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Abstract

This study investigates the effect of related p@Rf) transactions on earnings quality and
firm valuation of firms in East Asia. This studgas a sample of 423 listed firm comprising
1,269 firm-year observations from Hong Kong, Malays$ingapore and Thailand over the
period 2008-2010. This study measures RP transectising the magnitude and abnormal
RP transactions. This study uses discretionarguatsas a proxy of earnings quality, which
is measured from modified Jones (Dechow et al.,5198nd performance-matched

discretionary accrual (Kothari et al., 2005) moderlhis study also uses three different
models, Tobin’s Q, earnings-market valuation (MVa)d earnings informativeness (RET)

to examine the effect of RP transactions on firfuaion.

This study finds empirical evidence that RP tratieas are significantly associated with
discretionary accruals. This study also finds RBt Simple has a positive and significant
relation to discretionary accruals but RP Compkexinsignificant. These findings suggest
that firms engage in RP transactions, particul&ly Simple have significantly lower
earnings quality. This study also finds that firetsgaged in more RP transactions have
significantly lower market valuation, lower perfaance and lower informativeness of
earnings. This finding is robust after controllifor firm specific attributes, corporate

governance, ownership structure, earnings quatityraany sensitivity tests.

Consistent with Kohlbeck and Mayhew (2010), thisdexce suggests that investors
perceive RP Complex, RP Simple, and RP Loan afiett valuation differently. These
results support the conflict of interest view tRR transactions reflect potential for wealth
expropriation and lead to the market discountingndi that are more engaged in transactions
with related parties.
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Chapter 1

INTRODUCTION

1.1Preview

Related party (RP) transactions are a normal featdirbusiness, because many entities
frequently carry on their activities through sulbsigbs, joint-ventures, associates or
affiliates. RP transactions are an inter-firm agnent that may reduce costs and improve
efficiency (Coase, 1937), and help businesseslfitl their economic and financial needs
(Gordon, Henry, Louwers, & Reed, 2007). The tratisa is legal although some of the
transactions are agreed at below or above market,rand non-arm’s length transactions.
However, the existence of RP transactions draventiin to policymakers, enforcement
authorities, private institutions, shareholdersd asther stakeholders, in that such a
transaction may be used to commit fraud or manipulgnancial reports by firms,
particularly large ones. The Enron and Adelphieoaating scandals in the U.S., KMK and
Mailyard in China, and Satyam in India are suchneplas. These scandals expose the
weakness of a control mechanism that is requirethénform of corporate governance

reforms, especially in the emerging markets in Bas.

Reviewing such scandals, Rezaee (2005) found thietnEs Chief Financial Officer (CFO)
and general partner used the firm’s special-purpag#ies to manipulate earnings and
transfer cash, and Henry, Gordon, Reed, and Louw2@®7) found that Adelphia

guaranteed related-party debt and provided extenkans to executives. In China,



controlling shareholders of two Chinese listed &ratilized KMK and Mailyard as a tool to
expropriate cash from them (Tong & Wang, 2008).n€&oning Satyam’s case in India, its
board of director’'s decision to approve an acqoisibf two entities related to the founder,
chairman and CEO of the firm, resulted in the expesf the accounting fraud (OECD,

2009).

These scandals shed light on abusive RP transaciiovolving senior management,
executive and non-executive directors (Henry et 2007) or controlling shareholders
(Dahya, Dimitrov, & McConnell, 2008; Wiwattanakantgp 2001). It is emphasized that
these related parties are referring to individwal® have significant positions within the
firm and play a substantial role in the firm's corgte governance. They can use their
position, authority and power to influence businegserations and decision-making
processes. Without an effective check and balameehanism or corporate governance
control strategy, senior management may take adgarto utilize their power and authority
to entrench their own interests (Fama & Jensen,3;19®nsen, 1993). Executive
managements or controlling shareholders are abihéd® their personal interests within the
transactions which on the surface appear to fulfitir firm’s financial goals (Beasley,
Carcello, Hermanson, & Lapides, 2000; Gordon et 2007). This makes it difficult to

detect any abusive transactions.

The above argument is consistent with agency thé@mtyemphasizes RP transactions raise
both agency conflicts. Managers may use RP tréonsacto expropriate wealth from

shareholders due to information asymmetry (agenmyflict Type ), and controlling



shareholders, as a result of concentrated ownexghifd maximize their benefits at the
expense of minority shareholders (agency confligielll) (Fama & Jensen, 1983; Jensen &
Meckling, 1976). As a result, a firm’s managersontrolling shareholders’ involvement in
any contract with related parties could be seemftwo different perspectives; either it

represents an efficient transaction or conflicinbérest transaction (Gordon et al., 2007).

The 1997 Asian financial crisis exposed weakneBsesrporate governance practices and
shareholder protection in many businesses in tist Esia region. During this particular
crisis, the managers or controlling shareholdeariated funds in order to survive and
engaged in such actions as making improper tramsfectash or assets, purchasing or selling
assets at inflated rate or making outright bailaitfailing subsidiaries. However, minority
shareholders cannot prevent the improper conduchdayagers or controlling shareholders.
Since the financial crisis, much progress has l@deved and implemented over the past
decade in developing effective laws and regulatbbemeworks to curb abusive RP

transactions, particularly in the East Asia region.

The structure of corporate governance has beemmetbso that corporate governance best
practice principles can be implemented, and comeany or statutes have been amended to
deal with specific rules on transactions with ralevparties. For example, the amendment
of the Malaysian Companies Act 1965 in 2007 waseddém enhance the corporate
governance structure and increase investor cordeleifthe Organization for Economic Co-
operation and Development (OECD) and an Asian Rialohel on Corporate Governance

(ARCG) have played significant roles in the corpergovernance reforms as well as



establishing guides for monitoring and curbing sablusive RP transactions, focusing on

disclosure and the board and or shareholders' epiggstems in Asian countries.

The number of RP transactions in East Asia countsexpected to be high. The economic
institutions, equity capital structure, corporatevgrnance and legal system in those
countries are conducive to RP transactions. Mamgsfin East Asia are dominated by block
or substantial shareholding in the form of concaett ownership, either through

individuals, group of families, corporations or gowments. Family members of the
controlling shareholders are usually involved innagement and governance of listed firms
(Claessens, Djankov, & Lang, 2000) which increatbes likelihood of transactions with

related parties. The rise of centrally-adminisiemad group-affiliated entities in some Asian
countries also increase a possibility of RP traimsas because the external market is
inefficient. Furthermore, abusive RP transactioas increase due to: firstly, the lack of
minority shareholder interest protection; and sebgrinstitutional ownership in some East

Asian countries due to weak corporate governanaetipes.

Abusive RP transactions could lead firms to poorfgsemmance due to over-payment of
assets, lower-selling price, or simply use finahservices to the benefit of the related
parties. The different price between the agreedrRisactions and the market price is the
benefit gained by these parties. However, minaitsreholders have suffered the setback,
to bear the costs, whether in the form of one-otiterial expropriation or the slow
expropriation of wealth via continuous RP transawdi (OECD, 2009). Prior studies show

that those firms engaged in RP transactions perfpoorly (Chen & Chien, 2007) and



endure negative or abnormal stock returns (Che&®ay, & Stouraitis, 2006). Recent
evidence from market perception studies on the emumsnce of RP transactions by
Kohlbeck and Mayhew (2010) and Ge, Drury, Fortiy,land Tsang (2010), find that RP
transactions are negatively associated with firtaatgon. Although Kohlbeck and Mayhew
(2010) are based in the U'3nd Ge et al. (2010) look at Chinese listed firthsir findings

are consistent, suggesting that investors val@aea@iparty firms significantly less than non-

related party firms prior to regulatory intervemtio

Furthermore, Sherman and Young (2001) emphasizedrRBactions increase the likelihood
of aggressive accounting. Executive managementscamtrolling shareholders can
manipulate the terms of a transaction and discéosutheir own personal advantage due to
information asymmetry. The argument is a large lpermand higher magnitude of RP
transactions will cause firms to report bias eagsim their financial statements, which will
not reflect the firm's actual market value and leatess accurate decision-making (Tucker,
2007). Abusive RP transactions by the controllsh@reholders to obtain private benefits
will lead to a deterioration in earnings qualityof@ & Wang, 2008; Wang, 2006). If the
market participants and investors are aware of gbeential for earnings manipulation
through RP transactions, it is expected that tiheirgs parameter for firms that are involved
in RP transactions should be less than those fimitisout such transactions. However,
studies that addressed the effect of RP transactiarearnings quality are few, particularly

in reference to the emerging countries in East.Asia

! The United States Congress responded to the receounting scandals by banning related party léans
officers and directors through the Sarbanes-Oxlety(80X) in 2002.
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1.2Research Motivations

This study is motivated by a number of issues.stHir there is the growing number of
accounting crises and instances of alleged compdratid among high profile firms through
manipulating RP transactions. The revelation oéséh scandals is evidence that
organizational issues surrounding human conflict inferesté simply never end.
Opportunistic senior management or controlling shalders may misuse their position,
authority and power to utilize the legal internaatings as tools to maximize their own
personal interests. Therefore, the managers dratlomg shareholders may be reluctant to
provide reliable information about such opportunistansaction to investors. Consequently
there is a need to examine the effect of RP trdiosec on earnings quality and firm

valuation, because such research is limited.

Secondly, the exposure of the misused transactivolves a firm and its related parties,
particularly among large firms increase interesacddemic studies. They study to explore
and examine the determinants that motivate firmsnter contracts involving related parties
(Adhikari, Derashid, & Zhang, 2006; Atanasov, BladBiccotello, & Gyoshev, 2010;
Berkman, Cole, & Fu, 2011; Chien & Hsu, 2010; Gsllésallery, & Supranowicz, 2008;
Gao & Kling, 2008; Gordon, Elaine Henry, & Paliad(2; Lin, Liu, & Keng, 2010; Lo,
Wong, & Firth, 2010a; Yeh, Shu, & Su, 2012). Addiitally, some studies attempt to
determine a potential impact of RP transactions specific economic consequences

(Aharony, Wang, & Yuan, 2010; Chen, Cheng, & Xi&f11l; Jian & Wong, 2010;

2 Conflict of interest occur where senior managemaniexecutive directors (related parties) exprdpria
shareholders’ wealth through: firstly, related paransactions (Agency Conflict Type 1); and sedgndihere
controlling shareholders obtain a private benéfiha expense of minority shareholders (Agency Garnfype
).
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Kohlbeck & Mayhew, 2010; Nekhili & Cherif, 2011; Rgaert & Thomas, 2012; Wang &
Yuan, 2012). However, most studies have analyzédhd Chinese listed firms where data
cannot be generalized to other countries in East Agr several reasons, including
differential of equity capital structure, corporag@vernance practices and shareholder
protection. RP transaction research in many dfast Asian countries is very limited and
some of them are published in non-reputed or ntereed journals. It is therefore timely to
explore the impact of RP transactions in the Easa Aegion, particularly in the context of

international economics and globalization.

