
sustainability

Article

The Nonlinear Relation between Institutional Ownership and
Environmental, Social and Governance Performance in
Emerging Countries

Jennifer Martínez-Ferrero * and María-Belén Lozano

����������
�������

Citation: Martínez-Ferrero, J.;

Lozano, M.-B. The Nonlinear Relation

between Institutional Ownership and

Environmental, Social and

Governance Performance in

Emerging Countries. Sustainability

2021, 13, 1586. https://doi.org/

10.3390/su13031586

Received: 5 January 2021

Accepted: 29 January 2021

Published: 2 February 2021

Publisher’s Note: MDPI stays neutral

with regard to jurisdictional claims in

published maps and institutional affil-

iations.

Copyright: © 2021 by the authors.

Licensee MDPI, Basel, Switzerland.

This article is an open access article

distributed under the terms and

conditions of the Creative Commons

Attribution (CC BY) license (https://

creativecommons.org/licenses/by/

4.0/).

Departamento Administración y Economía de la Empresa, Facultad de Economía y Empresa, Instituto
Multidisciplinar de Empresa, Universidad de Salamanca, 37007 Salamanca, Spain; beloga@usal.es
* Correspondence: jenny_marfe@usal.es; Tel.: +34-677585179

Abstract: This paper examines how the level of institutional ownership affects environmental,
social, and governance (ESG) performance in emerging countries by jointly investigating a nonlinear
relationship. By examining an international sample composed of 17,318 firm–year observations
from the period 2012–18 for 16 emerging countries, our findings reveal that the ESG performance of
firms located in emerging countries depends on the level of influential institutional ownership, and
displays a U-shaped relation, particularly for environmental disclosure. Institutional investors with
low ownership are less likely to promote higher ESG performance in emerging countries, although
this effect is attenuated when institutional ownership reaches a significant percentage, constituting a
critical mass.

Keywords: ESG performance; institutional ownership; emerging countries

1. Introduction

The current global pandemic is closely related to corporate social responsibility (CSR),
which has become a key strategic issue to consider when managing firms. When ana-
lyzing CSR, environmental, social, and governance (ESG) performance are key issues to
consider [1,2]. Analyzing CSR is a topic of major relevance, particularly for developing
economies, not only because of the recent social conscience that has emerged, but also
because commitment to its future development in our society is vital. This is the main
reason why it is crucial to further our current understanding of CSR issues by focusing on
firms located in developing countries.

Corporate governance is conceived as the set of coexistence rules that regulate rela-
tionships between owners, administrators, and stakeholders and is seen as an ideal tool
to deal with conflicts of interest. In particular, among the main problems associated with
firms’ social responsibility and their corporate governance is the agency problem, which
emerges amongst different agents in the firm. One key mechanism for controlling agency
problems is to analyze firms’ ownership structure, given that investors are a diverse set of
stakeholders who pursue varying objectives and time horizons. The investment term is
relevant, because an investor who is not clearly focused on the long term can make ineffi-
cient decisions regarding the creation of the company’s value [3]. Institutional investors
normally control the actions derived from their active monitoring role, although they may
sometimes be seeking other interests and goals.

Although previous research on ESG has paid little attention to the role of institutional
investors, empirical research exploring the link between institutional ownership and ESG
has provided mixed results, with no consensus having been reached concerning what effect
ownership structure has. Institutional ownership can adopt attitudes to ESG reporting in
different ways depending on institutional owners’ sensitivity or resistance to the pressure of
their position in an institution [3–5]. Moreover, previous evidence has particularly focused
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on developed countries (see also, for example, [6,7] or [8], among others). In this sense,
few studies (e.g., [9] have explored the relationship between institutional ownership and
ESG performance for developing economies. In addition, we are interested in firms located
in emerging countries for the following reasons: first, because institutional investors play
a key role in the corporate governance of such firms, and second, because ESG practices
are particularly relevant to the long-term development of these regions. As a result, it is
necessary to gain an understanding of whether institutional ownership has a major effect
on ESG and what impact it has on each of its pillars.

In this respect, the mixed evidence to emerge concerning institutional investors en-
sures an active role and a greater commitment to stakeholders’ demands when ownership
concentration is high [3]. However, this clearly depends on institutional investor commit-
ment, their investment term, and the motivations which drive them: in other words, it
depends on heterogeneity in CSR orientation among the different types of investor [7,10].
For their part, [11] find a link between institutional ownership and monitoring that de-
mands conservatism. This leads us to consider the existence of a curvilinear relationship
and a cut-off point, after which the effects of institutional investors may fluctuate. Thus,
when institutional investor ownership is low, the interests of such investors may not be
aligned with the rest of the shareholders as a whole, since they display different risk
aversion, time horizons, and propensities to monitor managerial decisions regarding ESG
issues. In this situation, the costs associated with CSR are not attractive to them, because,
from a short-term perspective, they prefer to relegate CSR engagement to the background
if it will save on costs. In this case, as [5] point out, the entrenchment/collusion hypothesis
prevails and institutional investors are negatively associated with ESG performance, as
defended by [6,12–14], or [15].

Nevertheless, when institutional investor ownership is higher and, what is more,
when their level of ownership goes beyond a certain threshold, institutional investors play
the role of key controlling shareholders. In this situation, they become a mechanism to
mitigate the shareholder-management agency problem by aligning both interests, and the
decisions they take are in accordance with the ESG value generated in the long term [16–18].
In this sense, at a moderate to high level of ownership after a breakpoint, we expect ESG
performance to grow.

