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Foreign equity participation, resulting from financial openness and integration in domestic firms, has influenced

corporate investment strategies, accountability, transparency, and survival profiles. The presence of foreign

institutional ownership has dramatically curtailed corporate philosophy from the traditional capitalism model

(concentrated ownership with long-term relations with stakeholders) to the shareholders’ model of scattered and

diverted nature of ownership. Consequently, domestic firms have witnessed a substantial increase in foreign

institutional shareholdings due to the liberalization of the equity investment climate. Accordingly, it has raised

concerns whether the foreign shareholders’ presence enhances domestic firms’ investment efficiency or investment

efficiency attracts foreign shareholders.

foreign equity  pressure-resistant  pressure-sensitive  sustainable investment efficiency

emerging economies

1. Introduction

Corporate investment decisions are crucial for managers ensuring shareholders’ wealth maximization and

enhanced firm value. Efficient resource allocation among value-maximizing projects ensures minimal agency costs

and the rationale for managers’ high perks and benefits . The outcome of firms’ investment decisions influences

the firms’ future earning potential, cash-flow sensitivity, long-term growth, corporate value, and sustainability .

Relaxing the assumption of a frictionless capital market, existing empirical literature elucidates deviations from

optimal capital investment, either in the form of over-investment or under-investment. Theoretically, sub-optimal

investment primarily tends to fluctuate due to two underlying notions comprising agency issues  and information

asymmetries .

Agency theory postulates that investment efficiency fluctuates due to investors’ and managers’ conflicting risk

behaviors, usually termed as moral hazard where managers over-utilize funds (free cash flows) in low value (even

negative net present value) projects for the sake of their perks and benefits . It leads to investment inefficiency,

resulting from the over-investment of available free cash flows . The information asymmetry suggests that

managers, facing financial constraints, use their discretionary powers for capital rationing by avoiding growth

opportunities, leading to investment inefficiency, resulting from under-investment .

Examining corporate investment efficiency has remained crucial because of its diverse determinants in accounting

and finance disciplines. Prior studies portray corporate investment efficiency as a function of risk and return under
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available growth opportunities and restricted financial arrangements , quality and transparency of financial

reporting , and financial development . Some recent empirical studies examine the complex

ownership structures with varying monitoring levels and reduced managerial entrenchment capabilities, which

affect corporate investment strategies. The impact of ownership structure on firm investment efficiency has been

elaborated in terms of either total institutional equity participation (e.g., see ) or total foreign institutional

equity participation (e.g., see ). Moreover, very few studies  segregate institutional investors into

two types of pressure-resistant and pressure-sensitive foreign institutional investors. Institutional pressure-resistant

investors (e.g., mutual funds, investment brokers and advisors, and pension funds) are “active shareholders” who

mostly focus on monitoring firms’ managerial actions by raising their voice against contentious matters, with fewer

business ties and regulatory restrictions , whereas institutional pressure-sensitive investors (e.g., banks,

insurance companies, trusts, and other institutions) are “passive shareholders” who tend to have close business

ties and absorb pressure from their portfolio firms’ management without articulating their sentiments .

It is evident from the prevailing literature that foreign equity participation, resulting from financial openness and

integration in domestic firms, has influenced corporate investment strategies, accountability, transparency, and

survival profiles . The presence of foreign institutional ownership has dramatically curtailed corporate

philosophy from the traditional capitalism model (concentrated ownership with long-term relations with

stakeholders) to the shareholders’ model of scattered and diverted nature of ownership . Consequently,

domestic firms have witnessed a substantial increase in foreign institutional shareholdings due to the liberalization

of the equity investment climate. Accordingly, it has raised concerns whether the foreign shareholders’ presence

enhances domestic firms’ investment efficiency or if investment efficiency attracts foreign shareholders. These

studies, in other words, lack the causal effect of foreign institutional ownership endogeneity that needs to be

addressed through omitted variables of the firms’ fixed effects that control unobserved firm heterogeneity .

Besides, it is also essential to address the impact of segregated foreign equity participation (pressure-resistant and

pressure-sensitive) on domestic firm investment efficiency because of their varying business ties, monitoring

capabilities, and influential role in management, governance, and corporate strategy of a domestic firm.