Thirdly, the East Asian countries have been chdsetause they are emerging market
economies. Doing business in an inefficient exdemarket for most East Asian countries
provides incentives to utilize transaction withated parties as an alternative strategy to
maximize the allocation of capital resources. Apam this, institutional ownership and
regulatory framework, poor corporate governancelackl of shareholder protection, mainly
for minority shareholders (Claessens et al., 2000nost listed firms in East Asia allows
firms to engage in RP transactions. The post-129&n financial crisis reforms to curb RP
transactions in East Asia and improve governaneeeapected to enhance shareholder
protection and rebuild investors’ faith in RP tracigons. It is important to explore evidence
after considering these new developments as wetb agduce investors’ perceptions of

deep-seated accounting scandals that occurrechdelago.

Fourthly, the amendment of the Malaysian CompaAiets1965 in 2007 included a ban on

loan transactions with related parties. The barRénloans is aligned with the Sarbanes-



Oxley Act (SOX) in the U.S. which banned RP loanofficers and directors in 2002.
However, noted firms still employed loan transatsias advances to or from related parties.
| found that Hong Kong, Singapore and Thailand dbprohibit RP loans to related parties.
This state of affairs requires further analysiéirid which provision is the best in serving the
interests of the market. Therefore, this study loseek evidence from both internal

(managerial) and external (investors) perspectives.

Fifthly and finally, it is relatively difficult todetect abusive RP transactions because the
nature of such transactions is valid and fulfillsimess’s needs. And yet RP transactions
constitute a major cause of audit failure (Beaslesscello, & Hermanson, 2001). Gordon et
al. (2007) reveal that firms’ intention to manipelatheir financial reports through RP
transactions influences them to appoint auditorth wwhom they have a relationship.
However, there is no further research to test tigeiraent, particularly in the context of
tenure auditor-client relationship. Previous stsduch as those by Gallery et al. (2008) and
Gul, Kim, and Qiu (2010) have found that large &didins® can play significant roles in
mitigating the negative impact of RP transactiohargue that audit firm size is not in itself
enough to assess the close relationship as stgt€bton et al. (2007). Hence, in this
study, | will control the effect of the tenure afditor-client relationship, in addition to audit

firm size.

1.3Research Question
Manipulation of RP transactions in East Asian cons may be associated with existing

checks and balances in power structures amongrseretutives due to poor corporate

3 Audit quality is measured by the size of auditfir either large or small businesses.



governance monitoring mechanisms (Fama & Jense83)19 The corporate structure,

economic institutions and legal system in thosenties (Claessens et al., 2000) are
exposed to RP transactions. The concentrationvokoship by controlling shareholders and
involvement of family members in their managementownership also increases the

likelihood of transaction between firms and relapedties. The controlling shareholders or
executive directors may utilize RP transactions &sol to expropriate shareholders' wealth
by hiding dishonest or illegal transactions. Presi®vidence shows that RP transactions

affect the earnings quality and firm’s value (Galet2010; Kohlbeck & Mayhew, 2010).

However, most studies focused on disclosures, wenetie firms disclose or do not disclose
their RP transactions, and a data set being used beainfluenced by the investors'
perceptions of the Enron accounting scandal. Toexgethis study raises question, whether
the magnitude and abnormal (magnitude charfigB) transactions are associated with
managers or controlling shareholder's behavioramamaging earnings? Do investors
perceive that magnitude and abnormal RP transactos harmful to a firm’s wealth, thus
they value lower for the firms engaged in RP tratisas? Are complexity types of RP
transactions affecting earnings quality and vabrawf listed firms in East Asia? After
considering the corporate governance reforms arehdments to the regulatory framework
over the past decade in the East Asia region, shidy asks specifically the following
guestions:

1: Is there a significant relationship between R&hgactions (based on magnitude and
abnormal measures) and earnings quality (basedsoretionary accruals and performance-

based discretionary accruals)?



la: Is there a significant relationship betweentyipes of RP transactions (RP complex, RP
simple and RP loan) and earnings quality (basedissretionary accruals and performance-
based discretionary accruals)?

2: Is there a significant relationship between R&hgactions (based on magnitude and
abnormal measures) and firm value (based on Tob@ysearnings-market value and
earnings informativeness)?

2a: Is there a significant relationship betweeresypf RP transactions (RP complex, RP
simple and RP loan) and firm value (based on Tebi@, earnings-market value and

earnings informativeness)?

1.4Research Objectives
The main objective of my study is to determine #fiect of RP transactions on earnings
quality and firm valuation in East Asia. | alsovéstigate the effect of specific
classification$ of RP transactions on earnings quality and firfuagon. | determine the
effects of RP transactions on earnings quality dpginoxied by discretionary accruals.
Additionally, I examine the effects of RP transans on firm valuation as proxied by firm
performance, value relevance and informativenessaafings. The specific objectives of
this study are as follows:

(i) to investigate the relationship between RP trammaetand types of RP transactions

(RP complex, RP simple and RP loan) and earningbtygibased on discretionary

* We use the classification of related party tratisas developed by Kohlbeck and Mayhew (2010), RE.
complex and RP simple transactio®P complexrefers to complex transactions that include reldtesiness,
unrelated business, overhead and stock transactRihissimplerefers to straight-forward transactions that
involve relatively few financial statement accoumaisd related parties. Simple transactions incliodas,
guarantees, borrowing, consulting, legal serviceslaases (Kohlbeck & Mayhew, 2010).
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accruals and performance-based discretionary dstrod firms in East Asian
countries.

(ii) to investigate the relationship between RP trammaetand types of RP transactions
(RP complex, RP simple and RP loan) and firm valbased on Tobin's Q,
earnings-market value and earnings informativenedsfirms in East Asian

countries.

1.5Significant Contributions to the Topic

This study contributes to earnings quality and RiRdactions (accounting) literature and the
public policy debate in several ways. This studiereds the usefulness of agency theory in
understanding two types of agency conflicts. Ageoanflict can be categorized into two
types. With respect to RP transactions, the ageanflict type | refer to conflict of interest
among executive managers who want to personallgftidrom expropriating wealth from
shareholders. Agency conflict type Il refers te ttonflict of interest among the controlling
shareholders who wish to expropriate wealth atetkgeense of minority shareholders. The
results of this investigation will establish an arstanding of agency theory regarding the
use of RP transactions by opportunistic managerontrolling shareholders in East Asian

businesses.

This study contributes to the literature on earsiggality by building on the research of
Cheung et al. (2006), Munir and Mohd-Saleh (2008)n and Wong (2010), Aharony et al.
(2010) and Chen et al. (2011). It examines the hekiveen RP transactions and earnings

quality. The work of Cheung et al. (2006), Jiad &ong (2010), Aharony et al. (2010) and
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Chen et al. (2011) examine the association betwRntransactions and real operating
earnings management, in which RP transactionstaretsred for tunneling or propping up
firm’s wealth. This study shifts the real opergtiearnings management into accruals
management because evidence from prior studi@siiedl. This study only found a mix of
evidence for associations between RP transactiohsliacretionary accruals in non-refereed
studies by Munir and Mohd-Saleh (2009), Kuan, TowRrsmin, and Van-der-Zahn (2010),
and Jian and Wong (2010). This study also extémelsneasurement of RP transactions by
using abnormal (magnitude change) RP transactimgiead of only transaction magnitude.
The abnormal measurement is consistent with Ahamingd. (2010). This study believes
that the abnormal could strengthen the magnitudedaevidence. The study also
contributes to the RP transactions and accrual gemant literature by providing cross-
country evidence for East Asia as since most wiadies only focused on an individual

country. Thus, the evidence would contribute to a broamternational perspective.

The thesis provides current empirical evidencenenstand the effect of RP transactions on
firm value and firm performance (Tobin’s Q) in seleways. Firstly, Dahya et al. (2008),
Kohlbeck and Mayhew (2010) and Ge et al. (2010) ais#iscrete measurement for RP
transactions, where they use an indicator varidbleepresent firms’ disclose or non-
disclosure of RP transactions due to certain cistantes. This study believes that it is
difficult to judge whether RP transactions are amudased only on firms’ disclosure and
non-disclosure of such a transaction. RP trarmagtare highly relative. Therefore, the

measurement should consider numbers and magnitidestfolds) of the transaction.

® Cheung et al. (2006) use data of Hong Kong lifiteas, Munir and Mohd-Saleh (2009) use data of Msia
listed firms, Aharony et al. (2010), Jian and Wd2§10), and Chen et al. (2011) use data of Chitistsl
firms, and Kuan et al. (2010) use a data set frotohesia.
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Furthermore, in the context of cross-country stsiditne listed firms’ disclosure of RP

transactions in financial reporting is dissimilaredto different disclosure requirements in
each country. Nevertheless, the disclosure reopaeinés in all countries set a certain
threshold (magnitude) as a benchmark to disclos¢r&Ractions. This study believes that
the magnitude (thresholds) of RP transactions woeldnore precise in determining their
impact. For this reason the thesis extends thesunements of the above prior studies by

using magnitude and abnormal (magnitude changedjdRBactions.

Kohlbeck and Mayhew (2010) and Ge et al. (20103 us@ormation disclosed in financial
reports for the year that is close to the revefatibat RP transactions have been used
opportunistically to commit fraud. Financial scalsconcerning RP transactions were
reported in the media regularly and this may havaeased market sensitivity to RP
transactions. Investors may become conservatidedanelop negative perceptions about
financial practices. | argue that the negativeafbf RP transactions on firm valuation may
be influenced by such events. It is also consisigtin Kohlbeck and Mayhew (2010) who
were concerned that the revelation of such scandalg limit the generalization of their
findings. | conduct this study by using informatidisclosed in financial reports for the
period 2007 to 2010. The information is about eade since the revelation of the scandals
and hence is considered ample time to limit theu@rfce of the events. In addition, many
statutory laws and regulations and corporate garera reforms in the East Asia region
have been implemented in the last decade, spdbifidar preventing abusive RP
transactions. The implementation of the amendmant the reforms are expected to

enhance shareholder protection, and may rebuildsiovs’ confidence in RP transactions.
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This empirical evidence will contribute substantiato the RP transactions and firm

valuation literature.

