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Abstract Related party transactions (RPTs) are transfers of resources, services or
obligations between a reporting entity and a related party (IASB 2009); criteria for a
related party definition may significantly differ among the various accounting and
governance academic studies and regulatory principles, but they usually depend
upon the ability to influ-ence contractual terms and conditions. The topic has been
neglected for a long time. In the literature two theories prevail: (a) conflict of
interests, considering these dealings as potentially harmful and carried out in the
interest of directors; (b) efficient transaction hypothesis, describing them as sound
economic exchanges. The paper examines both theories critically through a
deductive approach, and also on the basis of their economic rationale. Then, a
contingency perspective is suggested, underling how the effectiveness and the
efficiency of the proposed solutions are strictly correlated to organizational con-
texts, institutional environments and governance practices. The study is largely
based on a literature review and has different purposes: (a) to shed light on a topic,
that, despite its potential impact, has not yet deserved great attention in governance
studies; (b) to stress possible inconsistencies in the above mentioned theories, both,
to some extent, ideologically biased and unable to offer a proper picture of these
heterogeneous dealings; (c) to suggest a more balanced and pragmatic approach,
less influ-enced by a suspicious attitude (typical of the conflict of interests theory),
possibly more consistent with their economic rationale (as suggested by the efficient
transactions hypothesis) as well as social fac-tors and governance practices.
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1 Introduction

Related party transactions are transfers of resources, services or obligations between
a reporting entity and a related party (IASB 2009); criteria for a related party
definition may significantly differ among the various accounting and governance
academic studies and regulatory principles, but they largely make reference to the
ability to influence the dealings’ terms and conditions.

Until recent scandals related party transactions did not receive in-depth analyses;
academic research mainly focused on different issues and limited attention was paid
by regulators and overseers too. Accounting was mainly concerned with potentially
biased financial figures; not being carried out at arm’s length, they might diverge
from market prices (Mason 1979; Brown 1980; Goodman and Lorensen 1985).
Meanwhile, in governance studies and codes topics such as board composition and
independence, audit committee, directors’ remuneration, etc., largely prevailed.

As a consequence, in Europe, until 2002-2003 (and sometimes even afterwards)
the topic was largely ignored. In the various European codes and reports on
governance, references to related party transactions were lacking,' and—as a matter
of fact—the financial disclosure was the only instrument facing both accounting and
governance issues.”

However, Enron, Adelphia and Parmalat® crises shed light on the inherent risks,
as related party transactions emerged as a powerful instrument of financial frauds,
shareholders’ expropriation, etc., turning the veil from the many relevant loopholes
affecting existing requirements.

Such a discovery has obliged regulators and standard setters to strengthen current
rules and principles and/or introduce new bans and requirements. A clear shift
towards better and more detailed disclosure and the implementation of monitoring
procedures (i.e. board approval, independent directors’ involvement, external
qualified opinions) can be easily observed (i.e. O.E.C.D. 2004) and considered an
effective strategy (Djankov et al. 2005).

Not surprisingly, related party transactions are now explicitly mentioned and
disciplined in most of the recent rules or codes.*

' In France, a general disclosure requirement could be found as well as shareholders approval, while it
was limited to transactions of particular importance in Spain. In other cases, approval by the board of
directors was required, and disclosure limited to transactions not approved by the board (Italy). In
Germany, operations not carried out at normal market conditions were prohibited for both Management
and Supervisory Boards. Later on, these conditions were smoothed and only compliance with normal
industry standards, including advance approval by the Supervisory Board, was required.

2 In actual fact, the information required was both a proxy of potential accounting bias ad a tool for
monitoring purposes. Disclosure requirements are still common in countries with larger and more
successful financial market, confirming their utility.

3 See Melis (2005).

4 Moreover, the implementation of Directive 2006/46 will probably contribute to greater harmonization.
The expected changes will probably focus on: (a) the reference to IAS 24 for “related party” definition;
(b) a more detailed disclosure (amount, nature and any other information that might by necessary);
(c) scope limited only to relevant transactions not carried out at normal market conditions (market
conditions are not however limited to the price but embraces also the economic reasons supporting the
dealing). However, such a process is still on-going and its impact cannot yet be properly examined.
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However, despite growing attention, the discipline is still a patchwork with many
inconsistencies and loopholes.” Sometimes—as in Germany—it is still part of the
conflict of interests discipline.

Contemporarily, the substantial anecdotal evidence, provided also by scandals
like Enron etc., increased the suspicious attitude and the negative common
perceptions, generally accompanying these operations, that became more widely
and profoundly accepted.

In the literature two theories prevail: (a) conflict of interests. These dealings are
considered as potentially harmful and carried out in the interest of directors;
(b) efficient transaction hypothesis, considering them as sound economic exchanges
(Gordon et al. 2004a, b).

