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Abstract: Because corporate sustainability enhances corporate governance principles, firms are
increasing their efforts to provide transparency and public disclosure. These efforts inform the
public about the relationship between corporate governance and sustainability. Well-informed
shareholders know about this relationship, which is becoming more apparent over time. In this study,
we empirically examined the possible bilateral relationships between institutional ownership and
a firm’s capital structure. Methodologically, we used an instrumental variable approach and the
two-step generalized method of moments. The implications of this study are two-fold. First, we found
that a firm’s debt level was low if its institutional ownership level was high. Institutional monitoring
may substitute for external debt monitoring, leading firms to employ low leverage. Second, we found
that the level of institutional ownership was high if a firm’s debt level was high. This association
suggests that institutional investors prefer high-leveraged firms because institutional owners decrease
their monitoring costs through debt monitoring. In the long run, sustainable institutional ownership
materially impacts the capital structures of firms.

Keywords: capital structure; sustainable corporate governance; institutional investor; monitoring

1. Introduction

Decent corporate governance is important for both firms and society. Corporate leaders earn
the public’s trust by fostering a sound corporate governance environment. Societies avoid threats
and problems by implementing legislative processes. Recent corporate scandals have emphasized
the importance of corporate responsibility to society and stakeholders. Thus, firms place pressure on
themselves to find the best methods for enhancing their relationships with stakeholders, especially
large institutional investors. The institutional ownership of corporations has grown substantially in the
United States [1]. Institutional investors play increasingly important roles in corporate management
because they are large shareholders and, thus, are strongly incentivized to monitor corporations.
However, little research has been done into the relationship between institutional investors and their
firm’s capital structure [2], even though management generally determines a firm’s debt policy.
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Jensen and Meckling [3] constructed the agency theory of firms by hypothesizing that managers
have incentives to maximize their own benefits rather than the shareholders’ wealth. Jensen [4] claims
that the use of debt mitigates the agency problem because firms commit to making periodic interest
and principal payments. However, Jensen and Meckling [3] raised awareness of risk shifts and asset
substitution. High leverage motivates equity holders to engage in risky and negative net present value
(NPV) projects. Furthermore, Myers [5] argues that high leverage leads a firm’s equity holders to
underinvest in positive NPV projects because high leverage indicates that equity holders bear costs but
realize only partial benefits. Huddart [6] points out that large shareholders (e.g., institutional investors)
are strongly motivated to monitor corporate management because they benefit from active monitoring
by increasing firm value. However, Bhide [7] and Coffee [8] argue that the costs associated with active
monitoring may exceed its benefits. Brickley et al. [9] and Almazan et al. [10] suggest that pressure
sensitivity is a decisive factor for active or passive monitoring in financial markets. They claim that
institutions such as banks and insurance firms are sensitive to pressure on business ties and, thus, are
prone to collusion with incumbent executives. Pressure-sensitive institutions tend to perform passive
monitoring on investee firms. In contrast, mutual funds and similar institutions are less sensitive to
pressure from business ties and, thus, actively monitor managerial behavior.

In a recent study, Garde Sánchez et al. [11] analyzed university institutions. They claim that the
determinants of transparency in corporate social responsibility (CSR) are board size, committees, and
the stakeholders’ degree of participation. They argue that the profile of the governance board and the
frequency of board meetings do not contribute to information disclosure. As part of their incentive
to monitor, institutional investors may be extremely interested in maintaining a firm’s long-term
reputation and survival. In particular, they are likely to be motivated by CSR preferences. These
preferences may prompt corporate investment decisions that affect not only a firm’s performance and
sustainability, but also the wealth and rights of its various stakeholders. For example, El Ghoul et al. [12]
show that firms with greater CSR engagement tend to have lower costs of equity. Wu and Lin [13]
also find that CSR activities have positive effects on firms’ financial capabilities. Janney and Gove [14]
suggest that firms can benefit from CSR because it helps to protect their reputations, even during major
crises or scandals. Moreover, Freeman [15] argues that if firms seek opportunities to gain strategic
competitive advantages, they must adapt to their stakeholders. For instance, Turban and Greening [16]
find that CSR provides strategic advantages by helping firms attract and retain talented employees.
Moreover, because CEO overconfidence is negatively associated with CSR activities [17], effective
monitoring by institutional investors and their motivations are important in determining the directions
and objectives of CSR. Ding et al. [18] claim that there is a bilateral relationship between executives
and institutional investors in that executives who receive long-term incentives implement institutional
CSR strategies, whereas dedicated institutional investors weaken executives’ hypocritical behaviors.
Fich et al. [19] find that institutional monitoring varies depending on the shares of targeted firms in an
institution’s portfolio. They claim that blockholders positively affect institutional monitoring, owing to
increases in bid completion rates and higher premiums.