The aim of this study is to investigate the impact of overall foreign institutional equity participation on corporate

investment efficiency. We examined the impact of foreign institutional equity participation by segregating it into its

two types of pressure-resistant and pressure-sensitive investors. We also examined the impact of varying levels of

foreign institutional equity participation and its types on investment efficiency among three countries Indonesia,

Malaysia and Singapore, selected from the Association of Southeast Asian Nations (ASEAN). Hereafter we refer to

these three countries as ASEAN-3. Examining emerging ASEAN-3 countries is indispensable for the following

reasons. First, these neighboring countries have remained attractive for foreign inflows due to foreign investors’

quick operational setups at lower transaction investment costs, free economic zones, corporate facilitation

assurance, and induced agglomeration and cluster benefits . Second, the liberalization of investment policies,

ease of entry requirements, simplified administrative procedures, and less stringent regulatory requirements to

attract foreign investors for investing in domestic firms have promoted foreign portfolio equity investments. Third,

the World Bank’s economic indicators from 2009 to 2018 indicate, despite the 2007–2008 financial crisis, an

upsurge in foreign equity portfolio investments in ASEAN countries, including Indonesia, Malaysia, and Singapore.
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Empirical findings reveal that overall foreign institutional ownership and foreign pressure-resistant institutional

ownership have a positive and significant impact on corporate investment efficiency, whereas foreign institutional

pressure-sensitive ownership has a positive but insignificant impact. The findings also reveal that varying levels of

overall institutional foreign equity ownership and its two types have a different effect on corporate investment

efficiency.

Our study contributes to the existing literature on corporate investment efficiency by segregating foreign

institutional ownership into pressure-resistant and pressure-sensitive foreign institutional investors. It highlights the

extent and direction of both types of foreign institutional equity participation on sustainable corporate investment

efficiency. It also depicts the impact of varying levels of foreign institutional ownership and its types in determining

optimal investment efficiency levels in domestic listed firms of emerging economies.

The rest of the paper has been organized as follows. Section 2 elaborates the relevant literature and describes the

hypothesis of the study. Section 3 describes the research methodology comprising research design, data

description, and econometric modeling. Section 4 highlights the empirical results of the study. Section 5 discusses

the findings, along with the generalizability of the findings and suggestions for future research. Section 6 concludes

the study.

2. Literature Review and Hypothesis

2.1. Theoretical Background

Prior studies suggest agency issues and information asymmetry are the major causes of corporate investment

inefficiency . Agency issues  stem from public corporations’ underlying characteristics of the

separation of ownership and control. Agency issues reflect conflicting risk behaviors of principals (shareholders)

and agents (managers). Managers tend to over-utilize funds (free cash flows) in low-value projects, due to their

wealth maximization, short-termism , and overconfidence . This tendency leads to sub-optimal investments.

On the other hand, the asymmetric information theory  suggests that managers have more information about

economic transactions than shareholders. They have discretionary powers for capital rationing by avoiding growth

opportunities. To reduce unsystematic risk, the shareholders expect the managers to avail themselves of riskier

investment opportunities, whereas managers, based on information asymmetry, usually opt for risk-averse

behavior to protect their wealth, careers, and an extended stay in firms. This risk-averse behavior also leads to

sub-optimal investments.

Within the context of foreign ownership, investment efficiency is evaluated based on investment sensitivity to cash

flows, where foreign investment is presumed to result from a good financial position and corporate governance of

the firm . Optimal investment decisions determine firms’ future cash flow, earnings stability, and sustainable

growth; therefore, investment efficiency is influenced by ownership structure (domestic, foreigners, individuals, and

institutional) on the premise of agency cost and information asymmetry .
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2.2. Empirical Context

Over the last two decades, institutional investors’ effective monitoring roles have gained importance both in

shareholders’ and stakeholders’ oriented governance systems . Institutional investors are well-informed, hold an

influential role in the management, and monitor effective utilization of resources at a low cost . Institutional

investors’ presence eradicates the investor–manager conflicting interest anomaly and exerts performance pressure

on management via voting rights (voice) or threats to quit firms . Furthermore, institutional investors’ presence

as insiders promotes long-term investment, innovation, and human capital development because of the disciplinary

effect of insiders .

Empirical evidence, however, reveals that all institutional investors do not possess the same corporate investment

objectives . Cao et al.  have examined the impact of overall institutional investors and their two types on

investment efficiency. Their finds suggest that the investment objectives of pressure-resistant investors are different

from pressure-sensitive institutional investors. Institutional pressure-resistant investors are “active shareholders”

who primarily focus on monitoring firms’ managerial actions by raising their voices against contentious matters, with

fewer business ties and regulatory restrictions . In comparison, institutional pressure-sensitive investors are

“passive shareholders” who tend to have close business ties and absorb pressure from their portfolio firms’

management without articulating their sentiments .