Thirdly, this study will also contribute to thedrature on RP transactions with reference to
informativeness of earnings. There is no resetraate except Wang and Yuan (2012) on
the effect of RP transactions on earnings inforveaiess, mainly in the context of East Asia.
Wang and Yuan’s (2012) findings are limited to &se listed firms and therefore, the
empirical results from this study contribute sigrahtly to our better understanding of the

effect of RP transactions on the informativenessashings.

This study also agrees with Gordon et al. (20079 wigued that those firms manipulating
financial reports using RP transactions are mdwylito appoint auditors with whom they
have a relationship. However, there is no subsggwsearch empirically confirming this
contention. This study argues that the closedtandiient relationship can be developed
through longer audit engagement. As a resultatigitor may become complacent and not
diligent enough about querying the clients, sem@anagement or controlling shareholders
regarding RP transactions. The auditor-clientti@ghip was not pursued in previous RP
transactions’ studi@s However, this study only includes the auditder relationship as a

control variable due to time limitation.

Despite the significance and magnitude of RP tretiwas and their effects on earnings and

firm valuation, very little substantive researcts lieen undertaken to understand if such RP

® Gallery et al. (2008), and Chien and Hsu (201@neiked the roles of audit quality in curbing abesielated
party transactions. They measured audit qualitpmtinog to size of audit firm, which this study keles will
not reflect a close relationship between auditar @rents.
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transactions affect a firm’s market valuation insEAsia. Research in the U.S. such as
Gordon et al. (2004), Gordon et al. (2007), Kohkand Mayhew (2010), and Ryngaert and
Thomas (2012) cannot be generalized across emecogingtries because in the U.S., the
disclosure standard is higher, corporate governangmre effective and minority protection
is much stronger than in emerging economies. lia &g majority of research focuses on
firms in China, where most businesses are goverhmestate-controlled. The research
could not be generalized to other Asian countressabse of difference in the equity capital
structure and market. This study contributes te tmportant issue by extending prior
research using a large sample of listed firms aimgj of 1,269 firm-year observations from
four East Asia countries, namely China, specificklbng Kong, Malaysia, Singapore and
Thailand. In addition, this cross-country analysigl contribute substantially to the
literature at a broader international level. Dalkyal. (2008) is the only study to date that
examined the impact of RP transactions using aseroantry analysis They analyze 22
countries with a limited sample from each countrfhis study uses one-third of the

available population from each coutftty ensure a representative sample.

1.6 Structure of the thesis

This thesis is organized as follows. The followicbapter, Chapter 2 discusses RP
transactions in more detail, explains two typeagegncy conflicts in an Agency Theory, i.e.
Agency Conflict Type | and Agency Conflict Typetd predict that opportunist controlling
shareholders, directors and senior managers migeuP transactions to gain a personal

benefit. This chapter also discusses a potetizlRP transactions are used for tunneling or

" Most studies have focused on a single country {8k&onga & Amit, 2006; Kohlbeck & Mayhew, 2010;
Ryngaert & Thomas, 2012; Jian & Wong 2010; Aharetgl., 2010).
8 The available firms that fulfill the requirememtie discussed in Chapter 5.
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propping up activities. Chapter 3 discusses thgtirtional and regulatory background that
provides the basis of RP transactions in East ASlds chapter also reviews the literature to
identify determinants of RP transactions, and tleemtives that encourage firms to engage
with related parties. Chapter 4 discusses the ¢mpé RP transactions and develops
directional hypotheses developed for this studiie first section reviews the links between
RP transactions and earnings quality, and the skesewtion reviews the effects of RP
transactions on firm valuation. Then, | develop twain hypotheses: (1) the prediction of
links between RP transactions and discretionaryuats (earnings quality); and (2) the

prediction of associations between RP transactaosfirm valuation.

| develop a research design and methodology ofstludy in Chapter 5. Chapter 6 presents
Part | of the empirical results that discuss theafof RP transactions on discretionary
accruals (Discretionary Accruals and Performancé&cMad Discretionary Accrual). Chapter

7 presents Part Il of the empirical results thatcdss the effect of RP transactions on
informativeness of earnings, earnings value relesaand firm performance (Tobin’s Q).

This part is based on the market valuation thatsicems investors’ perceptions of RP
transactions. Finally, Chapter 8 summarizes thaltesnd draws the overall conclusions

concerning the major themes covered in this rebesitaly.
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Chapter 2

RP Transactions and Theoretical Framework

2.1 Introduction

Many large corporations have abused RP transactiothshis has led to reported accounting
scandals becoming an important issue in recentsy8drey have led to many corporate
failures in the U.S. and other countries, includieigerging economies in Asia. The
scandals have highlighted abuses of RP transachgnexecutives, board members and
controlling shareholders. Jensen and Meckling §)9%ave stated that managers or
controlling shareholders tend to appropriate thiem’s resources for personal consumption
via RP transactions. This agency issue emergeaubecof asymmetric information
problems between external stakeholders and thésfinnanagers. Opportunist managers or
controlling shareholders can execute RP transactionconceal any personal conflict of
interest behind the facade of an allowable tramsactConsequently, RP transactions could
represent both efficient transactions and oppostimi transactions. The business
environment, particularly in emerging East Asiamimmoies, has witnessed the development

of managers or controlling shareholders becomingety involved in RP transactions.

This chapter examines the following themes. Se@idndiscusses and defines the nature of
RP transactions and the potential for conflictrérest to emerge. Section 2.2 discusses the
fundamental theoretical outlines that underpin RIAdactions so that the nature of efficient

(even if illegal) opportunistic transactions is erstood. Section 2.3 discusses RP

17



transactions that occur in East Asia. Section 2vews RP transactions as a source of
tunneling or propping up the wealth of firms. Hipathe last section summarizes the main

themes outlined in this chapter.

2.2Nature of RP Transactions
The general reporting framework of RP transactimas established by the International
Accounting Standard (IAS) 24 IAS 24 is the basis for the establishment official
reporting standards (FRS) in all countries, inahgdthose in East Asia. |IAS 24 identifies
the ‘related party’ as that which can exercise @nor significant influence over the
operations or financing policies of the other parBelated parties can be directors, officers,
managements of firms, and shareholders of theitisadfs. Entities under common
ownership or controlled are deemed related partiBlse contracts between a firm and its
subsidiaries, associates or subsidiaries of a péirenare also classified as transactions with
related parties. It is stated under Pursuant ® 24.9, IAS 24 that a party is related to an
entity if the following conditions apply:

(a) Directly, or indirectly through one or moreanhediaries, the party;

(b) The party is an associate of the entity;

(c) The party is a venturer in which the entitpigint venture;

(d) The party is a member of the key managemersiopeel of the entity or

its parent;
(e) The party is a close member to the family of edividual referred to in

(a) or (b);

° The IAS is issued by the International AccountBtgndard Board (IASB).
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() The party is an entity that is controlled, jdyncontrolled or significantly
influenced by or for which significant voting power such an entity
resides with, directly or indirectly; any individueeferred to in 9d) or
(e), or;

(g) The party is a post-employment benefit plandomloyees of the entity,

or of any entity that is related to that entity.

Meanings of relatedness can also extend to the rsWpe relationship. In terms of
individual interest, a controlling shareholder ntigiave a direct influence, yet his or her
relatives could also be classified as being relagadies. The threshold tiers of family
relationships will include the next level of retaiship. Here the first level includes spouse,
brother, sister, mother, father, son, daughterquivalent; and the second level involves
cousins, in-laws, aunts, uncles or equivalent;llintdne third level includes grandparent,

grandson, or equivalent (OECD, 2009).

The International Accounting Standards Board (IASBjines RP transactions as transfers
of resources, services or obligations betweenaelptrties, regardless of whether a price is
charged. RP transactions refer to any transactiotered into by the issuer or its
subsidiaries, which involve the interest, direciratirect of related parties. RP transactions
also include any group transactions between adinohits related entities, such as affiliates,
subsidiaries, associates, joint ventures, prinaypaters and directors. RP transactions can
be recurring transactions, characterized by necgssg-to-day operations of a listed issuer
or its related entities. The transaction that nexgurecurring agreement usually involves
sales or purchases of services, goods, assetsdinglraw materials to be used for the
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production of goods. The price of the transactioght be charged (transfer pricing) higher
or lower than a market price (Aharony et al., 201dpwever, others can include significant
one-off transactions with related parties that rhayexecuted at any amount differing from

market prices.

There are many forms of RP transactions that td&eepncluding that where land and/or
property is transferred through the sale or purehassaction, asset acquisition, asset sales,
equity sales and transactions that result fromadirig relationship. It can also comprise
transactions that involve cash payment made te@dhéolling owners (Cheung et al., 2006;
Munir & Mohd-Saleh, 2009). The most common RP geantions are loan activities such as
personal loans to directors, officers, controllighareholders and other insiders.
Opportunistic related parties will benefit from thean typically when these are being
charged at below market interest rates (Berkmarlge,C& Fu, 2009). For example,
executives who have less ownership of shares imma will benefit from such loans to
increase their ownership levéGordon et al., 2004; Kohlbeck & Mayhew, 2010). As
another example, senior managers and executivetaliseare able to expropriate wealth and
benefits from the shareholders by allocating fursds salaries, allowances and other
compensation for their own personal accounts (Ketkb& Mayhew, 2004). A firm can
also use this legal transaction to transfer a Bragsets to its controlling shareholders at non-
market prices, and provide loan guarantees usiegfitm’'s assets and other resources

(Chien & Hsu, 2010; Johnson, Boone, Breach, & Fniad, 2000).
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Some studies recognize that the nature of evely oyfRP transaction is distinctive, and the
firm can use it differently to fulfill certain inoéives. These analyses classify RP
transactions into several categories with certdiaracteristics. Kohlbeck and Mayhew
(2010) divide RP transactions into two broad cfassgions, one where the transaction is
simple or another is strategic, depending on theptexity of transactiortS. Cheung et al.

