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Extended Abstract

Introduction

The review of the research literature shows that there are two different theoretical
perspectives in relation to the functioning of the internal capital markets of
business groups, and each of them presents a different argument in this field. The
first point of view is based on the allocation efficiency internal capital markets of
business groups and considers the final result of the efficient allocation of
resources to be the creation of value for the entire group (Rodriguez et al., 2009).
According to this view, when capital market imperfections (i.e., information
asymmetry and agency costs) increase the cost of external financing, the use of
intra-group financial resources can provide low-cost financing opportunities for
group-affiliated companies (Lee et al., 2017). However, there is also a different
point of view in this field, which points to the structural inefficiency of the internal
capital market. According to the second perspective, which is based on agency
theory, the inefficiency of the internal capital market can be mainly caused by the
issue of agency between controlling and minority shareholders. In emerging
markets where the ownership structure is pyramidal or mutual and complex, there
is a possibility that the wedg between ownership and control rights of controlling
shareholders, which is known as the ownership-control wedg in financial
literature, deepens the agency problem between controlling and minority
shareholders (Bae et al., 2002; Doyle et al., 2007) and as this wedg deepens, the
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opportunistic actions of controlling shareholders such as diverting resources for
personal use, transferring assets and profits from the company, or allocating
committed financing to low-return projects in order to secure personal interests, it
can threaten the interests of minority shareholders (Classens et al., 2002). All the
above-mentioned cases indicate that the studies conducted in connection with the
functioning of the internal capital market of business groups have presented
double results. On the one hand, the evidence presented in some studies indicates
the efficiency of these markets, and on the other hand, some studies based on
agency theory provide evidence of the inefficiency of these markets. These
findings, in turn, cause the efficiency of the internal capital markets of these
organizational structures (business groups) to be questioned. Based on this, the
main goal of this research is to investigate the effect of the ownership-control
wedg on the efficiency of the internal capital markets of business groups in the
allocation of resources and performance. In line with this goal, the efforts of the
researchers of the present study are to answer the two basic questions that are
raised below. (1) Does the ownership-control wedg affect the efficiency of internal
capital markets of business groups in resource allocation and performance? (2)
Does product market competition affect the relationship between ownership-
control wedg and the efficiency of internal capital markets of business groups in
resource allocation and performance?