Chen et al.  highlight the role of different ownership types, particularly the unique role of foreign institutional

ownership. Foreign investors have an extrusive monitoring role . Foreign investors promote riskier

investments because of their ability to reduce managerial entrenchment to promote investment efficiency. Empirical

studies generalize that investment inefficiency arising from agency cost and information asymmetry is reduced in

foreign institutional investors’ presence via effective monitoring of firms’ operational policies . The

presence of foreign institutional investors in domestic firms ensures better monitoring of strategic investment

decisions and preferred riskier projects . The literature also reveals that foreign equity participation reduces

financial constraints, as financial intermediaries consider foreign investors’ presence to be a symptom of low

information asymmetry .

Foreign ownership brings effective monitoring, risk-taking propensity, and expert advisories for business decisions

. Foreign investors play an influential role from an independent position when controlling shareholders exercise

exclusive controlling power to justify their self-serving behaviors in every aspect. Foreign investors restrict

managers’ opportunistic behaviors (i.e., an intention to extract private benefits) and support firm value to maximize

shareholder benefits, which improves firm performance and investment efficiency . It is believed that foreign

equity participation boosts other investors’ confidence on the premise that foreigners only invest in firms with good

corporate governance, which in turn enhances investment efficiency and growth prospects .

Based on the above discussion, we argue that foreign institutional equity participation enhances domestic firms’

investment efficiency because of effective monitoring, reduced managerial entrenchment, preferred riskier

investments, and the exercising of a disciplinary insider role. Accordingly, the following is our first hypothesis.
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Hypothesis 1.

Overall, foreign institutional ownership enhances corporate investment efficiency in domestic firms.

Most of the studies have not segregated foreign ownership into its two broad types, pressure-resistant

(independent) and pressure-sensitive (grey), which have varying impacts on capital investment decisions .

There are very few studies  that segregate foreign institutional investors into their two sub-types of pressure-

resistant and pressure-sensitive foreign institutional investors. Ferreira and Matos  report a significant and

positive impact of foreign institutional pressure-resistant investors’ presence on firm performance, valuation, and

capital expenditure planning because of their active participation, strong monitoring, and fewer business ties with

corporate management. Aggarwal et al.  argue that foreign institutional pressure-resistant investors possess

more corporate information and fewer regulatory restrictions. In comparison, foreign institutional pressure-sensitive

investors are “passive shareholders” who tend to have close business ties and absorb pressure from their portfolio

firms’ management without articulating their sentiments . Monitoring is usually considered more costly to

pressure-sensitive investors, which ultimately is disadvantageous for them, as it may harm their close business

ties.

Accordingly, the proposed study divides the main hypothesis into two sub-hypotheses to test the extent and degree

to which the above two segregations impact corporate investment efficiency. This study tested the following two

sub-hypotheses.

Hypothesis 1a.

Foreign institutional pressure-resistant ownership upsurges the corporate investment efficiency in domestic firms.

Hypothesis 1b.

Foreign institutional pressure-sensitive ownership has no significant impact on domestic firms’ investment

efficiency.

Some studies  have also investigated the impact of varying degrees of foreign equity participation to measure

the dominant level that enhances investment efficiency. Chen et al.  argue that varying degrees of foreign

institutional owners lead to different investment behaviors and investment efficiency. Peck-Ling et al.  suggest

varying levels of foreign ownership have different dominant impacts on firm performance. In light of the above

arguments, we tested the impact of varying levels of overall foreign institutional equity participation and its two

types on firm investment efficiency. The following is our second hypothesis.

Hypothesis 2.

High levels of foreign institutional equity participation significantly impact corporate investment efficiency.

3. Discussion
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This study investigated the impact of overall foreign institutional equity participation on corporate investment

efficiency. We segregated the overall foreign institutional equity participation into its two types, comprising

pressure-resistant and pressure-sensitive investors, to examine their impact on domestic firms’ investment

efficiency. We also examined the impact of varying levels of foreign institutional equity participation and its types on

investment efficiency among selected ASEAN-3 countries.

The empirical findings portray several inferences. Our results suggest that overall foreign institutional equity

participants play a significant role in enhancing the domestic firms’ investment efficiency because of their influential

and monitoring roles that exert pressure on corporate insiders. Consequently, foreign institutional equity

participants’ monitoring capabilities induce innovations, risk-taking, and efficient utilization of financial resources, as

suggested by the previous studies of Aggarwal et al.  and Cella . These results are in line with Hypothesis 1.