Given the above research gaps, this paper aims to provide insights into two closely
related issues. Firstly, focusing on emerging countries, how does institutional ownership
impact a firm’s ESG performance? Secondly, can this effect show a nonlinear relationship?
This paper therefore explores whether the relationship between institutional ownership
and ESG performance in emerging countries exhibits a nonlinear relationship. Using an
international sample from 2012–2018 made up of 17,138 firm–year observations of firms
located in emerging countries, previous evidence confirms the existence of a U-shaped
relationship between institutional ownership and ESG performance. These results suggest
that firms’ ESG performance in emerging countries decreases as institutional ownership
increases from 0 to 43 percent, and that beyond this, breakpoint ESG performance increases,
because it is affected by the ownership concentration of institutional investors. Institu-
tional investors with low ownership are less likely to promote higher ESG performance in
emerging countries, although this effect is attenuated as institutional ownership reaches a
significant percentage, constituting a critical mass.

This paper, together with the results reported, makes a number of contributions to
prior literature. First, even though certain previous studies have examined the relationship
between institutional ownership and ESG—performance and disclosure—(e.g., [4,5,8]), the
above evidence is restricted to developed countries. As far as we know, no previous studies
have examined the relationship analyzed herein for the context of emerging countries.
Second, contributing to current understanding regarding how institutional ownership
affects ESG performance, this paper explores and evidences how institutional ownership
concentration plays a key role in increasing the socially responsible behavior of firms
located in emerging countries. It is not only board or firm-level factors that are seen to
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determine firms’ ESG performance in these regions; the evidence shown in this paper
confirms that, provided they constitute a critical mass, alternative corporate governance
mechanisms are essential vis-à-vis ensuring greater commitment to stakeholders’ demands.
Third, this paper contributes by analyzing not only the impact of institutional ownership
on ESG performance but also the cut-off point after which the effects on this performance
change, depending on institutional investor motivation. In this respect, this paper also
contributes to the literature in terms of what role institutional ownership plays in corporate
governance, environment, and social performance, by evidencing a clear and significant link
between corporate governance mechanisms and strategic ESG decisions. The results clearly
provide evidence in favor of both arguments concerning the role played by institutional
investors in CSR [7,19], prominent amongst which is the quadratic relationship recently
discussed by [1,5,8] or [10]. Third, this paper contributes by not only examining the firm’s
ESG performance from a global but also from an individual perspective (environmental,
social, and governance).

This paper is structured as follows. Section 2 develops the theoretical background for
proposing the research hypotheses. Section 3 explains the data and sample, variables, and
regression models. Section 4 presents the main results, while in Section 5 we provide the
main conclusions, implications, and limitations.

2. Theoretical Framework and Hypothesis Development: Institutional Ownership and
a Firm’s ESG Performance in Emerging Countries
2.1. ESG Performance in Emerging Countries

As defended by institutional and neo-institutional theories, different levels of devel-
opment as well as institutional and cultural factors are, among others, issues that can
define both the corporate commitment to CSR that companies acquire and the policies and
strategies pursued in a given area of CSR (e.g., [20,21]). It is also worth considering the
idiosyncrasy of the different countries related to their particular culture and the undeniable
link that exists between the responsible actions of these firms and their subsequent and
necessary development.

Certain previous studies have stated that emerging countries are some consider-
able distance away from displaying the right attitude towards ESG issues, which is why
their sustainability policies need to be adapted to the specific situations found in each
country [22,23]. Hence, there is a need to delve more deeply into and to focus particu-
lar attention on emerging firms in terms of how ESG is addressed—both formally and
informally—and how firms thus contribute to the development of emerging countries [24].

The main concern is that most previous studies on CSR have addressed developed
countries [23]. Authors such as [25,26] have explored the impact of different corporate
governance mechanisms on CSR. Specifically, and although the trend towards social com-
mitment is changing drastically [27,28], sustainability performance in emerging countries
remains lower in comparison to other developed countries. As [29] point out, firms in
developing countries might well not rely on the viability of such investments and may
not occasionally even perceive pressure from stakeholders, possibly because they are not
attentive to the community’s social interests [22].

Under the umbrella of the institutional theory that understands CSR as a mode of gov-
ernance, recent studies exploring socially responsible commitment in emerging countries
have examined some of the drivers underlying this behavior. For example, for the emerging
Latin-American context, it seems that there are certain issues, such as board composition or
the role of the CSR committee, that acquire particular relevance. In this respect, it is clear
that board cultural diversity is associated with ESG strategies [30–34]. This has recently
been supported by [32], who report a high level of company commitment to social and
environmental issues when board cultural diversity is also high. Moreover, it seems that for
emerging Latin-American countries, the mediating effect of the CSR committee positively
affects this relationship, thereby ensuring compliance with stakeholders’ demands [34–37].

Nevertheless, the literature on emerging countries has omitted other ESG drivers.
Research needs to explore in greater depth the behavior, interests, and monitoring devices



Sustainability 2021, 13, 1586 4 of 16

of developing economies and, in particular, to focus on firms’ value creation from a long-
term perspective and the relationship they have with their stakeholders so as to foster the
appropriate and sustainable development that the stakeholders theory claims. In fact, these
initiatives are imperative given the current and ever-growing pressure on corporations
to improve their CSR agendas [24], and they are also needed in order to reinforce and
ensure the legitimacy of their actions and of the decisions taken. Given that governments
on many occasions have difficulties in this context when dealing with and mitigating social
problems related to inequalities or corruption, companies must take an active leading role
in this regard [38].