As firms recognize their impacts on the environment, they create a sense of sustainability and
accountability. Because sustainability involves considering the future, sustainable operations are the
core of CSR, as firms and societies observe the evidence of present and future changes. Specifically,
large institutional investors, such as blockholders, appreciate firms’ efforts to create sustainable capital
structures. The recent global financial crisis highlighted the importance of corporate governance
mechanisms which benefit key stakeholders in the long run, as stakeholders experienced agency
problems requiring a sustainable capital structure. Choi et al. [20] empirically show that the passive
blockholder monitoring of Korea’s national pension fund (the Korea National Pension Service, or KNPS)
enhances corporate earnings quality. In another study of Korea [21], however, even the KNPS, which is
the largest institutional blockholder, did not appear to consider firms’ CSR initiatives to enhance its
long-term performance. Overall, institutional investors should be more active in corporate governance,
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especially in emerging Asian economies, where long-term corporate governance is important and
companies aim for profits.

The costs and benefits of monitoring by institutional investors and external debt holders, as well
as its substitutability, lead to potential interrelationships between institutional ownership and firms’
capital structures. In particular, we predicted that a firm’s level of institutional ownership would be
significantly negatively related to its level of debt because monitoring by institutional investors can be
a substitute for external debt monitoring. In addition, we predicted that a firm’s level of debt would be
positively related to its level of institutional ownership because debt monitoring reduces institutional
investors’ own monitoring costs, leading them to prefer such firms.

In this study, we examined the bilateral relationship between institutional ownership and a
firm’s capital structure. Specifically, we examined how a firm’s level of institutional ownership
influenced its debt level and vice versa. We employed an instrumental variable approach and the
two-step generalized method of moments (IV-GMM). This simultaneous examination was important
because monitoring by institutional investors could have been a substitute for debt monitoring, but
institutional investors may also have preferred firms with a certain debt level. Thus, identifying such
relationships individually could have caused spurious results owing to the endogeneity problem.
We found that a firm’s level of debt tended to be low when the level of institutional ownership
was high. This result implies that institutional investors help to reduce agency costs in a firm by
substituting for the external debt monitoring role. In addition, we found that the level of institutional
ownership tended to be high when a firm’s level of debt was high. This relationship suggests that
institutional investors prefer firms with high levels of debt, presumably because debt monitoring
reduces their own monitoring costs. These findings contribute to the literature by identifying the
influence of institutional investors on corporate debt policy and governance. Previous literature finds
that institutional investors monitor managerial activities through negotiations and by presenting
shareholders’ proposals at annual corporate meetings [22–24]. In addition, the findings of this study
are in line with the notion that the most important reason for firms to direct some of their attention
to sustainability is that it ultimately improves their ability to thrive and prosper. In particular, given
the interrelationship between institutional monitoring and CSR, our findings extend the current
understanding of corporate governance and sustainability, which is comprehensively summarized
by Li [25]. Furthermore, our results have significant implications for markets. If a small number of
entities with concentrated economic power are influential, markets are inefficient, government-related
organizations are important economic players, and network-based behaviors are prevalent. Policies
promoting the roles of institutional investors may enhance corporate governance environments and
firms’ decisions in these markets.

The remainder of this paper proceeds as follows: Section 2 describes the data and methodology;
Section 3 provides the empirical results; Section 4 concludes.

2. Data and Methodology

We focused on the sample period from 1985 to 2008 using three sources of data. Data on the
institutional ownership of each firm in each year were taken from the CDA/Spectrum database of 13F
institutional investors (i.e., those with at least USD 100 million in equity assets under management).
The corresponding security and firm accounting characteristics were constructed from the Center for
Research in Security Prices and Compustat databases. We excluded highly regulated firms, such as
corporations in the financial and utility sectors.

For each firm, we defined leverage as total debt divided by the sum of total debt and the market
value of equity. In addition to considering institutional ownership, we included variables commonly
used in the literature to explain a firm’s capital structure, pertinent to the trade-off between the costs
of financial distress and the tax benefits of debt [26,27]. In particular, we used the market-to-book
ratio (M/B) to measure a firm’s growth opportunities. We employed earnings before interest, taxes,
and depreciation/total assets (EBITD) to represent a firm’s profitability. Then, we included research
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and development (R&D) expenditures/sales (a dummy variable that took a value of one if a firm did
not have R&D expenditures (R&D D)), selling expenditures/sales (SE), and net property, plant, and
equipment/total assets (PPE) to capture the nature of the assets employed by a firm, as these assets
potentially influence the firm’s debt level. We controlled for R&D D because many firms did not
disclose R&D expenditures. Thus, this variable could control for certain R&D effects that R&D levels
alone could not measure. Additionally, firm size (log of sales) and the asset beta (equity/total assets ×
equity beta) were associated with firms’ debt levels because they were related to firms’ risk.