The segregation of overall foreign institutional equity participation provides further insights into the role of foreign

institutional pressure-resistant and pressure-sensitive equity participants on firm investment efficiency. Being active

investors with fewer business ties and regulatory restrictions, foreign institutional pressure-resistant equity

investors exert extensive monitoring on firms’ executive actions. This is why the empirical results of the impact of

foreign overall institutional and pressure-resistant equity investors’ on investment efficiency look alike and have

remained consistent. Theoretically, our results support the notion that overall foreign institutional and pressure-

resistant equity investors exert effective monitoring to reduce agency cost and mitigate information asymmetries by

controlling moral hazard issues of adverse selection of capital investment projects, thereby enhancing investment

efficiency.

However, the foreign institutional pressure-sensitive investors, being passive shareholders with close business ties

with their portfolio firms, seem to be more loyal to corporate management by sidestepping conflicting and

controversial managerial actions. They usually do not raise their voice in management because of their short-

termism aptitude. Our empirical results support this notion, as depicted by their positive but insignificant impact on

firm investment efficiency. These results are in line with our Hypotheses 1a and 1b. These results are consistent

with the previous findings of Cao et al.  and Ferreira and Matos 

We also addressed the impact of varying levels of overall foreign institutional equity participation and its two types

on investment efficiency. Our empirical results for overall foreign institutional ownership show a positive and highly

significant impact on investment efficiency when it is greater than 5%. However, its impact decreases as it goes

beyond 10% and again increases (highly significant) when it goes beyond 20%. This indicates that as the level of

overall institutional foreign ownership increases, the investment efficiency also increases. Our overall foreign

institutional ownership results also show that the optimal level of foreign ownership is when D > 20%. Foreign

institutional pressure-resistant ownership is positive and significant only when it is greater than 10%. However,

foreign institutional pressure-sensitive ownership has a positive but weak relationship with investment efficiency

when its level is higher than 10%. At D > 30%, the foreign institutional pressure-sensitive equity participation

negatively affects the investment efficiency, though it is insignificant. This result supports the theoretical belief that

pressure-sensitive investors do not influence managerial decisions because of short-termism, narrow ties, and less

stability.
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Our results are generalizable to developing and emerging economies, especially where capital markets are in the

transition phase from a closed and pre-industrial economy to open, industrialized, and global markets. These

results are of particular interest to the South East Asian countries’ regulatory authorities, the neighboring states, for

formulating financial liberalization policies to attract more inflows via promoting foreign portfolio investment. These

results have implications for corporate policymakers in devising a strategy for optimal foreign institutional equity

participation. For domestic firms’ stockholders, foreign institutional investors’ presence will mitigate agency costs

and reduce information asymmetry. Furthermore, foreign portfolio investors’ presence also instigates the managers

to rationalize the investment opportunities that will eventually reduce moral hazards resulting from an adverse

selection of capital investment projects. Institutional equity investors’ presence may provide domestic firms with

innovative investment opportunities to cope with sustainable corporate investment challenges.

The study has a few limitations. This study primarily focused on domestic firms with the presence of foreign

institutional equity participation. Firms with local institutional participation only remained neglected. The comparison

of domestic firms’ investment efficiency with and without the presence of foreign institutional equity participation

may assist investors in making a rational decision for value maximization. Moreover, various proxies of investment

efficiency have been used in the literature. We measured investment efficiency based on the investment

expectation model proposed by Richardson’s model , whereas alternate models may also be used as a relevant

alternate measure for investment efficiency.

4. Conclusions

This study empirically investigated the impact of overall foreign institutional equity participation, its two types, and

their varying levels on domestic firms’ corporate investment efficiency in selected ASEAN-3 emerging economies.

The empirical findings depict that overall foreign institutional ownership and foreign institutional pressure-resistant

ownership have a positive and significant impact on corporate investment efficiency, whereas foreign institutional

pressure-sensitive ownership has a positive but insignificant impact. When we divided the overall institutional

foreign equity ownership and its two types into different percentages, we found a positive and significant impact of

overall foreign institutional ownership on investment efficiency at all levels. An increase of foreign pressure-

resistant institutional ownership enhances investment efficiency up to a certain level and becomes insignificant.

However, we found a weak relationship of foreign institutional pressure-sensitive equity ownership with investment

efficiency at all varying levels of investments. Theoretically, our results support the notion that overall foreign

institutional and pressure-resistant equity investors enhance investment efficiency via effective monitoring by

reducing agency cost and mitigating information asymmetries. The empirical findings of this study are consistent

with prior studies. Our results have implications for policymakers, regulators, domestic firms with growth potentials,

and foreign portfolio investors. These results are also generalizable to both developing and emerging economies

that have the potential for attracting foreign equity inflows. The empirical findings of this study suggest that

domestic firms and host countries can grow in an economically sustainable way by devising an appropriate

strategy for facilitating foreign portfolio investments.
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