For all of the above, both at a firm level and for emerging countries, we must analyze
how control mechanisms—such as effective monitoring—exercise their function in firms
through corporate governance mechanisms as a whole and, in particular, through the
monitoring role of ownership. In this sense, one of the main points of interest, which is the
object of our study, is to examine the figure of institutional investors, who can establish
monitoring systems from within the company itself, as well as through their ownership, in
order to enhance the trust that society as a whole places in ESG performance. As will be
seen below, several studies dealing with the role of the institutional investor in CSR have
been carried out, although few exist for emerging economies.

2.2. The Relationship between Institutional Ownership and the Firm’s ESG Performance

Over the last few years, a growing number of firms have been held by institutional in-
vestors [2]. This increase has led certain previous studies to focus on the role of institutional
owners and to analyze what impact they have, for example, on board compensation or
on leverage [39]. The above studies, together with the increasing presence of institutional
ownership—in line with [2]—have led these investors to abandon their traditional passive
role as shareholders and to become more active in the firm’s managerial decisions, seeking
to minimize the classical agency conflict between owners and managers. Previous literature
examining the effects of ownership structures on corporate social responsibility has often
overlooked some specific issues involving the main shareholder groups.

As [7,10] have done, diversity in CSR orientation and commitment among the different
types of investors must be taken into account. Previous evidence suggests that the kind
of business relations between institutional investors and companies [40] might explain
why their abilities, incentives, and aims when engaging in corporate governance may dif-
fer [4]. Ref. [5] distinguish between pressure-sensitive directors, representing institutional
investors who maintain business relations with the firm on whose board they sit, and
pressure-resistant directors, who represent institutional investors who do not maintain
such relations. The repercussions of these two categories of directors are also therefore
examined.

As they are an important part of the shareholder group, prior literature agrees on
the key role that institutional investors play in CSR issues and firms’ ESG performance
(e.g., [5–8]). However, those prior studies focused on developed countries and provided
fragmented evidence. In this respect, and although previous ESG research has paid little
attention to the role of institutional investors, empirical research exploring institutional
ownership and ESG has yielded mixed results and has focused mainly on developed
countries. Results from [8] show a non-linear association between institutional ownership
and CSR whilst also revealing the complementary effect between insiders and institutional
ownership.

Institutional investors can exercise significant voting power and have information
advantages over other minority shareholders [14]. In this respect, [6] found that a high
level of block institutional ownership leads to lower ESG ratings. This happens for ex-
ample in Europe, where the agency conflict between minority and majority shareholders
arises [41]. Refs. [13,15], among others, report that a high level of institutional ownership
is negatively associated to ESG performance; institutional investors have different risk
aversions, time horizons, and propensities to monitor managerial decisions concerning
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ESG issues. This result is supported by [12], who found a negative relationship between
institutional ownership and environmental concerns.

The voices of institutional investors cannot always be aligned with the firm’s objectives,
which might lead to ESG strategy development being limited. Under this perspective,
we can expect institutional investors to adopt an active role in maximizing shareholder
wealth rather than meeting stakeholders’ demands regarding CSR issues. As [1] point
out, the classical agency approach argues that greater CSR performance is achieved at the
expense of greater economic and financial performance. If the company takes a short-term
perspective, it is likely to prefer pushing CSR engagement to the background if this will
save costs and increase customer profits. Hence, institutional investors can exert pressure
to minimize ESG performance by associating this commitment and performance with the
direct cost for the firm [42].

However, the short-term perspective and the initial rejection of the firm’s ESG per-
formance by institutional investors might be contingent on the ownership concentration
in the hands of such investors [7]). As [8] proposed, the mixed results provided by prior
research respond to the fact that these studies have overlooked the possible non-linear
relationship between institutional ownership and ESG issues. In accordance with [8] or
de [43], it should be acknowledged that ownership relationships are “multifaceted” and
may move in opposite directions depending on ownership concentration.

What can make institutional investors change their vision and commitment to the
firm’s ESG performance in emerging countries? First, as the share of institutional investors
increases, their decisions tend to be consistent with the long-term vision of shareholders,
with the ESG creating value in the long term. If ESG generates value for the company in
the long term and for the shareholder, institutional investors will be willing to promote
enhanced ESG performance [16,17]. From the agency theory approach, when institutional
investors become a powerful shareholder block as a result of a greater ownership share,
they align their incentives with the firm’s objectives in order to find the ESG strategy
that can best enhance the firm’s long-term value [18]. Since institutional owners with
significant shares cannot easily sell their equity without lowering stock prices, they are
more attentive than other shareholders to the firm’s strategic decisions [8]. As [8] noted
in their research, greater institutional ownership is reflected in greater monitoring over
managerial decisions and may lead managers to take decisions that are aligned with
investors’ long-term objectives, thereby increasing ESG engagement.

It should also be pointed out that uncertainty regarding CSR practices may play
a key role with regard to the motivations of institutional investors. On the one hand,
investors holding from low to medium ownership may prefer not to face the uncertainty,
and consequently to invest less effort in ESG practices. On the other hand, the institutional
investor who has a larger stake in ownership is more likely to face and engage with complex
and uncertain issues, such as defining corporate strategies [5,39].

In this respect, when institutional investors exercise greater ownership control, their
objectives are more aligned with those shown by other shareholders. The alignment
perspective can therefore drive institutional investors to favor greater ESG performance.
Nevertheless, if institutional investors’ short or long-term perspective is to change, they
must reach a certain ownership threshold. Achieving such a breakpoint means that institu-
tional investors feel themselves to be powerful and closely related to the firm’s long-term
objectives. In this respect, a firm’s decisions might be consistent with the long-term ap-
proach of the various shareholders, and with the firm’s value creation of ESG performance.