(2006) and Cheung, Jing, Lu, Rau, and Stourai®%2 classify RP transactions into two

categories of expropriation, potentially tunnelamgl propping transactiolls

RP transactions usually involve internal arrangesand allow opportunist-related parties
such as directors, managers or controlling shadenslto take advantage of the transaction
within the group for their personal benefit. Tlaisn cause conflict of interest where the
controlling shareholder can use RP transactiongreduce misleading business operating
results that would affect minority shareholdersailtie (Larcker, Richardson, & Tuna, 2007).
There are two different theories behind the tramgacEither it demonstrates a potential for
managerial or directorial conflict of interest tltatuld economically damage the firms, or it
is an efficient transaction that fulfills the firmeconomic needs (Villalonga & Amit, 2006).

These two contrasting views will affect the potahtiosts and benefits of the transactions

9 The complexity of RP transactions differentiatbe hature of the transaction. Thus, the complexity
differentiates a risk RP transactions are used ippistically to expropriate. Kohlbeck and Mayh¢2010)
define complexity as transactions that typicallydlve a number of financial statement accounts ratated
parties, often include a number of conditions tingpact on financial statements in less obvious waits
includes investments in a related or unrelatednass, overheads and stock transactions. Theseadtams
usually involve long-term arrangements or recurtiregnsactions. RP simple transactions refer ttraaght-
forward transaction that involves relatively fewdncial statement accounts and related parties;aaed
typically avoidable in the sense that a third pacbuld replace related parties with little obsetgab
consequences. RP simple transactions include laadiorrowing, guarantees, legal or business tiimgpu
and renting or leasing.
' Cheung et al. (2006) categorized RP transactistosseveral types such as transactions, which aesialt
in the expropriation of wealth from minority shaoddters, transactions that take advantage of mntinori
shareholders, and transactions that are carriedfautstrategic reasons and are assumed to have no
expropriation rationale The concept of tunneling and proppingwifi be discussed in section 2.4.
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for shareholders and the related parties in differeays. The next section discusses the

theoretical framework that underpins the issue.

2.3 Theoretical Framework

Agency theory explains human behavior in an orgdiom, specifically the relationship
existing as a contract when one or more persorspftihcipal(s)) engage another person (the
agent) to perform some service on their behalf,ctvhnvolves delegating some decision-
making authority to the agent (Jensen & Meckling7@). A basis of the relationship is a
separation that exists between management and siwpem which the firms are managed
by people who do not own the firm. This kind osmess structure is common among large
publicly listed firms because the owners appoinhagers who have minimal shareholdings

within the organization, and the owners have mimmuonpact on daily business operations.

The separation of ownership and control contraatideto information asymmetry issues;
therefore, senior management and executive diree@tor responsible and accountable for
preparing information for stakeholders. Failurentonitor the management may lead to
inefficient resource allocation and to some ext&arnings management and fraudulent
financial reporting. Thus, agency theory postdatieat the modern diffused ownership
pattern of businesses results in the opportunistttavior of managers due to them having
managerial conflicts of interest (Jensen, 1993sder& Meckling, 1976). In the case of RP

transactions this may involve both types of ageraflict, Type | and Type II.
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Agency problem Type | explains a conflict of intgrdbetween managers (agents) and
shareholders (principals) where managers are alsi@kimize their wealth at the expense of
shareholders by employing RP transactions. Thet gifithe contract is a convergence of
interest between managers and shareholders, wiemadnagers are (it is assumed) acting
on behalf of the firms to maximize shareholdersaltie If managers are assumed to be
opportunists, there is good reason to believettieatmanagers will not always act in the best
interests of the shareholders. Managers' opp@ruis a key driver in the misappropriation
of assets and misleading financial reporting. &eor executive management behavior will
affect the preparation of the financial reports mehehey elect to choose alternative
accounting practices that hide any financial béniefithemselves (Isa, 1997). W.ithout
effective internal controls, senior managers mayale to maximize their personal interests,
resulting in the decision-making process being e from shareholders' interests
(Acharya & Johnson, 2010). Prior research supgbigsargument by showing evidence that
managers manipulate earnings to fulfill certainegbyes such as avoiding losses or
declining earnings (Burgstahler & Dichev, 1997; MebBaleh, Iskandar, & Rahmat, 2005),
and initial public offerings (Aharony, Lin, & Loeld,993; Aharony et al., 2010; Cheng &

Chen, 2009).

Agency problem Type Il explains the conflict of enmtst between the controlling
shareholders and minority shareholders. The adsteof controlling shareholders,
specifically by a group of families, can reduceomfation asymmetry (agency conflict Type
I) due to the separation of ownership and contfdnfa & Jensen, 1983; Jensen &

Meckling, 1976). When large stockholders contnoh$§, the main problem is no longer the
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conflict of interest between management and shéders) but preventing principal
shareholders from exploiting minority shareholdé¢&hleifer & Vishny, 1986). The
controlling shareholders can expropriate the weathminority shareholders through
tunneling, propping or manipulating RP transactionis recent years, the exploitation of
minority shareholders by large shareholders haaciid scholars' widespread attention and

becomes a major research topic in RP transactions.

The concentration of ownership structure is a megortributor to agency conflict Type |II.
Concentrated ownership provides controlling shdo®re with the authority and power to
dominate decision-making processes within the firm.addition, the management of the
majority controlled firms, mainly in the family fim, is usually related to controlling
shareholders or their family members (Shleifer &hnfy, 1986; Villalonga & Amit, 2006).
Controlling shareholders may benefit from theiresobnd positions as there are incentives
for them to hamper minority shareholders’ interedts principle, however, the potential of
concentrated ownership could result in agency anfType II, depending on the

convergence and/or entrenchment effect.

The convergence effect is based on a manageriaérsip hypothesis. The managerial
ownership hypothesis suggests that ownership bycutixe management and senior
directors could lead to convergence of interesta/é¥en managers and shareholders. The
manager and the owner will use the business toeaehtonvergence objectives. Here,
concentrated ownership can facilitate the alignnmainterests between controlling and

minority shareholders (Lins, 2003; Mitton, 2002).may function as a credible commitment
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made by controlling shareholders to retain a gagitation and not betray the interests of

minority shareholders (Gomes, 2000).

In contrast, entrenchment hypothesis suggests #magers’ interest would be inverse when
the ownership becomes substantial that allow thensontrol firm (Morck, Shleifer, &
Vishny, 1988). Concentrated ownership providedrotimg shareholders with an incentive
and/or opportunity to divert firm resources at tense of outside shareholders (Fan &
Wong, 2002; Johnson et al., 2000). An entrenclogdrolling shareholder can utilize their
effective control over the firm to engage in sedfating transactions, which allow them to
extract the benefits emanating from private confikdrck et al., 1988; Shleifer & Vishny,
1989). Such entrenched controlling shareholdev® lzan incentive to cover up their self-
serving behaviors, or to limit related informatid@akage, by withholding unfavorable
information or be selective in disclosing such miation. Therefore, they are able to
camouflage their self-serving behaviors, and/oroopymistically time the release of value
relevance and private information to the market.tudi®és have indicated that the
entrenchment effect becomes more apparent whemotlorg shareholders increase their

ownership level within a range of 25% to 50% (Witaatkantang, 2001).

2.3.1 RP Transactions: Efficient versus Opportunistic Timgactions

Aligned with agency theory, this study draws aitamtto that firm’s ownership, where a
weak governance control mechanism can create inesnand opportunities to enter RP
transactions. Increased ownership increases tligy abf insiders, like managers or

controlling shareholders, to engage in RP transastiwith less oversight. While few
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factors, including the ownership as well as thedsesf the daily operation of the firms can
motivate RP transactions, ex-ante, this study dannambiguously predict the direction of
the impact. A main troubling aspect of these taatiens is that the subtleties underlying the
transactions are often difficult to identify or @augAICPA, 2001). Henry et al. (2007)

emphasize that RP transactions are not necessarigechanism for fraud, however,
transactions between a firm and its own managemsctdrs, principal owners, controlling

shareholders or affiliates are usually diverse eochplex. While executives can clearly
structure RP transactions for personal interest ant that of their business, such
transactions are not necessarily illegal, only ppshmisguided. Thus, agency theory
suggests two possible motivations behind the usRPofransactions. One such motivation
described is contracting efficiency, which couldriw@gainst the minority shareholders’
advantage if it translates into good operating ltesuAnother motivation is conflict of

interest if it is opportunistically used to exprigpe wealth from minority shareholders.

2.3.1.1 Efficient Transactions

According to the efficiency hypothesis, the natafall RP transactions is not abusive, and
cannot be classified only as dealings serving fuard or deceptive purposes since the
dealing as sound business fulfills a firm’s ecormwperations. This view is based on the
argument that RP transactions do no harm and may gibenefit to the shareholders
(Abdul-Wahab, Haron, Lok, & Yahya, 2011; Jian & VWpn2010). Firms use RP
transactions as a method to maximize capital regoallocation, reduce transaction costs
and improve return on asset. RP transactions cbaldiewed as representing internal

dealings, an alternative to contractual or markehanges, and able to reduce transaction
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costs and overcome difficulties impairing productiof goods and/or services. RP
transactions can efficiently fulfil the underlyimgeds of a firm such as service providers
with in-depth firm-specific knowledge. For exampllee firm engaging the related party to
provide the service could be more effective thamgian outsider. The executive director
possesses an extensive knowledge of the firm, ratidd way information asymmetries may
be reduced and contracting enhanced (Gordon et2@04). Therefore, efficient RP

transactions could reduce monitoring and operatiogfs, and ensure a continuity of the

firm’s daily operations.

