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Abstract: Investment efficiency shows how well a company invests its assets. Although institutional
shareholders play undeniable roles in companies, it is not clear whether they are able to monitor
managers and make investment decisions or not. This study gives answers to stakeholders, addresses
concerns about the effect of the owners on investment efficiency, and aims to add to the literature on
emerging markets by investigating the relationship in Iran, a different environment from developed
ones. Based on monitoring power, the shareholders are divided into two types: active and passive
ones. Investment problems are classified into two types: over- and under-investment problems. The
sample consists of 101 firms listed on the Tehran Stock Exchange between 2010 and 2016. Some
regression models are used. The results illustrated that institutional owners have a positive effect on
investment efficiency and decrease both over- and under-investment problems and so, the efficient
monitoring school is approved. Additionally, active ones are positively correlated with investment
efficiency and decrease both investment inefficiency problems. Institutional ownership is the cause
of investment efficiency, not the reverse. Based on findings, in emerging markets like Iran’s market,
investors are recommended to give notice to the level of active ownership in firms; ownership
structure is a good sign of efficiency.

Keywords: active institutional owners; investment inefficiency problems; under-investment;
over-investment

1. Introduction

Investment efficiency is a benchmark in determining how well a company invests
its assets. It is a determinant of the growth and future cash flow of firms (Sun 2014).
High investment efficiency indicates that the asset has been used by the company more
effectively, which will have a better effect on company performance, so that it can be used
as a measure of company performance (Chen et al. 2017). There are several factors involved
in company performance. In the findings of Nguyen-Anh et al. (2022), intangible assets are
effective in performance. This effect varies in companies with different sizes. Institutional
shareholders and corporate governance affect different aspects of the company and its
strategies. Therefore, this factor is the source of most changes in the company so that it
overshadows all the variables affecting performance.

Prior studies indicated that the problems of asymmetric information and agency have
a major impact on investment efficiency (Chen and Yu 2012) due to conflict between the
interests of shareholders and managers; also, conflict between majority and minority share-
holders leads to a reduction in the efficiency of corporate investment. Many studies showed
that ownership structure deals with agency problems through implementing efficient in-
vestment decisions and also improves firm performance (Chen and Yu 2012). Institutional
ownership is one of the most important parts of a company’s structure of ownership.
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Institutional ownership refers to the ownership shares in a company held by large
financial institutions, pension funds, or endowments. They have an undeniable effect on
companies since they possess substantial shareholdings and so, they are supposed to be able
to monitor managers. The presence of such owners is likely to change a company’s behavior
(Velury and Jenkins 2006); nevertheless, their effectiveness in supervising managers has
been a critical question. In this regard, there are three hypotheses: (1)—Efficient supervision
hypothesis: In this hypothesis, due to risk considerations and high cost of supervision,
institutions are more willing to supervise managers and have sufficient motivation to do
s0. (2)—Conflict of interest hypothesis: This hypothesis states that due to the origin of the
behavior of institutional shareholders in the theory of representation, this group will vote
for the current management due to conflict of interest. (3)—Strategic alignment hypothesis:
According to this hypothesis, institutional shareholders form a kind of strategic alliance
with the current management. According to the statements, institutional shareholders
influence company behavior, but it is not clear how it does.

This study provides some insights into the monitoring role of institutional sharehold-
ers. Some research has been conducted about these issues; nevertheless, this study differs
from them in several ways. Firstly, nonetheless, the relationship between institutional
ownership, its type, and investment efficiency has not been sufficiently explored and the
empirical results obtained so far have shown mixed evidence (even in developed coun-
tries). Additionally, few papers addressed such relations in emerging markets. There is
a lack of enough support to analyze this relation in the perspective of emerging markets.
Emerging economies are not as advanced as EU and other developed countries. Capital
markets in such countries have different characteristics in comparison with developed ones
(Alawi et al. 2022; Arouri et al. 2013). Emerging economies are in a delicate stage of devel-
opment in which institutional ownership does not have the same characteristics as ones in
developed countries. Difference in institutional owners between Iran and others is likely
to result in a different relationship between them and investment efficiency. As a result,
due to the sensitive nature of financial markets and institutional ownership in develop-
ing economies, this research adds to the current domain of research by offering evidence
from emerging regions. So, this study is novel and opens up a new way of studying the
institutional shareholders that have not been examined.

This study seeks to answer the questions of whether there is a relationship between
institutional investors and investment efficiency. What is the impact of each active and
passive institutional investor on investment efficiency? Are the types of institutional
investors affecting over-investment and under-investment? This research seeks to answer
the questions in a developing country, Iran, a country with different characteristics than
developed ones. The sample includes 101 firms listed on Tehran Stock Exchange (excluding
financial firms) between 2010 and 2016. Some linear regression models are used and a
causality test is examined.