Given the above arguments, we expect institutional ownership to have a negative
effect on ESG at the low to moderate level. From a nonlinear relationship approach,
we expect a marginal increase in institutional ownership at the moderate to high level
above a certain threshold to increase the firm’s ESG performance in emerging countries.
Thus, the following hypotheses are proposed under the argument that there is a U-shaped
relationship between institutional ownership and ESG performance in emerging countries:
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Hypothesis 1 (H1). Low institutional ownership exerts a negative effect on the firm’s ESG
performance in emerging countries.

Hypothesis 2 (H2). There is a U-shaped relationship between institutional ownership and the
firm’s ESG performance in emerging countries.

3. Method
3.1. Sample

This paper seeks to provide an understanding of the nonlinear relationship between
institutional ownership and ESG performance, focusing on emerging countries during the
period 2012–2018, with these regions constituting our analysis sample. For this aim, the
sampling procedure is as follows. We start by selecting the list of publicly held companies
operating in Africa, Pacific Asia, Europe, Latin America, North America, and Oceania for
the fiscal period from 2012 to 2018, removing duplicated firms. This constitutes a total of
9964 firms, collected from Thomson Reuters Eikon (69,888 firm–year observations from 68
countries). We then remove from the list any companies located in countries that have less
than 50 firm–year observations during the period analyzed, thus leaving a final sample of
69,461 firm–year observations from 46 countries. Given that this paper focuses on emerging
countries, we then remove firm–year observations from non-emerging countries, which
means that the sample includes a list of publicly held firms from 16 emerging countries
(Argentina, Brazil, China, Egypt, India, Indonesia, Republic of South Korea, Malaysia,
Mexico, Morocco, Pakistan, Philippines, Poland, South Africa, Turkey, and Vietnam). The
final sample is thus composed of 17,318 firm–year observations from 2474 unique-firms and
for the period 2012–2018, constituting a balanced panel data (2472 firms from eight years).

Table 1 presents the sample distribution by country and industry. The sample includes
16 emerging countries, although, as they are not weighted, it is necessary to highlight
the greater representation of companies from the Republic of South Korea (23.61%) and
India (20.25%). By activity sector, the sample includes firms from 12 industries. Although
there is greater homogeneity at the industry level in the distribution of firm–year observa-
tions, there is a noticeably higher representation of companies in the industrial (15.09%),
consumer discretionary (13.75%), and financial (13.67%) sectors.

Table 1. Sample description by country and by industry.

Panel A. Country

Freq. %

Argentina 168 0.97
Brazil 1071 6.18
China 2660 15.36
Egypt 224 1.29
India 3507 20.25
Indonesia 980 5.66
Republic of South Korea 4088 23.61
Malaysia 1197 6.91
Mexico 483 2.79
Morocco 147 0.85
Pakistan 280 1.62
Philippines 546 3.15
Poland 392 2.26
South Africa 749 4.32
Turkey 406 2.34
Vietnam 420 2.43
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Table 1. Cont.

Panel B. Industry

Freq. %

Communication Services 826 4.77
Consumer Discretionary 2380 13.75
Consumer Staples 1533 8.86
Energy 609 3.52
Financials 2366 13.67
Health Care 1575 9.1
Industrials 2611 15.09
Information Technology 1316 7.61
Materials 2177 12.58
Real Estate 1246 7.2
Utilities 665 3.84
Others 14 0.00

Sample: 17,318 firm–year observations in 2012–2018.

3.2. Measures of ESG Performance and Institutional Ownership

Following previous ESG research, as a dependent variable, we measure ESG perfor-
mance using the ESG score (ESG) obtained from Thomson Reuters Eikon [44–46]. This
score measures firms’ ESG performance based on data in publicly reported information
and considerations regarding comparability, data availability, and industry relevance. The
ESG score is grouped into 10 categories (resource use, emissions, innovation, management,
shareholders, CSR strategy, workforce, human rights, community, and product responsibil-
ity) weighted proportionately according to the three pillar scores (environmental, social,
and governance). ESG ranges from 0.1 to 100 based on the above 10 categories’ data points
that Thomson Reuters Eikon assigns. Institutional ownership (IO) is measured as the
percentage of shares held by strategic institutional holdings using the ratio of the sum of
shares held by all institutions for each firm to the total shares outstanding [7]. In order to
examine the nonlinear effect of institutional ownership, IOˆ2 is measured as the IO square.

3.3. Research Design

Our following regression Model 1 is aimed at examining (i) the influence of institu-
tional ownership on ESG performance in emerging countries and (ii) how this effect can
show a nonlinear relation. The regression model specifically tests the above two research
aims by regressing on ESG performance the institutional ownership indicator, its square,
and some control variables, so as to avoid biased results. Based on prior literature, we
include some control variables that are closely related to ESG performance and those asso-
ciated to board of directors’ compositions as well as certain firm and country-level factors:

ESGit = β1IOit+ β2IÔ2it + β3Sizeit + β4MTBit + β5RiskLeverageit
+β6BoardSizeit + β7CSRComit + β8BoardGenderDivit
+β9BoardIndepit + β10CommonLawt + β11GDPGrowtht
+β12Industryt + β13Yeart + β14Countryt + ηi + µit

(1)

where ESG and IO are dependent and independent variables, respectively, as described in
Section 3.2; size is the natural logarithm of total assets; MTB is the market-to-book ratio;
RiskLeverage is the ratio of total debt to total equity plus total debt based on book values;
BoardSize is the total number of board members; CSRCom is the dummy variable coded
as 1 if the firm has a CSR committee, and 0 otherwise; BoardGenderDiv is the percentage
of female directors out of the total number of directors on the board; BoardIndep is the
percentage of independent directors out of the total number of directors on the board;
CommonLaw is the dummy variable coded as 1 if the firm is located in common law
countries, and 0 otherwise (civil law countries); GDPGrowth is the change in gross domestic
product (DGP). We also control for industry, year, and country effects.
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As proposed in the research hypotheses, this paper aims to provide insights into the
nonlinear relationship between institutional ownership and the firm’s ESG performance
in emerging countries. With this aim in mind, the nonlinear (quadratic) relationship
proposed in Model 1 presents one breakpoint or threshold that can be optimally derived
by differentiating ESG performance with respect to institutional ownership [40]. Equaling
this partial derivative to zero, the breakpoint is calculated as: (−β1)⁄((2 * β2)).