Literature Review

The literature related to the conflict of interest in business units has been greatly
developed in recent years. Most of the researches that have been conducted
regarding the conflict of interest between the stakeholders of a business unit, on
two separate areas including; Conflict of interest between shareholders and
managers, as well as conflict of interest between shareholders and other
stakeholders have been focused (Lee, 2007). However, there may be a conflict of
interest between the shareholders of a company due to their personal interests.
According to the theories of corporate governance, the conflict of interests
between the shareholders of a company occurs when the controlling shareholders
try to have monetary (cash flow rights) and non-monetary (voting or control
rights) interests of the business entity at the same time, and as a result, controlling
shareholders have a strong and influential control power in decision-making that
goes beyond the amount of their shares in the business unit (Almeida and
Wolfenzon, 2006). This phenomenon, which is called the divergence of the right
to receive cash and the right to control, or the so-called ownership-control wedge,
occurs in companies with a pyramid structure and structures with mutual shares
in companies (one company also has shares in another company) (Classens et al.,
2002). In this case, we can refer to business groups that have these ownership
structures. One of the characteristics of the market of business groups is the
existence of the internal capital market in these groups; So that a major part of the
resource allocation process in business groups is done through the mechanism of
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internal capital markets (Beyer et al., 2017). In the research literature, in order to
answer how to allocate (efficient or ineffective) resources in these markets, the
ownership-control wedge has been mentioned as an effective factor on resource
allocation; In such a way that with the increase of the wedge, the incentive of
controlling shareholders to transfer resources in order to secure personal benefits
increases (Purkayastha et al., 2022; Guo et al., 2022). Previous research (for
example; Bae et al., 2002; Almeida and Wolfenzon, 2006; Purkayastha et al.,
2022) has emphasized the agency conflict between controlling and minority
shareholders as a primary framework for explaining agency costs in business
groups and states that ownership concentration In business groups, it often leads
to a divergence between the right of control and the right of cash flow, and the
more complicated the company's ownership relations with other companies of the
group through investment, the greater the divergence between the ownership right
of the main company in a subsidiary and its control right. Such conditions can
motivate controlling shareholders to tunnel resources through subsidiaries; As the
wedge increases, the probability of opportunistic behavior such as allocating
resources to weak investment opportunities increases (Elango et al., 2016). On the
other hand, if the wedge between the voting right and the ownership right is low,
the controlling shareholder has ownership proportional to the voting right, so the
probability of aligning the interests of the controlling shareholder with the
minority shareholders increases (Bae et al., 2002). In such a situation, the internal
capital market of the business group can be an effective mechanism for better use
and allocation of resources and meet the need of companies with favorable
investment opportunities for financial resources (Buchuk et al., 2014). One of the
main managerial decisions in evaluating the performance of companies is the
efficiency of units covered by managers (Rodriguez et al., 2009). Efficiency is a
management concept that has a long history in management science (Colombier,
2008) and shows how the organization has used its resources in order to produce
the best performance at a point in time (Goncharuk, 2009). In the subject literature
related to business groups, how to use resources in this form of organizational
structures is explained mainly in the form of internal capital markets, and the total
efficiency of decision-making units (subsidiaries) is considered to represent the
performance (operational) efficiency of internal capital markets of business
groups (Shyu, 2013; Cui et al., 2019). However, the difference between the
control right (voting right) and ownership right (cash flow right) of the controlling
shareholder may affect the performance of subsidiaries and overall, the efficiency
of the internal capital markets of business groups (Lee et al., 2017). There is a lot
of evidence (Lins, 2003; Lemmon and Lins, 2003; Attig et al., 2004; Villalonga
and Amit, 2006; Bozec and Laurin, 2008) which shows that increasing the excess
control right over the cash flow right leads the ultimate controller to Obtaining
private interests through the diversion of resources (tunneling) from one company
with minimum cash flow rights to another company with higher cash flow rights
encourages and the result of this action will be to weaken the performance. Yeh
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and Lin (2021) by examining the effect of control rights and cash flow rights of
controlling shareholders on company performance show that control rights and
cash flow rights of controlling shareholders have a negative tunneling effect and
a positive incentive effect, respectively, and the tunneling effect of control rights
the incentive of the right to cash flow is stronger. In addition, the greater the
ownership-control wedge, the lower the firm's performance. Jin and Park (2015)
provide evidence of the relationship between ownership-control wedge and the
performance of conglomerates; that increasing the ownership-control wedge is
positively related to the company's accounting-based performance, while they did
not observe a relationship between the ownership-control wedge and the
company's market-based performance. According to the argument of Park et al.
(2016), with the increase in the ownership-control wedge, the probability of
making investment decisions that lead to a decrease in performance and thus a
decrease in the value of the company and have adverse effects on the wealth of
minority shareholders increases. In such a situation, competition in the product
market is considered an effective tool to solve the agency problems resulting from
the ownership-control wedge (Giroud and Mueller, 2011). Guo et al. (2022)
regarding highlighting the disciplinary role of product market competition in
reducing the tunneling behavior of controlling shareholders, state that competition
in the product market has an effective role in reducing the slackness of managers
and expropriation of minority shareholders by controlling shareholders.
Purkayastha et al. (2022) in relation to the role of product market competition in
reducing the adverse consequences resulting from the intensification of agency
problems in business groups provide evidence that product market competition
reduces the adverse consequences of the agency problem (such as mutual
subsidies of affiliated companies with Inefficient investment, continued presence
of affiliated companies in declining industries, tunneling of resources from
profitable companies to unprofitable affiliated companies) and thus improves the
performance of the member companies of the business group. Byun et al. (2018)
state that the difference between the control right and the cash flow right of the
controlling shareholders of business groups that are present in more competitive
markets is less, and the competition in the product market as a disciplinary
mechanism motivates the controlling shareholders of the business group to pursue
It reduces private interests. Mohammadi Ramezani et al. (2022) according to the
findings of their research on improving management performance in the
conditions of increased competition in the product market argue that competition
in the product market acts as a strategic mechanism and managers' motivation to
reduce production costs and preventing the transfer of market share to competitors
and preventing the risk of bankruptcy increases.

According to the explanations provided, the research hypotheses are formulated
as follows:

Hi: The ownership-control wedge has a significant effect on the resource
allocation efficiency of business groups.
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H>: The ownership-control wedge has a significant effect on the efficiency of
the internal capital markets of business groups.

H3: Product market competition moderates the relationship between
ownership-control wedge and allocation efficiency of internal capital
markets of business groups.