Apart from this, RP transactions are important fosinesses in the emerging East Asia
marketplace. A firm can use contracting with retaparties as an alternative due to an
inefficient market (Khanna & Palepu, 1997). Wheffirm or related entity has financial
difficulties and external sources of funds are utaie, the group of businesses can use the
internal financial market to reallocate capital agadats members, ensuring that welfare and
economic benefits are maximized by all firms (Khan® Palepu, 1997). Thus, RP
transactions function where the internal markep$idéirms to allocate resources efficiently.
In addition, the internal contractual arrangemelsb ébecomes efficient when there is
insufficient information for an external contratifcker et al., 2007), and makes it possible
to share technological skills and advertising teduce transactional costs (Bharath, Sunder,
& Sunder, 2008; Larcker et al., 2007). As longR# transactions efficiently fulfill firms’
business needs, the transaction does not betrapttrests of shareholders (Larcker et al.,

2007). However, many prior studies do not supthostview.
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2.3.1.2 Conflict of Interest Transactions

The conflict of interest view states that RP tratisa is opportunistically used, which
compromises management’s agency responsibilityhrehiolders as well as directors’
monitoring function (Gordon et al., 2004). Oppoitiic parties like controlling
shareholders or managers of a firm can use thersdivand complex nature of RP
transactions to maximize their personal needs atctyst of minority shareholders. This
conflict of interest view is consistent with agenisgues raised by Jensen and Meckling
(1976), who suggest RP transactions are potentiaiynful to the interests of minority

shareholders (Cheung et al., 2006; Gordon et@D42Kohlbeck & Mayhew, 2010).

The main concern about RP transactions clearlysieswn the non-arms-length nature of the
transactions. As an internal form of dealing, aibess transaction between a firm and its
related parties normally distracts from an armfgle transaction that favors the involved
parties. The non-arms-length transaction givestogpotential agency costs because related
parties can profit from transactions at the firnoisits other stakeholders’ expense. In
contrast, according to his exploratory study, Pig@l1) states that an implicit assumption
behind conflict of interest theory is that RP traet®ons could have been carried out with a
related party at arm’s length, but the financiatements may be misleading, or even
fraudulent due to manipulation. The transacticegehbeen conducted between two firms or
entities appearing to be independent, but the ioalstip affects the substance of the

transaction.
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Controlling shareholders or managers could beradin their positions through buying
assets, goods or services from related entitigsgaier prices or transferring assets from a
firm to other entities at low prices. For exammefirm can lease a premise from a firm
controlled by a director of the firm, and pay a fgeater than what would be charged by an
unrelated entity. In this case the director magregriate some of the firm’s wealth through
related entities (Kohlbeck & Mayhew, 2004). Thestcmcurred in the transaction would
reduce an amount of earnings that could benefibther stakeholders, especially minority
shareholders. Therefore, the conflict of interdstwv is concerned with the transaction
between related parties being for deceptive ordingant reasons rather than genuine
business transactions. This kind of internal depinust be regarded with suspicion and the
economic rationale is inevitably questioned. Thagamty of prior research finds evidence

supporting the view of conflict of interest.

Previous studies have attempted to corroborate ttvas views by investigating the roles of
RP transactions in various scenarios. For exantpky investigate a potential of RP
transactions used in earnings management (Chdn @0a1; Gordon & Henry, 2005; Jian
& Wong, 2003), and tunneling or propping up (Cheena@l., 2006; Kali & Sarkar, 2011;
Peng, Wei, & Yang, 2011; Wang & Xiao, 2011). Otkardies examined the effect of RP
transactions on firm valuation and performance (@aét al., 2008; Kohlbeck & Mayhew,
2010). These findings are aligned with the vieat ttuggests RP transactions are tools that
accomplish conflict of interest objectives rathlean efficient transactions. Ryngaert and
Thomas (2012) find thagx-anteRP transactions are genuine or effective trarsastout the

presence of counterparty as a related party (e®-pogiates a conflict of interest
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transaction. However, prior studies such as Ahamnal. (2010), Lin et al. (2010), and
Abdul-Wahab et al. (2011) demonstrate that potenbtaflict of interest can be reduced or
turn into an efficient transaction by establishangood governance structure. Gallery et al.
(2008) also suggest of the role of external moimtprby a high quality audit, while
Atanasov et al. (2010) and Ge et al. (2010) empbatihe enforcement of effective

regulations to reduce potentially corrupt RP tratieas.

Conflict of interest and efficient transaction thies are criticised as being affected by
inconsistencies or deficiencies, and not able tplaex different kinds of cases. For

example, the conflict of interest theory is morassiive to social needs such as minority
shareholder protection and capital market fair@eskefficiency (Pizzo, 2011). Thus, Pizzo
(2011) emphasizes that emerge a fundamental cosaggesting not all RP transactions are
the same, and only some categories may be congitharenful. Ryngaert and Thomas’s

(2012) findings may support the point where investo not perceive RP transactions are
abused in all stipulations, particularly in a firmith good corporate governance and
effective regulations. On the other hand, PizZ@l{9 criticizes the efficient transactions

view that the transaction does not seem a persgadiernative than a normal arm'’s length
transaction. Empirical evidence is not always sufppe of its premise and, indeed, the idea
that RP transactions consistently satisfy econamagds may be quite naive. Pizzo (2011)
adds that even risks associated with these dealmgsconsidered a potential harm to
shareholders and the transactions undermine thafidence in the capital market. As the

efficient transaction view has been of very liitdluence, therefore, the rules affecting RP
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transactions’ disclosure and monitoring them hasenbargely influenced by the conflict of

interest theory.

2.3.2 RP transactions and Potential of Abusive

Based on the above discussion, the existence ofr&i3actions is deemed to increase a
firm’s risk due to managers potentially using thensaction to abuse shareholders’ interest.
RP transactions are lawt@land are not necessarily an indication that a firraxpected to
engage in greater earnings management or fraudwdporting (Gordon & Henry, 2005;
Henry et al., 2007). However, opportunistic partean exploit RP transactions to gain a
private benefit by concealing their personal indedeehind the legal transaction. Related
parties also can manipulate the disclosure of Rdhstctions easily because of its
information asymmetry. Therefore, RP transactioqsoee shareholders to potential wealth
expropriation by the directors, managers or colimgpkhareholders. For example, Henry et
al. (2007) suggest that managers or controllingedtdders most frequently use loans for
the benefit of related parties, unapproved or ndstent payments to business
representatives for services, and sales of gooeie e existence of the relationship is not
disclosed and a fraud is committed. Johnson €2@00) also emphasize that the diversion
of corporate resources from the firm or its minorghareholders to the controlling
shareholder can be substantial, where some turgn@arnticularly in emerging markets, may

take the form of theft or fraud.

12 RP transactions are legitimate activities and esemractical purposes because: (1) they are recedriiz
corporate and taxation laws; (2) they have thein atandards for accounting treatment; and (3) systef
checks and balances to make sure they are conduciperly and fairly.
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The General Accounting Office (GAO, 2003) has idfesd RP transactions as one of the
nine major reasons leading firms to restate thearicial statements. It is relatively difficult
to distinguish abusive RP transactions in the éndpersonal interests of the related parties
in such a transaction that on the surface fuléillsusiness’s daily operations (AICPA, 2001;
Johnstone & Bedard, 2004). The auditor’s failrediscover corrupt RP transactions has
been documented as occurring at a high rate (Beaslal., 2000; Gordon et al., 2007).
Opportunistic parties can comfortably exploit tlidvantage to execute transactions and
manipulate financial reports in their favor. Camsently, many accounting manipulations
through RP transactions are only identified at ¢hiécal stages, when the firms become
fully financially compromised. The Enron case, éxample, is a classic instance of a giant
corporation that was apparently healthy and receislean audit report, but it instantly
collapsed because of related parties' manipulati@maney & Philipich, 2002; Rezaee,

2005).

2.4 RP Transactions in East Asia

RP transactions are very common in East Asian casnt There are many factors that
influence the amount and nature of RP transactiohgpically, a majority of East Asian
conglomerates are likely to be dominated eithea Bgmily or the state. This concentrated
ownership allows controlling shareholders to dor@rthe operations of firms, where they
usually occupy key managerial positions (Sarkark&a& Sen, 2008). Family members of
the controlling shareholders often occupy the tgmagement positions, including senior
management, chief executive officer and board memféese kinds of family business

groups and the informal nature of business relaliggs are typical in Indonesia, South
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Korea, Hong Kong, Singapore Malaysia and ThailaGtagssens et al., 2000). This
concentrated ownership with substantial rights eddhtiates the ownership structure of
many firms in East Asia countries compare to Westesuntries. Despite concentrated
ownership, shares of many Western firms are widiibpersed (Sarkar et al., 2008).
Furthermore the controlling shareholder also haslestantial controlling ownership in other
entities or affiliates in the groups. The dominamdntrol structure provides better
opportunities for a firm to deal with related memsbef the group, especially when some of
the entities complement or exist to support therafpes of others. However, these
affiliations formed under the umbrella of common narship can also be exploited as
needed because the structure enables controllarglsblders to execute RP transactions and

make it possible to expropriate the wealth of miyshareholders (OECD, 2009).

RP transactions may play an important role as tmreitive market among groups of firms
in East Asia. These groups can use RP transadiiomsaximize their capital resources
effectively, benefit from more opportunities in mess while groups of firms can obtain
financial support from members of the group whetsawrce funding is difficult to secure.
Transactional cost is high when external markets raot efficient (Coase, 1937). The
internal market that is established within groupm8 could improve efficiency and
communication, create long-term business relatipsshand reduce uncertainty in the
business environment. As a result, this internatket could reduce the transaction costs of

the entire group firms (Khanna & Palepu, 2000a).
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Studies have shown that RP transactions are prevaieong group firms, particularly group
affiliates (Bae, Baek, Kang, & Liu, 2012; Bae, Kargg Kim, 2002; Baek, Kang, & Lee,
2006; Gao & Kling, 2008; Gordon et al., 2004). Heheless, the controlling shareholders
can take advantage of the group structure and B#sdctions to realize their personal
conflict of interest. The prospect of incompletéormation in the external market due to
information asymmetry can be employed by opportimiparties to manipulate RP
transactions because they have options to disdade,or manipulate such transactions in
their financial reports. Therefore, the internadrket that is set up within the complex
ownership and control structure within group-adtiéis firms may lead to greater abuse of RP

transactions.

Most developing countries in the East Asia regimnratorious for having poor governance
systems and laws for protecting the wealth of mig@hareholders (Claessens et al., 2000;
Johnson et al., 2000; Mitton, 2002). Without atiyeo large shareholder that might perform
monitoring activities, the controlling shareholdean benefit at the expense of minority
shareholders. During the 1997 Asian financialigrifor example, minority shareholders
could only watch as firms tried to expropriate farid order to remain viable and engaged in
such actions as making improper transfers caslssumaptions of debt, purchasing assets at
inflated prices, and making outright bailouts oflifg subsidiaries (CFA, 2009). This
expropriation problem is likely to be more sevene companies where the controlling
shareholders are also in management teams andimries where the legal protection and
enforcement of laws are poor (Bebchuk, Kraakmaifri@ntis, 2000). This argument links

to that of Jensen and Meckling (1976) who contdyad by holding a large ownership stake,
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the controlling shareholders reduce expropriati@sts by extracting private benefits.
Nowadays, the minority shareholder's protectionsEast Asia countries may improve

following many amendment or issuance of acts oulegmpns.