Our prediction is that β_1 is negative and β_2 positive, presenting opposite signs
and, therefore, supporting the existence of a nonlinear (U-shaped) relationship between
institutional ownership and ESG performance in emerging countries.

As set out in the data description, the analysis sample constitutes a balanced panel data
given that the paper examines 2472 firms over an eight-year period. Regression analysis for
panel data, in contrast to cross-section and longitudinal data, obtains greater consistency,
explanatory power, and variability in time that benefits from less collinearity among
variables. Thus, we estimate our regression models to panel data, which also benefits from
controlling unobservable heterogeneity. As an analysis technique, the decision depends
on the nature of the dependent variable. In this paper, the ESG score ranges from 0.1 to
100, and is therefore left and right side censored. Considering this nature, Tobit models
provide efficient and consistent estimates of coefficients for censored variables [47]. In
line with [48], despite the dependent variable being an index, the results of this paper
are robust by employing dynamic panel GMM [49], specifically the two-step estimator
proposed by [50]. GMM as a robust estimator not only solves the possible endogeneity
problem, but also controls heteroscedasticity and serial autocorrelation, employing lagged
values as suitable instruments. In this respect, it should be noted that our research models
could suffer from reverse causality that may occur: (i) when changes in the dependent
variable—ESG performance—change the value of at least one of the covariates (“reverse”
causation)—institutional ownership. As regards the endogeneity problem, it is necessary
to test whether a set of estimates obtained by ordinary least squares (OLS) is consistent or
not. In this respect, an augmented regression test (Durbin–Wu–Hausman test) can easily
be formed by including the residuals of each endogenous variable, as a function of all
exogenous variables, in a regression of the original model. In our case, we first perform a
regression where institutional ownership is explained by a number of variables based on
previous literature (e.g., firm size, leverage, ownership concentration, industry, etc.). We
obtain the residuals of this estimate and subsequently perform an augmented regression
where the residuals of the previous model are incorporated as an explanatory variable in
our basic Model 1. Since the coefficient obtained in the regression is different from 0, the
OLS estimate is not consistent, and instrumental variables must be used (IV). IV methods
allow for consistent estimation when the explanatory variables (covariates) are correlated
with the error terms in a regression model, solving self-selection bias. Having tested the
existence of endogeneity and the possible use of IV that may solve endogeneity, it should
be pointed out that the conventional IV estimator (although consistent) is inefficient in
the presence of heteroskedasticity and autocorrelation. With regard to heteroskedasticity,
we resort to the modified Wald test under the null hypothesis of homoscedasticity. The
test result shows that the null hypothesis at 99% confidence is rejected; there is a problem
of heteroskedasticity. As regards serial autocorrelation, the Wooldridge test is proposed
under the null hypothesis of no-first autocorrelation problems. Its p-value allows the
null hypothesis to be rejected for a 99% confidence level, supporting the existence of
autocorrelation problems. Due to the existence of heteroskedasticity, serial autocorrelation,
and endogeneity, it is necessary to use an IV estimator that guarantees that these problems
are controlled; specifically, the GMM estimator of [48]. The basic Tobit model assumes
there is a latent variable (called yit*) that can be explained by observable variable(s) (called
xit). Specifically,

yit* = β xit + εit

εit ≈ N (0, σ2)
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The observable variable yit is then defined as

yit = yit* if yL < yit* < yU

yit = yL if yit* ≤ yL

yit = yU if yit* ≥ yU

where yL is the lower limit of the dependent variable (0 in our case for both variables), and
yU is the upper limit.

4. Results

Descriptive statistics of the variables examined are presented in Table 2 prior to
performing multivariate analysis. As the main variable of this paper, the ESG score shows
a mean value of 52.061 with a standard deviation of 17.969, which suggests a significant
deviation in the practice of ESG score in emerging countries. It should be noted that
ESG performance in the sample analyzed ranges from 7.73 (minimum performance) to
95.531 (maximum performance). The percentage of institutional ownership is, on average,
around 52 percent, showing a minimum value of 0 and a maximum of 1.464. As [7]
reported, this mean value indicates that the majority of firms’ shareholders are represented
by institutional holders. As for the control variables, for example, we note that the average
board size is around 10 directors, and that around 11 and 44 percent of board members
are, respectively, female and independent directors. Furthermore, average GDP growth
by emerging countries is around 3.8%, and 31.15% of the countries analyzed belong to a
common law regime.

Table 2. Descriptive statistics.

Mean Std. Dev.