Shortly, the findings showed that institutional ownership is positively correlated with
investment efficiency and makes it better. Moreover, all owners are not the same; among
them, only active ones with a long-term orientation have a positive effect on investment
efficiency and solve both under- and over-investment problems. Additionally, institutional
ownership affects investment efficiency, not the reverse. The results will make investors
and stakeholders aware of the fact that in emerging markets like Iran’s market, institutional
owners, particularly those ones who have some representation on the board of directors
(active), can decrease investment inefficiency.

The rest of the paper is organized as follows: theoretical foundations are explained
in the next section. Then, literature is reviewed. After stating the research method and
testing the hypotheses, the findings are presented. Finally, the conclusion is stated and
some suggestions are presented.
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2. Theoretical Foundations of Research

Ownership structure affects companies’ investment decisions. Ownership struc-
ture has ramifications for managerial decisions, and so influences investment efficiency
(Chen et al. 2013). Institutional ownership is one of the most important parts of a company’s
structure of ownership and so, may affect investment efficiency.

Institutional ownership is the amount of a company’s available stock owned by
mutual or pension funds, insurance companies, investment firms, private foundations,
endowments, or other large entities that manage funds on behalf of others (Bushee 1998).
Institutional shareholders are able to access information in a timely manner compared
to non-founding shareholders. Founding shareholders have the ability to control the
entry and exit of money with no ability to influence the share price, which leads to an
increase in the voting rights that they have, but this may be generated by the emergence of
agency problems as a result of the omission of legal protection for minority shareholders.
They have the ability to monitor the executive management of the company due to their
ability to deliver information to shareholders and monitor the organization performance
in an efficient manner, which is reflected in the financial performance of the company
and leads to increased efficiency. Institutional owners have an important supervisory
role in reducing agency costs. The institutional owners appoint the board of directors
to serve their interests and are able to control the administration and then improve the
current financial performance. Institutional owners have an important role within the
board through voting on important decisions that serve the company or refraining from
decisions that are harmful to its wealth (Rashed et al. 2018). As a result, such ownership is
likely to affect investment decisions.

Although there are some research studies about this effect in developed countries, this
study examines this effect in Iran, a country with a different environment in comparison
with developed ones.

Iranian institutional owners have features that are interesting and this is the reason
why Iran has been selected for this study. They are not the same as in other countries. They
are affiliated with state institutions. In contrast to Iran, they are private institutions in
developed countries. In the Tehran Stock Exchange (TSE), the number of foreign companies
is very scarce compared with others. Such ownership in Iran is less than one percent, in
comparison with developed countries, where it is about 50% or more, because accessing
the Iran market is too difficult for Western investors (Ghauri 2015; Mehrani et al. 2017).

Today, the number of institutional shareholders has increased in most countries,
especially in developed countries. Moreover, in addition, a number of new institutions have
entered the market and are the main owners of companies, along with institutional investors
who have long been business partners. Pension funds and mutual funds are examples of
these groups (Li et al. 2006). Due to having less background, owners of institutions in Iran
are less diverse and have fewer experts than developed countries. As a clear example, in
Iran, investment funds also have a short history. In recent decades, institutional investors
in Iran have grown rapidly as a result of the start of privatization and the creation of the
first stock exchange law. The sale of shares of state-owned companies to the public through
the stock exchange has begun in recent years with the aim of fulfilling Article 44 of the
Iranian constitution. In every initial public offering in the market, institutions are the main
buyers. In this regard, the supervision hypothesis proposes that institutional shareholders
have a supervisory role in each company.

In developed countries, in addition to the stated content, institutional investors play a
major role, and many companies consider joint venture funds and pension funds as their
owners. The scattering of ownership structures motivates investors to have effective roles.
Therefore, they are likely to help reduce the optional management problem (Li et al. 2006).
However, the increasing concentration of corporate ownership, pyramid schemes, and
weak legal protections of Iranian owners have discouraged some institutional owners from
having sufficient power to control large shareholders. The entanglement of stocks between
companies and the separation of voting rights and cash flow rights allow banks or other
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non-financial corporations to have a controlling presence and engage in a wide range of
actions aimed at harming other institutional investors. As a result, institutional owners can
either participate in overseeing management activities aimed at reducing agency disputes
or colluding with large shareholders to disqualify minority shareholders (Li et al. 2006;
Ghauri 2015).