There have been many instances where RP transaotiere abused by managers and
controlling shareholders through tunneling resosi@e&ay from investors in order to obtain
personal benefit (Jian & Wong, 2010; Munir & Mohdkh, 2009). For example, the case
of Ho Hup Construction Company Berhad in Malaysinting to sell some land was not
disclosed as an RP transaction. However, subsegwemts revealed the related parties
involved the sister-in-law of an ex independenedior. In the case of Tradewinds (M)
Berhad, 65% of receivables which were due fromréiated parties were not properly
disclosed. In Indonesia, Sinar Mas Group’s augitirm KPMG reported numerous
guestionable RP transactions, including advancesthw&SD504 million made to
subsidiaries, which in turn, paid USD182 million tay tracts of land from the Widjaja
family at a time when they told creditors they wéaeing a cash crisis, in 2001. Other
instances of RP abuse involving KMK, Mailyard, D&goFirm and Nongkai in China and
Satyam in India drew the attention of many partiesluding shareholders, policy makers
and standard setters. It appears that possil@maltdealings were used to obtain a personal

benefit (Hu, Shen, & Xu, 2009; Tong & Wang, 2008).

Managers and controlling shareholders that enactijgbRP transactions will try to conceal
them by manipulating earnings. As a result, thaliguof earnings reported by the firms

involved in (abusive) RP transactions may be mdtea(Munir & Mohd-Saleh, 2009) and
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does not reflect the actual market value of tha fiDespite the significance and magnitude
of RP transactions and their effect on earningdityuaery little substantive research has
been undertaken to understand if such RP transactiffect companies’ earnings quality
and market valuation. Research in the U.S. cabeogeneralized to developing Asian
economies because in the U.S. the disclosure sthrsldigher, corporate governance is
more effective and minority shareholder proteci®much stronger. In addition, in the U.S.
firms, RP transactions usually involve firms anceithdirectors, while in Asia RP
transactions more often involve the firm and itfliafes, subsidiaries or joint ventures
belonging to controlling shareholders, family mensbelirectors and others. RP transaction
research in China had grown rapidly, however, aoantry that still possesses a state
ownership modéf, the findings cannot be generalized for all EasiaA countries. This
study contributes to this important issue by usiigrge sample of listed firms consisting of
1,269 firm-year observations from four importantetrsies, namely Hong Kong in China,

Malaysia, Singapore and Thailand.

2.5RP Transactions as a Source of Tunneling or ProppmUp.

There are three major issues concerning RP traoeacand these are tunneling, propping
up and earnings management. Johnson et al. (2B§0)e tunneling as a transfer of a
significant proportion of the free cash flows franfirm or affiliated firm into a business in
which they have large cash flow rights and contrd/erpayment for acquisition of assets

is an example of transfer of resources that cowddebt the involved related parties.

3 In China, the government remains the majority shalder of almost all listed firms. Each industvil
have one umbrella entity, often the ministry thegulates it, with a number of holding firms thateogte
nationally through subsidiaries, usually in parstép with local government. It is not uncommon dimits of
one government agency to hold tiny stakes in trenegs of another. Unlike privatization in mosticies,
the Chinese government, often through as assetgearent firm, retains a substantial amount of owripri
the listed firm.
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Propping up activity describes the scenario whegebgntrolling shareholder or owner uses
its own resources to manage the listed affiliaggenings (Jian & Wong, 2010), usually in
the form of cash-based RP transactions. Sharefsolckn obtain benefits from these
activities, and indirectly reduce the risk of infation asymmetry. The manager’s or
controlling shareholder’s intention to expropriéiten’s wealth through tunneling would be
accompanied by earnings manipulation to concealanypt activity (Gao & Kling, 2008).
The expropriation of wealth through tunneling caketthe form of cash flows, assets, equity
or a combination of two or more of these firmstiatites (Atanasov, 2005) Djankov, La
Porta, Lopez-de-Silanes, and Shleifer (2008) alsad dight in that RP transactions may
provide direct opportunities for related partieseixtract cash from listed firms through

tunneling activities.

Studies done by Bertrand, Mehta, and Mullainath2®02) and Baek et al. (2006) use
indirect measurement to identify the existence wfneling. Bertrand et al. (2002) use
returns on the assets of group-affiliate businesse@wlustry-wide stocks. They interpret the
results as a manifestation of tunneling of incomamf a more profitable firm to non-

profitable ones within the group firms. Other sésdregarding South Korea, namely Bae et
al. (2002) and Baek et al. (2006) use investorattiens to determine the existence of

tunneling activities in businesses operating intBd(orea’s Chaebols market. They find

14 Cash flow tunneling includes sales of a firm’spuitat below-market prices to another firm in whible
family or controlling shareholder has significant @mplete cash flow rights, or over-payment fopuits
purchased from such firms. Cash flow tunneling s result in excessive salaries or perquisite$aimily
members or insiders. Asset tunneling typicallyoiwes the transfer of a firm’s assets to firms @lisii fully
owned by the families or controlling shareholdensd it can significantly affect a firm’s long-terability to
generate cash flows. Equity tunneling involvesaas that benefit the families or controlling sHaolkelers at
the expense of a reduction in the value of theeshawned by the other investors. This includesgfample,
sale of new shares to the families at a below-magrkiee, delisting and taking a firm private, ahé issue of
loans to the families that would not have to beai@pf the associated business venture were unssitde
(Atanasov, 2005).

37



consistent results that the share prices of Sowtiedh firms fall if they are required to bail

out or acquire a failing firm in the same busingssip.

Cheung et al. (2006) examine a large set of RPsa@ions between Hong Kong listed
firms. The objective of their study is to identifile potential for both tunneling and
propping up activities by controlling shareholdershe evidence empirically supports the
contention that such corporate RP loans are maéedylito lead to an expropriation of
minority shareholders. Cheung et al. (2009) enmgdloy sample of RP transactions between
Chinese publicly listed firms and their controllisgareholders during 2001-2002. They
find consistent results that could be interpretesd exidence of tunneling of minority
shareholders rather than transactions with relptties based on an economic rationale.
Both Bertrand, Johnson, Samphantharak, and ScB688) and Wiwattanakantang (2001)
identify tunneling activities among family contrgthareholders in Thai firms. They interpret
this finding as the manifestation of tunneling imefrom more profitable firms in certain
business sectot® a distressed one, often using miscellaneousanerecurring gains and

losses.

Studies show that corporate RP loans (Aharony .et2800) and RP asset sales (Gao &
Kling, 2008; Jian & Wong, 2003) are a main formtwfineling particularly among Chinese
publicly listed firms. Cheung et al. (2006) ande@hg et al. (2009) support their study with
empirical data that corporate RP loans increasdilteéhood of wealth expropriation of
minority shareholders. Aharony et al. (2010) findneling via non-repaid net RP loan in

the post-initial public offering (IPO), which indites that a parent firm exploits minority
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shareholders by not repaying outstanding corpdR&doans obtained from the IPO. Most
prior studies such as Bertrand et al. (2002) andu@d et al. (2006) found evidence that
expropriation of assets occurred through tunneloyg controlling parties and thereby
compromising minority shareholders. It led to duetion to the stock market value or stock

returns for those firms engaged in such transastiBae et al., 2002; Baek et al., 2006).

Nevertheless, evidence on supporting propping gpraent is very limited. Several studies
have investigated propping up activities and suggeshat under certain conditions, the
existence of an internal market may improve a lassiis market value. Friedman, Johnson,
and Mitton (2003) note that RP transactions cap bk used as tools to prop up under-
performing affiliated firms, particularly in courgs with a weak legal and governance
system. They provide evidence that explains prappip, in which the controlling

shareholders use their private funds to benefitonityn shareholders. Cheung et al. (2009)
show evidence that propped up firms are more likelyrave foreign shareholders and be
cross-listed abroad compared to firms that areestilip tunneling. They also find that

propped up firms tend to function worse in thedisgear preceding the announcement of RP

transactions.

Khanna and Palepu (2000b) analyze a sample cargsistian Indian business group and
find that group affiliation adds value, but onlyr firms that are affiliated with the most

diversified groups. Jian and Wong (2010) argue lifgh frequency of these types of
transactions allows sellers to inflate earningsshifting next period RP sales to a current

period. They note that firms could use other typletsansactions such as asset injections to
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achieve propping up, but the transactions are mmoke infrequent and easier to detect.
They also find that listed firms prop up earnings using abnormal RP sales to their
controlling owners. This activity is more prevalemmong state-owned firms and in
countries with weaker economic institutions and pooate governance mechanism.
Significant cash transfers via RP lending occumfrthe listed firm back to the controlling

owners after the propping up has initiated.

2.6 Summary and Conclusion

This chapter has explained the nature of RP tréiesascthat are carried out to fulfill
business needs and the best interests of investéosvever, RP transactions are complex
and it is difficult to detect if a transaction ieraupt and constitutes a potential conflict of
interest. Many accounting scandals in East Asimt@es such as K.M.K and Mailyard in
China, Satyam in India, Widjaja Mas in Indonesiaq 8radewinds (M) Berhad in Malaysia
may indicate RP transactions are used opportuallticy managers, directors or controlling
shareholders to commit fraud or manipulate findneiports. This chapter also explains that
RP transactions are important for corporationsastFAsia, in that they make it possible for

transactions to occur between connected and &ffilliparties.

This chapter also discusses the theoretical framewat underpins the use of RP
transactions in East Asia. The risks of abusivetf@Rsactions increase due to two types of
agency conflict; agency conflict Type | and Type IlIThe existence of controlling
shareholders, especially among family groups canirete agency conflict Type I, but

agency conflict Type Il increases the risk of weadxpropriation because concentrated

40



ownership by controlling shareholders will compreenicorporate governance practices.
Based on the entrenchment effect, opportunistidrobimg shareholders can expropriate
wealth without proper monitoring. Therefore, agetiteory shows that RP transactions can

be either efficient or opportunistic in character.