Dependent and independent variables
ESG 52.061 17.969
IO 0.496 0.226
Control variables
Size 21.078 2.035
MTB 18.162 1779.895
RiskLeverage 0.346 1.114
BoardSize 10.548 3.629
CSRCom 0.586 0.493
BoardGenderDiv 11.002 10.938
BoardIndep 44.704 17.740
CommonLaw 0.315 0.464
GDPGrowth 3.757 2.419

Sample: 17,318 firm–year observations in 2012–2018. ESG is an index variable that ranges from 0.1 to 100 based
on the above 10 categories’ data points that Thomson Reuters Eikon assigns for measuring ESG performance.
IO is measured as the percentage of shares held by strategic institutional holdings using the ratio of the sum
of shares held by all institutions for each firm to the total shares outstanding. Size is the natural logarithm of
total assets expressed in thousands of Euros; MTB is the market-to-book ratio; RiskLeverage is the ratio of total
debt to total equity plus total debt based on book values; BoardSize is the total number of board members as a
numerical variable; CSRCom is the dummy variable coded as 1 if the firm has a CSR committee, and 0 otherwise;
BoardGenderDiv is the percentage of female directors out of the total number of directors on the board, ranging
from 0 to 100; BoardIndep is the percentage of independent directors out of the total number of directors on the
board, ranging from 0 to 100; CommonLaw is the dummy variable coded as 1 if the firm is located in common
law countries, and 0 otherwise (civil law countries); GDPGrowth is the change in gross domestic product (DGP)
as a numerical variable.

Table 3 shows the estimation results of the nonlinear relationship between institutional
ownership and ESG performance in emerging countries on the basis of Model 1. Examining
the results reported, the percentage of institutional ownership in emerging countries
negatively impacts the level of ESG performance (coef. −17.835, p < 0.10), thereby lending
support to our hypothesis 1—low institutional ownership exerts a negative impact on firms’
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ESG performance in emerging countries. However, examining the square of this indicator,
we observe how the ESG performance of the firm improves as this percentage increases;
greater institutional ownership positively impacts ESG performance (coef. 14.756, p <
0.10). Specifically, by obtaining the derivative and equaling it to zero, it is possible to infer
the breakpoint of the percentage of institutional ownership after which the level of ESG
increases. From the coefficients obtained in Model 1, the breakpoint at which institutional
investors modify their orientation and commit to ESG is seen to stand at 43.30% ownership.
Specifically, of the sample analyzed, 1499 are over the 43.30% threshold. This result supports
hypothesis 2, which predicted a U-shaped relation between institutional ownership and
ESG in emerging countries. In other words, institutional ownership has a negative effect
on ESG at the low to moderate level. From a nonlinear relationship approach, a marginal
increase in institutional ownership at the moderate to high level above a certain threshold
increases the firm’s ESG performance in emerging countries.

Table 3. The nonlinear relation between institutional ownership and ESG performance.

Coef. Std. Dev.

Main variable
IO −12.835 * 7.044
IOˆ2 14.756 * 8.407
Control variables
Size 1.900 0.139
MTB 0.158 0.061
RiskLeverage −0.262 *** 1.703
BoardSize 0.016 *** 0.176
CSRCom 14.509 *** 1.238
BoardGenderDiv 0.135 *** 0.047
BoardIndep 0.117 0.034
CommonLaw −5.350 1.466
GDPGrowth −0.023 0.207

Controlled by year and industry
Log likelihood Prob > chi2 = 0.000

Sample: 17,318 firm–year observations in 2012–2018. *, and *** represent statistical significance at 10%, 5%, and
1%, respectively. ESG is an index variable that ranges from 0.1 to 100 based on the above 10 categories’ data
points that Thomson Reuters Eikon assigns for measuring ESG performance. IO is measured as the percentage of
shares held by strategic institutional holdings using the ratio of the sum of shares held by all institutions for each
firm to the total shares outstanding. Size is the natural logarithm of total assets expressed in thousands of Euros;
MTB is the market-to-book ratio; RiskLeverage is the ratio of total debt to total equity plus total debt based on
book values; BoardSize is the total number of board members as a numerical variable; CSRCom is the dummy
variable coded as 1 if the firm has a CSR committee, and 0 otherwise; BoardGenderDiv is the percentage of female
directors out of the total number of directors on the board in the 0 to 100 range; BoardIndep is the percentage of
independent directors out of the total number of directors on the board in the 0 to 100 range; CommonLaw is the
dummy variable coded as 1 if the firm is located in common law countries, and 0 otherwise (civil law countries);
GDPGrowth is the change in gross domestic product (DGP) as a numerical variable.

From the above evidence, and focusing on emerging countries, the evidence supports
the prior literature defending the role played by institutional investors in a firm’s socially
responsible commitment (e.g., [5–8]). Specifically, the results reported find support for the
existence of a nonlinear relationship linking the presence of institutional investors on the
board and ESG (e.g., [5]). Therefore, when institutional investors have a low ownership
percentage in firms located in emerging countries, their primary objective is to maintain and
satisfy their own business relations with the firm by focusing on a short-term perspective.
Rather than playing an active role as investor, and probably exacerbated by a relatively
limited participation, institutional investors adopt a cost perspective in ESG strategies in the
short-term, and ignore the numerous long-term benefits associated with ESG performance
(greater economic and financial performance, market value, firm reputation, lower cost of
capital, and so on). The above finding partially concurs with previous evidence reported
by [6,12], and recently [2], among others, who reflected the negative relationship between
institutional ownership and certain socially responsible concerns.
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However, and similar to [7,42], findings support the notion that institutional owner-
ship relationships can change in contradictory directions, contingent on their concentration.
The attitude and commitment from institutional investors to promote a more socially
responsible strategy is not always hidden under a short-term perspective. As their stake in
the company increases, specifically after about 43 percent, their shareholding control over
the firm increases, and they align their objectives with those of the company. In accordance
with [7], this alignment thus implies playing an active role in implementing and develop-
ing ESG practices that result in numerous long-term benefits. That is, it substitutes a cost
perspective for a profit perspective; a short-term vision of ESG for a long-term vision that
accentuates its benefits in emerging countries.