In Iran, corporate governance mechanisms are weak. In Iran, there is a weak mech-
anism for corporate governance, so sometimes investors without a representative on the
board may have doubts in this unprotected environment. These owners do not have
adequate power to have impact on companies’ decisions. Conversely, those who are rep-
resented on the board have the power to influence corporate decisions (Mashayekhi and
Mashayekh 2008). In addition, not all institutions have the same features. Some, like
banks, pension funds, and insurance companies, are always represented on boards with
the aim of having enough power to oversee managers. Such institutions that are called
“active” have control over investors and are long-term-oriented. Institutional shareholders,
because they are very large and manage the markets, are not affected by the subsidiaries
and companies that have invested, and due to their relative independence, have better
oversight and control over managers. They are passionate about affecting companies’
decisions as well. Conversely, other natural or legal persons who do not have any represen-
tation on the board do not have enough power to control the managers. They are unlikely
to challenge managerial decisions. Such owners are “passive” and short-term-oriented
(Mehrani et al. 2017; Ghauri 2015).

To sum up, due to the difference between Iran and other countries in terms of institu-
tional ownership, this study is interesting. In addition, along with differences in owner’s
types, their monitoring roles are likely to be different. Because the nature of the capital mar-
ket is similar in most countries and corporate governance in companies plays an important
role, the findings of this study can be applied to other financial markets in addition to Iran.

3. Literature Review

There are various theories about investment efficiency and institutional ownership
that are described below.

3.1. Investment Efficiency

Investment activities play an important role in firms’ operation. In other words,
investment efficiency is a signal of the firm’s performance. Without any financial market
imperfection, all investment opportunities with positive net present value are provided
and implemented by companies. In fact, financial market failures are severe, and corporate
resource allocation can be inefficient. When the marginal return on investment is equal to
the sum of its final cost and the cost of capital adjustment, the optimal level of investment is
gained. However, the firm’s actual investment always deviates from the optimal state due
to friction in capital markets such as external financing costs, conflict of interest between
managers and stakeholders, and information asymmetry (Yildiz 2021).

Neo-classical theory states that companies invest until the marginal benefit equals
its marginal cost (Abel 1983). Conversely, Keynesian theory states that in order to make
an investment, there must be two dimensions of capital security and appropriate growth
estimates (Gordon 1992). Moreover, agency theory asserts that companies may deviate
from optimal levels of investment and suffer from more or less investment. In perfect
financial markets, every project which has positive net present value (NPV) is supposed
to be completed. However, prior literature flatly contradicts such an assumption. Mar-
ket imperfections can result in negative NPV projects being completed (over-investment)
and the rejection of positive NPV projects (under-investment). Based on agency the-
ory, both are explained despite the asymmetric information among the shareholders.
Jensen (1986) provides a framework in which the role of asymmetric information is consid-
ered. In this case, the efficiency of investment is examined through information problems
in order to minimize the moral risk and undesirable choice and to maximize the efficiency
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of investment. The moral hazard problem arises if there is a mismatch between the interests
of the shareholders and there is no oversight of the managers, and therefore it may lead
to the management’s desire to maximize personal interests by making investments that
are not suitable for the owners (Jensen 1986), with subsequent over-investment (Hope and
Thomas 2008). Adverse selection arises when managers are better informed and so, they
may over-invest if they sell expensive securities and raise extra funds. To prevent this from
happening, capital suppliers can offer quota capital or increase its cost. This will lead to the
rejection of some profitable projects due to budget constraints (Lambert et al. 2007), which
results in low-dimensional investment.

3.2. Investment Efficiency and Institutional Ownership

Prior research showed that the higher the inefficient investment, the lower the subse-
quent company performance (e.g., Titman et al. 2004; Sakaki and Jory 2019). As a result,
owners tend to control the managerial investment decisions. Chen et al. (2013) showed that
corporate governance and ownership structure have significant effects on corporate invest-
ment decisions. Sun (2014) found that ownership structure leads to investment efficiency.

Institutional owners are always being more active in controlling activities in compari-
son with individual ones. This is because ownership activity is costly and it is difficult for
individuals to intervene collectively. However, given the trade-off between the benefits
and the costs of active oversight, institutional investors may not have the same incentive to
improve corporate governance for the following two reasons. Firstly, institutional investors
are heterogeneous at the portfolio level. They vary in type, length of trading horizon, and
activity (Bushee 1998; Chen et al. 2007; Schmidt and Fahlenbrach 2017). Secondly, investors’
attention is limited. They are not able to monitor all the companies in their portfolio
(Kempf et al. 2016); the motivation for institutional oversight therefore depends on the
importance of an individual stock in their portfolio. Fich et al. (2015) stated that institu-
tional owners are more motivated to monitor when the target stock is more important than
their portfolio.