RP transactions have always been studied accotdibgo different views. According to
the first view, RP transactions could be efficisansactions. The transactions do not harm
the interests of shareholders and sound businesBaeges fulfill companies’ needs.
According to the second view, RP transactions nmagly moral hazard and be done by
directors in order to expropriate wealth from shatders. The existence of these
transactions can create misleading statementsnamdial reports. Finally, this chapter
reviewed the potential of RP transactions as ttolexpropriate wealth from businesses

through tunneling or propping up activities by mgexa or controlling shareholders.
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Chapter 3

Institutional and Regulatory Background and Determnants of RP Transactions

3.1 Introduction

The motivation of firms to engage in corrupt RFhactions has become an important issue
in financial accounting and auditing. The direstomanagers or controlling shareholders
may use RP transactions as tools to tunnel andopxpte their businesses’ wealth.
Opportunistic parties could manage their compargeshings by using RP transactions for
their own benefit. Over the last decade of redeart RP transactions, empirical findings
show the negative effects of these transactiortse évidence links RP transactions with a
weak corporate governance mechanism, legal systeimegulation as well as institutional
ownership able to protect investors' interests rfaAsav et al., 2010; Ge et al., 2010; Gordon
et al., 2004). This chapter explores the instidl and regulatory background governing
RP transactions in East Asian countries. This whaplso reviews those determinants
associated with firms, managers or controlling shalders’ manipulation of RP

transactions.

This chapter is organized as follows. Section 3s2ubses the institutional and regulatory
background that regulates RP transactions. Thssudsion consists of institutional
ownership, rules and regulation for disclosure meguoents, legal provisions, and stock
exchange listing requirements, shareholder pratecind corporate governance reforms.

Section 3.3 discusses the influences on firmsgtiire, managers or controlling shareholders
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in their financial arrangements with related partielThe last section summarizes the main

themes of this chapter.

3.2 Institutional and Regulatory Background in theEast Asian Region

It is suggested that the economic institutions,allegystem, ownership and corporate
structure in East Asia allow RP transactions touaccThe information symmetry, lack of
directors’ integrity and independence as well askvenonitoring functions increase the
likelihood of corrupt RP transactions (Claessers.e2000; Claessens, Fan, & Lang, 2002).
This study argues that managerial and executivecttirs have many incentives to cheat
their company’s earnings, and utilize transactwith related parties. Since managers have
the opportunity to select and apply accounting weshwithin the Generally Accepted
Accounting Principles (GAAP), abusive RP transadionay occur without violating the
legal and accounting framework. Improvements ia disclosure and implementation of
more effective enforcement and monitoring procesllaee needed to prevent misleading
transactions with related parties. However, | fihdt institutional setting, governance, and
legislative and regulatory approaches vary in Eesit. Most of the countries are ex-
colonies of Britain, and while they refer to thamgalInternational Accounting Standards
(IAS) and GAAP, they interpret ‘related parties’da®P transactions differently. The
following section discusses the institutional aadulatory background that is related to the
growth of RP transactions. The discussion coveigtsire of equity capital, accounting
framework and disclosures, requirements of stockhamges, corporate governance and

protection of minority shareholders.
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3.2.1 Equity Capital Structure of Firms

Ownership structure is a key determinant of corfgogovernance (La Porta, Lopez-de-
Silanes, & Shleifer, 1999; La Porta, Lopez-de-SigrShleifer, & Vishny, 2000; Shleifer &
Vishny, 1997). Most East Asian countries have lyigtoncentrated ownership structures
and the largest shareholders are in the form ddeklor concentrated ownership format that
constitutes the controlling shareholder (Gul et 2010; Hu et al., 2009). The controlling
shareholder can be an individual, group of famjlg®vernment or its agencies, or private
entities, including foreign investors or firms. this firm, control is enhanced through
pyramid structures and cross-holdings among otbepocate businesses. Voting rights,
consequently, exceed formal cash-flow rights, esgfigcamong businesses in Indonesia,
Japan and Singapore. Statistics show that more ttha-thirds of firms in Hong Kong,
Indonesia, South Korea, Malaysia, the Philippirfgsgapore and Thailand are controlled by
a single shareholder (Claessens et al., 2000; RD33), and separation of management from
ownership control is rare (Claessens et al.,, 2Q@0;Porta et al.,, 1999). Controlling
shareholders also dominate 70% of Taiwanese puybigted firms and there is a separation
of control and cash flow rights (Wang & Pang, 2007he domination or concentrated
ownership structures of equity capital in many Easia firms certainly create conducive

landscapes for RP transactions to occur (Claesteais 2000).

OECD (2009) suggests that there are two broad @ostructures commonly used in the
region, i.e. simple majority ownership and comgkch network ownership. The easy
majority ownership structure frequently involvesntolling shareholders either as an

individual, a group or family, corporations or stéderal government that takes the shape
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of a holding firm. The consolidated ownership mrtmay convey effective control through
a blocking minority (often 25% to 33%) or absolatetrol of more than 50%. The family
or state is often represented at many senior mamagdevels, and other executive directors
are well connected to the family or state. Thedirusually have a duality of chairman and
CEO in a single position. While complicated netwomnership structure is a nexus of
shareholder agreements or interlinked boards gféattive control over the listed firm to a
founding family. The controlling shareholders colied firms via a pyramid of entities
owned by them. This pyramidal structure is notammon for Asian firms, in which South

Korean Chaebols are examples of this complex n&tewnership structure.

Most businesses in Malaysia and Thailand are fanahtrolled. Significant state control is

the norm in Indonesia, South Korea, Malaysia amy&yore through the involvement of
government-linked firms. Senior management of al@f# of firms listed in Indonesia,

South Korea, Singapore and Thailand is relatechéofounder or family members of the
controlling shareholder (Claessens et al., 2000he controlling shareholders among a
group of families also dominate about 58.2% of Taiese controlled firms (Wang & Pang,
2007). Although Thailand was never colonized bia#n, the Thai economy was integrated
into the world economy in 1855, when the Bowringdty was signed between Britain and
the former Siam. The treaty ended the Siamese'Kimgnopoly power over international

trade and foreign businesses started operatingaidnd. The revolution of 1932 led to an
expansion of many family business groups that dalninate the economy of the country.
The revolution also saw many Chinese immigrantsolvétg entrepreneurs in various

industries (Bertrand et al., 2008). As a resultwdftanakantang (2001) noted that about
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80% of non-financial firms traded on the Stock Exwpe of Thailand are families
controlled. The power to control a business migie a controlling shareholder use of
corporate resources without good checks and badg@ieen, Firth, Gao, & Rui, 2006). The
structure gives rise to RP transactions betweerlyfamembers and affiliated firms within
the group. This kind of RP transaction would iase the risk to minority shareholders
because the controlling shareholders can signifig@xpropriate wealth from them through

family members.

The implication of controlling shareholders involie managing firms would create an
unbalance power for an authorization and governameehanisms, making possible agency
conflict Type Il. The presence of controlling sélanlder would most likely control the
board and management, hence making the decisiomg@kocess to become unilateral.
Thus, the firm business activities, including RBnsactions are decided solely by the
dominant controlling shareholders. They may alsmidate the shareholder meetings
through the number of votes cast, which insulatesnt from the corporate governance
monitoring mechanism. The controlling shareholdeas recruit, retrench and nominate
directors who will serve at their behest. In tlase of family-owned firms, the controlling
shareholder often appoints family members to pmsstiof non-executive directors, while in
the state-owned firms the directors are politicap@ntees or have links to the state.
Therefore, the controlling shareholders have ingestto exploit corporate opportunities by
abusing RP transactions. The possibility of etingcprivate benefit is the most severe

challenge to the protection of minority sharehadd@vang & Pang, 2007).
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In contrast, controlling shareholder structureslddne efficient and potentially be beneficial
to public shareholders. The controlling sharehsldean make management more
accountable, thereby reducing managerial self4sgrvpractices.  The controlling
shareholder also could encourage better firm pedoce by pooling resources and
information as well as reducing transaction co$tso(nas, Herrmann, & Inoue, 2004; Zhu,
2010). However, this depends on the trade-off betwthe benefits of monitoring managers
and increased extraction of private benefit. Pstoidies such as Dahya et al. (2008), Hu et
al. (2009) and Chien and Hsu (2010) reveal a suggmt association between high
concentrations of ownership and higher likelihoddR® transactions. The expropriation
carried out by controlling shareholders is liketylie more severe in businesses where they
are also managers and have more voting rightsdhsim flow rights, particularly in countries
with poor legal protection and law enforcement pcas (Bebchuk et al., 2000; La Porta et

al., 1999).

3.2.2 Accounting Standards and Listing Requiremefiis RP Transactions Disclosure

Disclosure and reporting regulation is the mostciedumeasure to detect and discipline
opportunistic and abusive behavior by controllingareholders and senior managers.
Transparency and consistency disclosure of RPdctioss is essential so that prospective
and existing shareholders can understand the eddidor, and nature of the transactions.
Investors could assess the likelihood of conflentsl understand the potential effect of RP
transactions. The obligation is to ensure thatpaomes act in the best interests of investors
so that RP transactions are executed at arm’sHeaigtl on a commercial basis, and not

compromise the wealth of shareholders. In East ,A8ia development of rules and
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regulation on RP transactions’ disclosures is digar due to different interpretations or
definitions of related parties, RP transactionsgd amclear thresholds in determining

relatedness (OECD, 2009).

As stated earlier, most East Asian countries estad their accounting standards regarding
RP transactions based on International FinancigloRmg Standards (IFRS) issued by
International Accounting Standards Boards (IASB)Jhe approved Financial Reporting
Standards (FRS) such as FRS124-Related Party Tteorsain Malaysia, TAS47-Related
Party Disclosures in Thailand, and HKAS24-Relatadty’ Disclosures in Hong Kong and
FRS24-Related Party Disclosures in Singapore, geowyuidance for disclosing RP
transactions in financial reports. Instead of aotmg standards, the RP transactions
disclosures are also subjected to the stock exehbstong requirements in every country,
and these vary. For example, publicly listed firmsMalaysia are required to fulfill the
Bursa Malaysia Listing Requirements. The Stock Haxge of Hong Kong (SEHK)
promulgates the disclosure and shareholder appiowhle SEHK Listing Rules, while the
Singapore Stock Exchange uses Chapter 9 of thengliRules which stated the General

Mandate for RP transactions.