As described in the ESG measure, this score comprises three individual scores: en-
vironmental, social, and corporate governance terms. Following [1], we further examine
the nonlinear relation between institutional ownership and ESG by examining each of the
three categorized pillars: social, environmental, and governance. Models 2 to 4 set out
below explore the nonlinear relationship between institutional ownership and each pillar
(environmental, social, and governance, respectively):

Environmentalit = β1IOit + β2IÔ2it + β3Sizeit + β4MTBit + β5RiskLeverageit
+β6BoardSizeit + β7CSRComit + β8BoardGenderDivit
+β9BoardIndepit + β10CommonLawt + β11GDPGrowtht
+β12Industryt + β13Yeart + β14Countryt + ηi + µit

(2)

Socialit = β1IOit +β2IÔ2it + β3Sizeit + β4MTBit + β5RiskLeverageit
+β6BoardSizeit + β7CSRComit + β8BoardGenderDivit
+β9BoardIndepit + β10CommonLawt + β11GDPGrowtht
+β12Industryt + β13Yeart + β14Countryt + ηi + µit

(3)

Governanceit = β1IOit + β2IÔ2it + β3Sizeit + β4MTBit + β5RiskLeverageit
+β6BoardSizeit + β7CSRComit + β8BoardGenderDivit
+β9BoardIndepit + β10CommonLawt + β11GDPGrowtht
+β12Industryt + β13Yeart + β14Countryt + ηi + µit

(4)

As regards the analysis of the individual scores, Table 4 shows the results of separately
testing the nonlinear relation between institutional ownership and the respective pillar
scores (environmental, social, and governance), providing significant differences between
each pillar. The results reported clearly show differences in the institutional ownership
manifestations in ESG, depending on the pillar examined.

The previously reported U-shaped relationship between institutional ownership and
ESG performance only remains in the environmental pillar score. In Model 2, the percentage
of shares held by institutional investors negatively influences a firm’s environmental
performance (coef. −19.068, p < 0.05), while its square shows a positive impact on this
performance (coef. 21.754, p < 0.10). Operating with coefficients, we again find that above
the 43.83 percent ownership threshold, institutional investors positively influence the firm’s
environmental performance. As regards the social and governance pillars, in addition to
the lack of influence of the ownership held by institutional investors on social performance
in Model 3, the results of Model 4 confirm the negative influence of this type of investor
on the level of governance performance without evidencing a U-shaped relation (coef.
−19.564, p < 0.05).

From the above evidence, a clear distinction between environmental, social, and gov-
ernance dimensions emerges. These results confirm that the environmental performance of
firms located in emerging countries decreases as institutional ownership increases from
0 percent to almost 44 percent, and that beyond this breakpoint, environmental perfor-
mance is seen to rise, affected by the ownership concentration of institutional investors.
Institutional investors with low ownership are less likely to promote higher performance
related to environmental issues in emerging countries, although this effect is attenuated
as institutional ownership reaches a significant percentage and constitutes a critical mass.
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Again, institutional investors show a short-term perspective concerning environmental
performance until they constitute a critical mass, after which they adopt an active role in
promoting environmental performance (e.g., projects related to controlling greenhouse gas
emissions). Institutional investor interest in emerging countries with regard to environ-
mental issues takes precedence over other factors, and is the most widespread dimension
worldwide and the one that currently exerts the greatest media pressure (such as the
media pressure received by the UN climate change conference held in 2019 in Madrid). It
should also be noted that the environmental dimension is even more important for compa-
nies in emerging countries, where their protocols must be more specific and demanding
given the substantial growth that companies in these countries are experiencing. Once a
certain ownership limit has been exceeded, and their participation in the companies in-
creased, institutional investors take on an active role, showing greater interest in satisfying
stakeholders’ demands concerning environmental issues.

Table 4. The nonlinear relation between institutional ownership and ESG performance: individual
analysis of environmental, social, and governance pillar.

Environmental Social Governance

Coef. Std.
Dev. Coef. Std.

Dev. Coef. Std.
Dev.

Main variable
IO −19.068 ** 9.694 −19.564 * 9.874 8.406 9.604

IOˆ2 21.754 * 11.570 15.838 11.784 −0.321 11.281
Control

variables
Size 2.127 *** 0.191 1.797 *** 0.194 3.592 *** 0.485
MTB 0.053 0.083 0.213 ** 0.085 0.300 *** 0.083

RiskLeverage −3.343 2.343 0.887 2.387 0.458 2.272
BoardSize 0.354 0.242 −0.403 0.246 −0.004 0.233
CSRCom 16.482 *** 1.704 8.974 *** 1.736 17.040 *** 1.640

BoardGenderDiv 0.081 0.064 0.216 *** 0.065 0.132 ** 0.062
BoardIndep −0.045 0.047 0.363 *** 0.048 0.103 ** 0.046

CommonLaw −2.476 2.017 −12.100 *** 2.054 −1.826 1.942
GDPGrowth 0.539 * 0.285 −0.050 0.291 −0.785 *** 0.281