H4: Product market competition moderates the relationship between
ownership-control wedge and capital markets performance of business
groups.

Research Methodology

In this research, following the research of Wang and Xie (2010), and Ren et al.
(2021), the sensitivity criterion of cash flows based on the return on assets has
been used to calculate the allocative efficiency of the internal capital market of
the business groupAlso, data envelopment analysis (DEA) method, which is a
non-parametric method based on linear programming for the performance
efficiency of economic enterprises based on inputs and outputs, has been used to
measure efficiency. For this purpose, the information of 18 business groups
whose parent companies are listed in the Tehran Stock Exchange or OTC
were collected during the years 2015 to 2022 and the study hypotheses were
tested using multiple regression with panel data.

Results

The findings of the research show that the ownership-control wedg has a
negative and significant effect on the efficiency of resource allocation and
the efficiency of the internal capital markets of business groups. also, the
findings only show that the relationship between the ownership-control
wedg and the efficiency of the internal capital markets of business groups
weakens with the increase in product market competition. However, there
was no evidence of the effect of product market competition on the
relationship between ownership-control wedg and allocation efficiency of
internal capital markets of business groups.

Discussion and Conclusion

The result found from the test of the first hypothesis shows that the
ownership-control wedg has a significant negative effect on the allocation
efficiency of the internal capital markets of business groups. This result can
be interpreted as the allocation of resources to investment opportunities
within the group through the internal capital market, to the difference
between the monetary (right to receive cash) and non-monetary (voting or
control) interests of the controlling shareholders. The agent, which is called
the ownership-control wedg, shows a reaction. In such a way that as the



VFeY uLAM)l)/YD)lM/r“)LQ? b)aé/d)‘fd\)u)‘u?QQLﬂ LSLQ“"B)"‘“" VY-

difference between the voting rights and the cash flow rights of the
controlling shareholders increases, there is a further weakening of the
alignment of interests between the controlling shareholders and the
minority shareholders, and consequently the motivation of the controlling
shareholders for opportunistic behaviors such as allocating resources to
opportunities. Weak investments are increasing in order to gain private
benefits. This increase in the inappropriate allocation of resources leads the
internal capital markets of the studied business groups to allocation
inefficiency. Based on this, it can be claimed that the ownership-control
wedg is considered as an influencing factor on the decision on the
allocation of internal capital market resources of business groups. The
result of the second hypothesis test shows that the ownership-control wedg
has a significant negative effect on the efficiency of the internal capital
markets of business groups. This result can be interpreted in such a way
that the control ownership wedg causes the controlling shareholders to have
strong incentives to use the private benefits of control. The desire of the
controlling owners to maintain the private interests arising from the control
may prevent the acceptance of risky efficiency-enhancing projects, which
result in lower levels of efficiency or inefficiency of the internal capital
markets of business groups. Also, the result found from the test of the
second hypothesis can also be interpreted as the divergence between the
control right and the cash flow right can aggravate agency problems and
thus increase the cost of external financing. It makes it more difficult for
the company to finance new projects that can improve performance. The
consequence of this for commercial groups is the lower levels of efficiency
or inefficiency of the internal capital markets of these groups. The result
found from the third hypothesis test shows that the product market
competition has no significant effect on the relationship between the
ownership-control wedg and the allocative efficiency of the internal capital
markets of business groups. The non-adjustment of the mentioned
relationship by the product market competition can be interpreted as the
existence of the internal capital market in business groups as an effective
mechanism in providing financial resources needed by group companies,
especially in economies with a weak institutional environment and an
incomplete capital market (including Iran's economy) that the cost of
foreign financing is high, greatly reduces the concern of controlling
shareholders about the high cost of foreign financing that can be caused by
the high ownership-control wedg, and thus the disciplinary effects of
product market competition. It weakens controlling shareholders in
reducing self-interested motives. The result found from the test of the
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fourth hypothesis shows that the product market competition weakens the
negative relationship between the ownership-control wedg and the
performance efficiency of the internal capital markets of business groups.
Perhaps this result can be interpreted in the way that product market
competition as a disciplinary mechanism, in addition to controlling the
opportunistic behavior of managers and controlling shareholders, increases
their efforts to improve the performance of subsidiary companies; Because
failure in matters such as performance improvement can lead to bankruptcy
and market loss. In such a situation, managers and controlling shareholders
try to improve the company's performance in order to deal with the threat
of the liquidation effect that can lead to the loss of their interests.
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