The thresholds of RP transactions are crucial poiatdetermine the materiality of RP
transactionsthat should be disclosed. Magnitude of RP trammastthat is below the

thresholds would be exempted from disclosure requents. Furthermore, in determining
whether an individual or an aggregate of transastiwould be considered material, both the

amount and the nature of the transaction must bsidered. Certain transactions may not
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be material in amount, but must be considered tmékerial in nature or otherwise and must
be disclosed to investors. RP transactions thegexk a certain threshold must be disclosed,
along with the terms and conditions of the trarieast These include the related parties
involved, the relationship between them, descniptibthe transactions, the transaction date,
rationale and to what extent the connected padiegfgms will benefit economically from
the transaction. Specifically, FRS 124 in Malay®squires a firm to disclose the nature of
its RP transactions, which include at least, hownyn&ransactions, the amount of the
outstanding balances, and the expenses recognizétydhe period in respect of bad or
doubtful debts owed to the related parties. Firane also required to disclose the
relationships between themselves and related paati¢hat the financial statement users can
assess the transaction. The transactions shoudstlesed at least annually to shareholders

in a timely fashion in the financial reports.

3.2.3 Legal Provision Relating to RP transactions

Most East Asian countries, including Malaysia, Hokigng and Singapore, operate as
common law systems, where there is a well-developase law (legal framework)

addressing conflict of interest transaction. Stau provisions on substantial property
transactions between related parties in many EasanAcountries are based on UK
precedents. The provisions are intended to pretentransaction where there is potential
for conflict of interest such as an acquisitionadfirm’s assets at an inflated price from, or
disposal of the firm's assets at an undervaluedepto directors or connected parties.
Common law states there is a provision that idexati& director as a key factor in relation to

conflict of interest transaction. The provisiolguees the director to act and perform a duty

49



that maximizes the firm's best interests and mustdaany personal conflict of interest.
Directors cannot misappropriate business assefgosie of assets or acquire assets from it,

and or receive any benefits in relation to thesifpon as a company director.

As common law countries, Malaysia, Hong Kong of i@and Singapore subscribe to the
above common law position that directors have & tluavoid conflict of interest and must
act honestly. The Malaysian Companies Act 1965 alstes a statutory provision that
prohibits loans to directors or persons connecieatirectors, except in the case of an exempt
private firm. The Malaysian Companies Acts 1965oastates specific provisions that
mandate shareholders’ approval must be obtainedecoimg directors’ or related parties’
transactions (disposal or acquisition of assetshé& magnitude of the transactions are
substantial and reach a certain threshold. Sed@R?E (5) of the statute states that
shareholders' approval is required when the valubeonon-cash asset to be acquired from
or disposed to its director, or a director of itdding firm, or to a person connected with the
director exceeds two hundred and fifty thousandggitnor 10% of the firm’'s asset value.
Additionally, section 132G deals with a firm acqog the shares or assets from another firm
in which a director or a substantial shareholdeagerson connected with a director or
substantial shareholders of the acquiring firm imfisiential share ownership in the target

firm.

However, there is no specific statutory provisicggulating the substantial property
transactions (disposal or acquisition of firm’setssnvolving directors or related parties) in

Singapore as stated in the Singapore CompanieAtt,the Hong Kong Firms Ordinance

50



and Indonesian Firm Law in Indonesia. In essereetion 160A-160D of the Singapore
Companies Act is similar to section 132E of the &alan Companies Act 1965, but
Singapore repealed its relevant section in 1998e dbsence of the specific rule may point
to a lack of shareholder protection. The statugmngvision also does not address clearly
conflict of interest between controlling sharehetdand minority shareholders that may
arise due to the existence of concentrated ownersBhareholders, including minority ones
must be provided with a protection mechanism tauenshe truthfulness of transactions

entered into by the firm and related parties.

3.2.3.1 Amendment of Firm Law and Stock Exchangesting Requirements

Many East Asian countries’ company and securit@ss|or statutes are frequently amended
to incorporate new developments that provide andaece legal definitions related to

internal dealing. Each country uses other jurisoii@ means to reinforce legislation or

amend it. In Hong Kong, the reform of the Firmsdidance was an extensive public

consultation process beginning in 2006, beforeais wecognized by the Legislative Council.

Among the many changes recommended by the Firms&@nrck is enhanced accountability

of directors, more shareholder engagement in tlogside-making process and improved

disclosure of business information.

Another recent example of legal reform are amendsném the Companies Act 1965 in
Malaysia in 2007 and 2010 that clarified and bettgulated RP transactions, strengthened
shareholder rights, and a better definition oftibard's role. Amendment of the Companies

Act 1965 in 2007 banned loan transactions withteelgarties. Then, the amendment of
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Bursa Malaysia Listing Requirements (BMLBso allows the market participants to submit
complaints to the regulator, Bursa Malaysia, whitdty contribute to effective enforcement

through its proactive surveillance efforts.

In Singapore, the Ministry of Finance appointedee8ng Committee in 2007 to review the
Companies Act to build on an efficient and tranepacorporate regulatory framework. Itis
expected that the rules and principles will ensgtaesparency and strengthen accountability
and lead to reduced regulative burdens on busises3ée Singapore Stock Exchange
Listing Rules (SELR)lso requires detailed disclosure of conflict aemest if issuers are
unable to resolve conflicts prior to the listind\pproval mechanisms for RP transactions
have been introduced throughout the region. Itatecircumstances when RP transactions
are considered “reasonable” prior approval is stédquired from the board and/or
shareholders. In Singapore, rule 906 of the SEéfuires shareholders’ approval to be
obtained for an interested person transaction. sEmee provision is stated in the Securities

Act of Thailand.

The Securities and Exchange Act in Thailand wasraee in 2007 to provide stronger
protection of investors’ interests, to enhance cmfe governance of listed firms and to
make key governance recommendations mandatory.aiffeaded Thailand’s Securities and
Exchange Act defines conflict of interest as inahgdRP transactions that do not comply
with the Security and Exchange Commission (SECgguirements, the use of inside
information and use of a firm’'s assets or businggsortunities. The amendment to the

regulation concerning RP transactions containsayaby the board consisting of directors
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and shareholders. However, this depends on typesiaa of the transaction and subsequent
disclosure. Other East Asian countries such assfak Indonesia, Vietham, and Taiwan

also amended their securities or companies acthéosame purpose

3.2.4 Stock Exchange Listing Rules/Requirements

Stock exchange institutions in the East Asian megitay important roles in governing and
setting rules and regulations for RP transactibmsuigh listing requirements or rules. In
governing RP transactions, the listing requirememgphasize their disclosure, threshold of
the transaction and shareholders’ approval. Risactions that exceed a certain threshold

should be disclosed and be subject to sharehojgzoeal.

In Malaysia, Chapter 10, Part E of BMLR requires ®&hsactionS to be disclosed to
shareholders. The approved RP transactions tageitieits relevant information must be

announced immediately to Bursa Malaysia. Firmg timalertake RP transactions that are

5 An amendment to Pakistan’s Securities and Exch@rg@ance in 2008 expanded the definition of iasid
trading as well as increased the applicable pesaltin Indonesia, BAPEPAM-LK issued a revisiorRofles
requiring extensive disclosure of RP transaction2008. The revised rule differentiates betweditizé
transactions, where the firm must disclose to #wulator and make a public announcement within days
after such transactions occur. Any conflict ofenstst transactions must be approved by non-ineatest
shareholders at the annual general meeting (AGWiwan’s Regulations Governing the Acquisition and
Disposal of Assets by Public Firms (2007) as welMé&éetnam’s Enterprise (2005) and Securities (2QG&ys
also contain provisions regarding the disclosureRBf transactions. The Firm Law in China requites t
shareholders’ meeting or AGM approval if a boardnher or senior management wants to engage in any
transactions or contracts with the firm. The Vatrese Code stipulates the approval of RP transadtip the
AGM or the Board, but prohibits interested partfesm participating in the process of approving such
transactions. In Pakistan, amendments to the 6b@erporate Governance have made the Board otire
responsible for the assessment of RP transactidmsther a price is determined on an arm’s lengtisband
obtained shareholders’ approval. Under the Comialefct 2009, South Korea goes one step furtherrethe
minority shareholders can hold the board membeslired in abusive RP transactions accountable agkl tee
protect the firm’s assets through legal actions.
' The Bursa Malaysia Listing Requirements definelated-party transaction as a transaction entertecbiy
the issuer or its subsidiaries that involve theri@st, direct or indirect, of a related party. Tramsactions for
the purposes of RPT include the acquisition, diapos leasing of assets, the establishment of jeémtures,
the provision of financial assistance (lending dwancing any money or guarantee, indemnity or m®vi
collateral for a debt), the provision or receiptsefvices, or any business transaction or arrangeergered
into by a listed issuer or its subsidiaries.
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more than 5% of net tangible assets are requirsernd a circular with relevant information
to their shareholders. Chapter 10, Part E of thieB also requires a publicly listed firm to
obtain a prior mandate approval of its shareholdenrs all RP transactions at an
Extraordinary General Meeting. In relation to #iestention of voting by interested parties,
the BMLR (Chapter 10) states that in a meetinghtmio shareholders’ approval, the related
parties (interested director, major shareholderpesson connected with directors or major
shareholder with any interest, direct or indirent)st not vote in approving the resolution of
the transaction. A director or major shareholdastensure that the persons connected with
him/her abstain from approving the resolution & ttansaction. Chapter 10 of BMLR also
requires the publicly listed firms to seek annuahewal of shareholders' approval for

recurrent RP transactions, which are necessamyaptto-day operations.

During the shareholders' meeting, firms should agpen independent advisor to comment
on whether the transaction is fair and reasonaldbareholders, particularly the minority
shareholders are advised on whether they shoulel motavor of the transactions. The
shareholders could request independent directogs/éotheir opinion about the transaction.
Directors who have been identified as having a lexindf interest in the transaction would
abstain from making a recommendation to shareh®lddn the event of the transaction
involving more than 25% of the net tangible asseimpanies should also appoint the

principal advisers as well as an independent advise

Similar to Chapter 10 BMLR, Singapore Stock Exclea(§SE) states a listing requirement

of RP transactions under the SELR. Chapter 9 @fSimgapore Exchange Listing Manual
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