, profitability, and industry competition. When foreign institutional
ownership was used as the main test variable, there was a positive association between foreign
institutional ownership and R&D spending. However, when domestic institutional ownership was
included, there was no significant relationship between the test variable and the dependent variable.
Furthermore, additional analysis includes both foreign and domestic institutional ownership variables
in the regression model to test their incremental explanatory power. Moreover, two-stage least squares
regression is employed to address the endogeneity of foreign institutional ownership by using historical
listing on the MSCI ACWI as an instrumental variable. A battery of additional tests produced consistent
evidence that foreign ownership is positively related to R&D investment, but domestic ownership
is not.

The results of this study show that foreign and domestic institutional investors play different roles
in investment in long-term intangibles and consequently differentially affect corporate sustainability.
This study extends the existing literature on the role that institutional investors play in governance
in the contemporary global economy by considering both foreign and domestic institutions and
determining which group makes a greater contribution to corporate innovations. Specifically, given the
importance of foreign institutions in emerging markets, the effectiveness of their monitoring and their
impacts on corporate sustainability are worth studying.

In addition, this paper adds to prior research on how corporate innovations are affected by
various corporate governance mechanisms. For example, executive incentive compensation is one of
governance mechanisms that can be used to promote managers’ innovative activities. Additionally,
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various stakeholders could play crucial roles in innovations. For instance, Shin and Park [43] shed
light on the effect of labor unions on corporate innovations and their market valuation. The current
research extends the line of research by examining the role of investors with blockholdings who have
incentives to engage in long-term governance.

However, this study is not without limitations. The comparison between foreign and domestic
institutional investors may be subject to criticism due to the relatively short sample period that
was forced to be used, as domestic institutional investor data are only available up to 2004. Hence,
future studies may examine the role of domestic institutional investors in corporate innovation using
more recent data and using a longer sample period, if available.
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