Two different thought schools are related to the monitoring role of institutional owners.
On the one hand, the efficient monitoring school argues that these owners, compared to
small individual ones, have more expertise, and so they are able to monitor managers ac-
tively (Dau et al. 2020). Their size and information advantage (e.g., research quality, ability
to collect and process information) give them strong incentives to control activities (Shleifer
and Vishny 1986). Cao et al. (2020) examined the influence of these investors on firm
investment efficiency based on non-financial firms listed on Chinese stock exchanges over
the period 2009-2014. Their results approved efficient monitoring of managers. Fung and
Tsai (2012) investigated the role of institutional investors in improving firm performance
through the channel of corporate investment decisions and documented that the interaction
effect between institutional ownership and capital expenditures is significantly related to
firm performance. On the other hand, according to the school of private interest, larger
investments by institutional owners provide an opportunity to access private information.
This information can be misused for profit-seeking behavior by institutions that view it
as short-term (Koh 2007). Consequently, concentrated ownership in the hands of such
owners is supposed to reduce investment efficiency. In addition, they might not monitor
investment projects because of factors such as free riders and their relationships with com-
panies’ managers. Rashed et al. (2018) showed that institutional ownership, block holder
ownership, and outside director ownership have a negative relationship with investment
efficiency. Ferreira and Matos (2008) conducted a study to determine whether there is a
relationship between institutional ownership and investment efficiency in addition to the
examination of the role of institutional ownership around the world. Results indicated that
there is a negative relationship between institutional ownership and investment efficiency,
leading to an increase in the firm value. Enriques and Romano (2019) documented that
institutional owners vote according to their economic interests because of their complexity
and information advantage. Nevertheless, mutual arguments argue that the short-sighted
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behavior of these owners can lead to their inaction in relation to corporate governance
(McConnell and Servaes 1990). Having a dispersed ownership structure can motivate
institutional owners to collude with managers to extract private benefits, and can help
consolidate current managers (Trapczynski et al. 2020). Ward et al. (2017) found that Amer-
ican companies with highly motivated regulatory ownership owned less than expected
investment levels. Institutional owners, according to the oversight hypothesis, have a
higher incentive to oversee the company’s performance. This is conducted regardless of
over-investment or under-investment. This finding exists in different types of organizations.
In addition, we show that motivated regulators reduce over-investment, free cash flow, and
under-investment due to managers’ job concerns. Companies benefit from firm oversight
because our inefficient investment proxies are associated with subsequent stock returns. In
general, our results offer an approach regarding the importance of institutional attention in
companies and activities.

Chen and Chen (2017) documented a positive relationship between investment ef-
ficiency and institutional ownership. They report that the post-purchase investment al-
location process is more compatible with creating value for different buyers that have
their own governance structures. Moreover, according to the study of Cheng and Zhang
(2022), the ability of managers affects company risk and ultimately this has a significant
role on company performance. In this regard, the impact of corporate governance is also
significant and should be considered. In this regard, the greater the independence of the
board of directors and audit committees of companies accepting capital, the lesser the role
of corporate governance. In this regard, share ownership by shareholders, managers of
various departments, and CEOs is also essential. According to the above discussion, the
first hypothesis is:

Hypothesis 1. “There is a significant relationship between institutional ownership and investment

efficiency.”

Previous literature showed that owners are not the same. As a prime example,
Duggal and Millar (1994) showed that the regulatory role of institutions depends on
their type. Different owners pursue different goals and styles, are subject to different legal
constraints, and face different competitive pressures depending on their markets. Each
person’s personality traits, such as risk perception, returns, investment horizons, and the
governing role of owners, are influential. As a result, not all organizations are the same,
and the role of corporate governance must be considered in each company (Cornett et al.
2007; Bushee 1998).

This study classifies the owners into passive and active ones, based on their owner-
ship power; active persons are represented on the board with the aim of having sufficient
power and a desire to control the managers. These investors pay attention to managers
and expect to be held accountable according to the principle of accountability. There-
fore, their presence increases the efficiency of investment decisions (Cornett et al. 2007).
Such owners who have higher shareholdings are more stable than others; they tend to
hold shares longer and thus have a more intensive effect on firm investment efficiency
(Cao et al. 2020). Owners are prepared to encourage opportunistic management actions
in the event of significant abnormal returns. They have a high portfolio turnover and can
easily cash in on their investments if the company has low profits and poor performance;
institutional shareholders are reluctant to turn their attention there (Maug 1998; Potter
1992). In investing, if only the profit of the project is considered, the choice of option is
mistaken. Therefore, the optimality of the choice is not observed.