We used nine firm characteristics in addition to leverage to explain the level of institutional
ownership. We employed these firm-specific characteristics to consider the heterogeneous preferences
of institutional investors, which were different from those of individual investors. Specifically, we used
beta, the standard deviation of returns, and firm-specific volatility as measures of risk. We employed
firm size, age, and dividend yield to consider institutional investment constraints, and we used share
price and share turnover to capture a firm’s liquidity. Finally, we added lagged returns to control for
momentum. These characteristics are commonly used in the existing literature. See Bennett et al. [28]
for further details.

Figure 1 shows that the institutional ownership of U.S. firms grew steadily throughout the sample
period. Table 1 presents the mean, standard deviation, and 10th and 90th percentiles of institutional
shareholdings and firm leverage. During the sample period, from 1985 to 2008, institutional investors
held 39% of each of the firms’ shares on average. Firms employed debt financing of approximately 35%,
on average, over the sample period. However, debt levels varied substantially, indicating that firms may
have had heterogeneous levels of optimal debt that may have changed over time. Although we have
not reported the results in the text for brevity, we examined the univariate association between a firm’s
institutional ownership and leverage as a preliminary test for this study. We found a significant negative
relationship between institutional ownership and a firm’s leverage, with a correlation coefficient
of −0.101. A firm’s debt level tended to be low if institutional ownership was high. This result
implies that monitoring by institutional investors may substitute for debt monitoring. However, this
correlation should be interpreted with caution because it is crucial to identify the simultaneous bilateral
associations between institutional ownership and a firm’s debt level. In addition, it is necessary to
address the potential interconnections with the firm-specific characteristics discussed above.
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Figure 1. Average percentage of ownership by institutional investors.
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Table 1. Summary statistics.

Variable Mean Std. Dev. 10% 90%

Institutional ownership 0.3928 0.3376 0.0508 0.7810
Leverage 0.3564 0.2277 0.0814 0.6909

Notes: Table 1 shows the descriptive statistics for the main variables based on 49,349 observations for the period
from 1985 to 2008.

Specifically, we constructed a multivariate regression model captured by the following system of
equations, where u and v are error terms:

Leverage = α0 + α1 ·M/B + α2 · EBITD + α3 ·R&D + α4 ·R&D D
+α5 · PPE + α6 · SE + α7 · Size + α8 ·Asset Beta

+α9 ·Ownership + α10 · Industry D + α11 ·Year D + u
Ownership = β0 + β1 ·Age + β2 · Beta + β3 ·Dividend Yield + β4 · Firm− speci f ic Risk

+β5 · Lag Return + β6 · Price + β7 · Standard Deviation + β8 · Size
+β9 · Turnover + β10 · Leverage + β11 · Industry D + β12 ·Year D + v,

(1)

The econometric methodology focused on simultaneously identifying two relationships: how the
level of institutional ownership affected a firm’s leverage and how a firm’s leverage affected its level
of institutional ownership. Specifically, we adopted an IV-GMM. First, we replaced the endogenous
variables with instrumental variables in the system of equations. Then, we estimated the predicted
values from the reduced-form regressions on the exogenous variables for these instrumental variables.
We employed a Tobit regression model to obtain the predicted values, as the levels of institutional
ownership and leverage were restricted to values between zero and one. Second, we used the two-step
generalized method of moments for the system of equations to address the inefficiency related to the
cross-correlation of the error terms. Using industry and year dummy variables also helped to alleviate
the potential correlation between the explanatory variables and a firm’s individual and year effects in
the error terms.

3. Empirical Results

Table 2 reports the estimation results for the system of equations. A firm’s level of institutional
ownership was negatively related to its level of debt. This result implies that institutional investors
play a monitoring role, and that this monitoring can substitute for alternative monitoring by external
debt holders. This substitution of institutional monitoring for debt monitoring helps to decrease the
costs related to debt problems, such as risk shifting and underinvestment. This finding is aligned with
that of Bathala et al. [29] but is more robust. The latter study also investigated the effect of institutional
ownership on a firm’s debt level and found a negative association. However, in contrast to their
study, we relied on extensive institutional ownership data and considered the simultaneous association
between a firm’s institutional ownership and its capital structure. Furthermore, we found that a
firm’s debt level was positively related to its institutional ownership level. This regression indicates
that institutional investors prefer firms with high levels of debt because intensive debt monitoring
reduces an investor’s monitoring costs. In addition, this positive association differs from the negative
association described above, which emphasizes the importance of examining both directions of the
relationship between institutional ownership and capital structure. However, this result should be
interpreted with a degree of caution. For example, based on trade-off theory, a firm’s debt level may
convey information about its value. Overall, we found evidence supporting the substitutability of
institutional investor monitoring and external debt monitoring of management, given their relative
costs and benefits.
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Table 2. Associations between institutional ownership and leverage.