Controlled by year and industry

Log likelihood Prob > chi2 = 0.000 Prob > chi2 = 0.000 Prob > chi2 = 0.000

Sample: 17,318 firm–year observations in 2012–2018. *, **, and *** represent statistical significance at 10%, 5%, and
1%, respectively. Environmental, social, and governance are index variables that range from 0.1 to 100 based on
the above categories’ data points that Thomson Reuters Eikon assigns for measuring ESG performance according
to environmental, social, and governance categories, respectively. IO is measured as the percentage of shares
held by strategic institutional holdings using the ratio of the sum of shares held by all institutions for each firm
to the total shares outstanding. Size is the natural logarithm of total assets expressed in thousands of Euros;
MTB is the market-to-book ratio; RiskLeverage is the ratio of total debt to total equity plus total debt based on
book values; BoardSize is the total number of board members as a numerical variable; CSRCom is the dummy
variable coded as 1 if the firm has a CSR committee, and 0 otherwise; BoardGenderDiv is the percentage of female
directors out of the total number of directors on the board in the 0 to 100 range; BoardIndep is the percentage of
independent directors out of the total number of directors on the board in the 0 to 100 range; CommonLaw is the
dummy variable coded as 1 if the firm is located in common law countries, and 0 otherwise (civil law countries);
GDPGrowth is the change in gross domestic product (DGP) as a numerical variable.

However, discussing the results with regard to social and governance dimensions
involves looking at alternative explanations. Specifically, as regards the governance pillar,
the results support the idea that institutional investors do not think it essential to increase
governance performance (e.g., ensuring greater board gender diversity), regardless of
ownership share. Institutional investors see governance issues as non-priority objectives
for the firm, and believe that there are other demands that must be satisfied in emerging
countries, such as prioritizing the environmental policies needed to improve an economic
and social model that has become unsustainable. Finally, and despite the initial proposition,
the results show that the firm’s social performance in emerging countries is a secondary
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consideration, since institutional investors mainly focus attention on environmental aspects.
Firms’ social performance in emerging countries is not seen to depend on the influence of
institutional investors.

5. Conclusions

This paper seeks to find evidence concerning how the level of institutional owner-
ship affects ESG performance in emerging countries by jointly examining a nonlinear
relationship. In other words: (i) how institutional investors behave towards the firm’s
ESG performance and (ii) whether this relationship can show a nonlinear relationship.
By examining an international sample of 17,318 firm–year observations from the period
2012-18 for 16 emerging countries, results confirmed that the ESG performance of firms
located in emerging countries depends on the level of influential institutional ownership,
showing a U-shaped relation, particularly for environmental disclosure. Institutional in-
vestors with low ownership are less likely to promote higher ESG performance in emerging
countries, although this effect is attenuated as institutional ownership reaches a significant
percentage of about 43 percent, constituting a critical mass. Further analysis also explores
and confirms that this U-shaped relationship remains particularly significant in terms of
environmental performance.

This paper contributes to previous studies in developed countries—mostly from the
USA and UK—and has the added value that thus far no reports have specifically dealt with
emerging economies. In addition, it fills a gap in studies addressing institutional interest
in the development of the economy worldwide and with regard to issues concerning the
major challenges currently facing mankind. In this emerging background, to the best of
our knowledge, no previous work has explored the motivations and effects of different
levels of ownership on the curvilinear relationship between institutional investors and ESG
performance.

From the above evidence, this paper provides a number of practical implications.
From a managerial point of view, this paper provides interesting results about what type
of internal factors support managers in their decision making related to ESG performance;
specifically, managers identify in institutional ownership an internal mechanism that can
limit or encourage the social and environmental commitment of an organization according
to their representation. In emerging countries, firms and managers obtain evidence of
how once institutional investors achieve a critical mass, they must try to design and
promote greater ESG performance. This evidence is also of particular interest for investors,
whose social and environmental demands are satisfied when institutional owners acquire
a significant representation in firm ownership—above 43 percent. Thus, stakeholders
(society, customers, employees, and so on) might see greater institutional ownership as a
mechanism for ensuring that their social and environmental demands are met in emerging
countries. Finally, this paper offers key practical implications that provide guidance to
regulators and policymakers alike regarding which policies to follow in relation to firms’
ownership concentration, especially for developing economies, given the dual role played
by institutional investors in this context. Likewise, it will be of great interest to know both
the cut-off point in each of the economies as well as their commitment to ESG performance.
As regards policy implications, the results of this study are of particular interest for those
regulatory bodies in emerging countries involved in the 2030 Agenda in the sense that
the findings can help them to better understand those drivers of greater ESG performance
by focusing on ownership-level factors. In this respect, it should be noted that regulators’
agendas in emerging countries should not forget the necessary and continuous progress
that many aspects require, such as reducing inequality and poverty, action against climate
change, the need to promote gender participation in micro and macro organizations, among
others, aspects that have clearly been aggravated with the Covid-19 crisis.

Unfortunately, this paper also suffers from certain limitations. Despite the use of an
international sample of 16 emerging countries, future studies could examine the specific
peculiarities of each country which might affect the relationship examined herein. For
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example, the need to address social issues might be in great demand in some emerging
countries, and might thus affect the evidence examined here. In this respect, future studies
could also explore the relationship between institutional ownership and other socially
responsible policies focused on disclosure and assurance beyond ESG performance. In the
same vein, regional, industry or institutional differences might also be analyzed. Further-
more, future studies could also explore alternative explanations for the U-shaped relation
between institutional ownership and ESG performance by examining complementary or
substitutive associations with other corporate governance mechanisms (for example, those
related to board factors) or those related to country-level factors, such as the level of legal
enforcement. Finally, this paper focuses on the effect of institutional ownership in emerging
countries without examining the type and nature of the institutional investors under analy-
sis. In this regard, future studies must explore whether the different nature of institutional
investors (international investment funds, or government-owned organizations, among
others) could affect the relationship between institutional ownership and ESG performance
in emerging and non-emerging countries.
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