Baik et al. (2010) stated that large companies by transitional institutions facilitate
the opportunistic behavior of managers. Yan and Zhang (2009) showed that passive
institutional investors can trade based on noise or incomplete short-term information
signals. This affects the activities that managers perform and thus increases the problems
of asymmetric information.
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Gaspar et al. (2005) documented passive investors exercising poor oversight, allowing
managers to pursue mergers and acquisitions.

Based on the results of Parrino et al. (2003), passive owners often do business with the
benefit of the doubt. This is likely to be the case in liquid markets such as the United States,
where they can maintain liquidity of their assets and evacuate blocks of ownership without
lowering stock prices.

Attig et al. (2012) stated that long-term institutional shareholders protect their in-
vestments by imposing disciplinary mechanisms on managers and encourage managers
to focus on the long-term value of the company. Elyasiani and Jia (2010) showed that
active shareholders continuously increase the motivation of institutions to participate in the
supervision of the company. Chen et al. (2007) asserted that shareholders of an institution
that intends to hold its shares for a longer period of time have more control over their
subsidiaries.

Ward et al. (2017) showed that monitoring institutional motivation has a negative
correlation with inefficient company investment. In addition, this indirect relationship is
strong for different types of institutional owners.

Wong and Yi (2015) found that the institutional ownership of the company as a whole
is positively related to the investment efficiency of the company, and this relationship is
greater for active investors than for all types of institutional investors.

Trapczynski et al. (2020) stated that institutional shareholders who intend to hold their
shares for a longer period of time tend to hire more experienced managers.

Cao et al. (2020) found that only pressure-resistant institutional ownership with long-
term perspectives increases firm investment efficiency by alleviating both over-investment
and under-investment and the channels through which they improve firm investment effi-
ciency should be of interest to investors, regulators, and academics. According to previous
studies, institutional shareholders are expected to influence investment performance due
to the oversight theory, which is the controlling role of institutional shareholders in various
aspects of the company. This effect is not clear in different types of institutional sharehold-
ers. Therefore, different groups of institutional shareholders (active institutional ownership
and passive institutional ownership) should be considered in this regard. Accordingly,
each group is tested on a separate hypothesis. Given this explanation, the second and third
hypotheses are as follows:

Hypothesis 2. “There is a significant relationship between active institutional ownership and
investment efficiency.”

Hypothesis 3. “There is a significant relationship between passive institutional ownership and
investment efficiency.”

The next hypotheses investigate the inefficient investment directions: under-investment
and over-investment.

On the one hand, previous studies document two agency problems which result in
under-investment. Firstly, finding a suitable project with positive NPV is time-consuming
and takes management effort. If there is no corporate governance system and management
oversight is weak, managers may be reluctant to take on too much work pressure and
prefer to avoid risk (Bertrand and Mullainathan 2003). Secondly, the returns of new projects
are uncertain. As a result, managers may not invest in some projects with positive NPV,
aiming to prevent loss. Aghion et al. (2013) documented that institutional owners are likely
to decrease managers’ concerns. In addition, Hennessy (2004) stated that debt overhang
problem leads to under-investment as well. Institutions are able to decrease such a problem
by reducing a company’s debt borrowing cost.

On the other hand, there are some factors leading to over-investment. Jensen (1986)
stated that the empire-building tendency of managers results in over-investment.
Blanchard et al. (1994) showed that companies over-invest money from cash windfalls.
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According to the results of Harford (1999), companies that have more cash holdings have
a strong inclination to make acquisitions with worse subsequent operation performance.
However, Richardson (2006) argued that companies which have positive free cash flow
are passionate about over-investing their money. Titman et al. (2004) found a negative
correlation between over-investment and stock returns. This means that over-investment
by managers is not in the interest of shareholders. It is expected that a company with more
highly motivated monitoring institutional shareholders will exhibit less over-investment.
Ward et al. (2017) illustrated that such shareholders are correlated with both over- and
under-investment. This paper identifies institutional ownership as a new factor that reduces
a company'’s inefficient investment in both directions, leading to the following hypotheses:

Hypothesis 4. Institutional ownership reduces the under-investment problem.
Hypothesis 5. Active institutional ownership reduces the under-investment problem.
Hypothesis 6. Passive institutional ownership reduces the under-investment problem.
Hypothesis 7. Institutional ownership reduces the over-investment problem.
Hypothesis 8. Active institutional ownership reduces the over-investment problem.
Hypothesis 9. Passive institutional ownership reduces the over-investment problem.