Model IV-GMM 3SLS IV-GMM 3SLS

Intercept 0.624
(0.000) ***

0.336
(0.002) *** Intercept −0.835

(0.000) *** −0.827 (0.000) ***

Ownership −0.510
(0.000) *** −0.583 (0.000) *** Leverage 0.088

(0.000) *** 0.126 (0.000) ***

Asset Beta −0.019
(0.001) *** −0.115 (0.000) *** Age 0.064

(0.000) *** 0.065 (0.001) ***

EBITD −0.136
(0.000) *** −0.352 (0.000) *** Beta 0.020

(0.000) *** 0.023 (0.000) ***

M/B −0.191
(0.000) *** −0.038 (0.000) *** Dividend

Yield
−12.156

(0.000) *** −9.907 (0.000) ***

PPE −0.025
(0.041) **

0.032
(0.000) ***

Firm-specific
Risk

−0.733
(0.001) *** −0.598 (0.000) ***

R&D 0.022
(0.022) **

0.002
(0.036) ** Lag Return −0.058

(0.000) *** −0.046 (0.000) ***

R&D D 0.015
(0.001) ***

0.023
(0.000) *** Price 0.092

(0.001) *** 0.104 (0.000) ***

SE −0.002
(0.001) ***

0.001
(0.000) ***

Standard
Deviation

−0.088
(0.001) *** −0.093 (0.000) ***

Size S 0.064
(0.001) ***

0.072
(0.000) *** Size E 0.049

(0.000) *** 0.044 (0.000) ***

Turnover 0.128
(0.000) *** 0.123 (0.000) ***

Adjusted
R2 0.613 0.536 0.435 0.387

N 49,349 49,349 49,349 49,349

Notes: We included industry and year dummies in the estimations. p-values are shown in parentheses. ***, ** indicate
statistical significance at the 1%, 5% levels, respectively.

4. Conclusions

Because corporate sustainability improves corporate governance principles, firms are more
seriously considering transparency and public disclosure. Their efforts to enhance transparency provide
the public with information on the relationship between corporate governance and sustainability. Insider
shareholders know about this relationship slightly earlier, but this relationship becomes conspicuous
over time. This study examined the two-way associations between a firm’s institutional ownership
and its capital structure using an instrumental variable approach and the two-step generalized method
of moments. We found that a firm’s debt level tended to be low if institutional ownership was high,
supporting the hypothesis that firms use low leverage because monitoring by institutional investors
substitutes for monitoring by external debt holders. Furthermore, institutional ownership tended to
be high if a firm’s debt level was high. This result implies that, on a corporate sustainability basis,
institutional investors prefer high-leverage firms because the intensive monitoring of debt reduces
institutions’ own monitoring costs.

We note that this study faces a number of limitations. First, there are many types of institutional
owners, and their interests in sustainability are quite different [30]. Short-term institutional traders,
such as hedge funds, may prioritize arbitraging out mispriced stocks over very short time spans. In
contrast, long-term institutional investors are more likely to leverage their ownership to influence a
firm’s management in a sustainable manner [31]. It may be necessary to differentiate between these
two types of investors. Second, as this study was an empirical study, we are liable for the types of
data used herein. Extending the sample period in another study with a broader focus and testing the
robustness of this study’s empirical implications are imperative going forward. Third, this empirical
estimation was not immune to the endogeneity problem, and the potential endogeneity problem
between institutional ownership and capital structure may be addressed using the recent remedy
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developed by Li [32]. Finally, this study could obtain better results by considering the channels of
institutional monitoring which affect corporate debt policy. One important channel may be alternative
corporate governance mechanisms, such as the impacts of market competition, CEO characteristics,
and CEO compensation. For example, Giroud and Muller [33] and Coles et al. [34] document the effects
of product market competition on corporate governance mechanisms. Li [25,35] shows that mutual
fund monitoring is interrelated with CEO characteristics and finds that this monitoring mitigates the
agency problem. In addition, Core and Guay [36] and Li et al. [37] show that a CEO compensation
structure that is aligned with firm value helps to mitigate the agency problem. Hence, these governance
mechanisms interacting with institutional monitoring should be further investigated to clarify the
exact channels affecting the corporate debt policy, which is also associated with the agency problem.
These limitations are left for future studies to address.
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