Review of the literature and the regulatory framework does not provide a clear
and definite picture, but it supports many shades of opinion and reveals both
theoretical and operational open issues, deserving further and more detailed
analysis.

This paper carries out a critical survey of the literature on the issue and attempts
to examine the economic rationale behind related party transactions (hereinafter
“RPTs”). Upon these premises and also according to their consistency with
prevailing social conditions and the corresponding governance models, some
possible solutions are discussed and supported.

The study, with a deductive methodology, is largely based on a literature review
and has different purposes:

— to shed light on a topic, that, regardless of its relevance, does not play a
significant role in governance studies;

— to stress possible inconsistencies in the above mentioned theories, both, to some
extent, ideologically biased and unable to offer a proper picture of these
dealings;

— to suggest a more balanced and pragmatic approach, less influenced by a
suspicious attitude (typical of the conflict of interests theory), possibly more
consistent with their economic rationale (as suggested by the efficient
transactions hypothesis) as well as social factors and governance models.

The remainder of the paper is organized as follows. Through a review of the
academic literature, Sects. 2, 3 and 4 carry out a critical analysis of both the conflict
of interests and the efficient transactions hypothesis. Section 5 introduces a different
conceptual framework, stressing the role that a contingency perspective might play
in order to draw a clearer picture of RPTs’ issue. Sections 6 and 7 describe how the
adoption of such a more pragmatic approach could increase the effectiveness and
the efficiency of RPTs regulations. Section 8 concludes with a summary of the basic
results and a discussion of potential implications for researchers, standard setters
and regulators.

5 A definition of related party transactions is often lacking, and when present is not comparable.
Disclosure requirements, instead, are still largely prevalent, but national legislation and domestic rules
significantly differ between countries. Finally, monitoring procedures are extremely fragmented.
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2 Related party transactions as conflict of interests: literature review

The topic has always been studied in the literature according to two different
theories:

(a) conflict of interests;
(b) efficient transaction hypothesis.

According to the former, related party transactions may imply moral hazard and
may be carried out in the interest of directors in order to expropriate wealth from
shareholders. By contrast, the latter considers these dealings as sound business
exchanges fulfilling economic needs of the firm.

Academic research consistent with the former approach has thrown light on the
drawbacks associated with related party transactions:

(a) weakening corporate governance. Related party transactions may undermine
non-executive directors functions, turning them into affiliated or “grey”
directors, classified as non-independent outside (Denis and Sarin 1999; Klein
2002; Vicknair et al. 1993; Weisbach 1988), closer to dependent directors.
Furthermore, weaker corporate governance makes these transactions more
likely to occur, while board independence and their lower probability are
positively associated (Kohlbeck and Mayhew 2004; Gordon et al. 2004a, b);

(b) earnings management (i.e. “a purposeful intervention in the external financial
reporting process, with the intent of obtaining some private gain”; Schipper
1989). Directors have incentives to manage earnings to increase or legitimate
their perquisites or to hide such wealth expropriation. Related party
transactions may turn out to be a useful tool for managing earnings (Jian
and Wong 2008; Aharony et al. 2005), operating results and achieving ROE or
other targets (i.e. avoiding delisting, new equity issue placement) (Jian and
Wong 2003; Ming and Wong 2003);

(c) tunneling, i.e. wealth transfers out of a company for the benefit of shareholders
with a controlling interest (Johnson et al. 2000). A company may pay a related
party transaction above market prices or pay market prices for goods or
services of inferior quality.® Such a phenomenon does not necessarily imply
opportunistic behaviour, but may be due to an overconfident approach or
biased judgement (for instance, overestimating one’s relatives, Ryngaert and
Thomas 2007). Transfer of assets and profits, although common in developed
countries, becomes more relevant and frequent in emerging economies where
external markets are inadequate or corporate governance rules are lacking and,
presumably, less effective (Jian and Wong 2004; Jiang et al. 2005);

(d) employment of relatives in family firms. A director can be appointed or
promoted owing to his family influence over the company;

(e) misleading statement. Many studies provide evidence of their role in many
financial crises (Swartz and Watkins 2003; Tague 2004) and in the
achievement of specific aims (Erickson et al. 2000). Moreover, apart from

6 Relations between ownership structure and tunneling has been examined by Lemmon and Lins (2003);
Bertrand et al. (2000) and Bae et al. (2002); Jiang et al. (2005).
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these cases, these transactions are generally regarded as less reliable than
arm’s length ones.

Because of these factors, related party transactions may be associated with
abnormal stock returns (Cheung et al. 2006), firms’ poor performances (Chen and
Chien 2004) or lower value (Gordon et al. 2004a, b; Jian and Wong 2004).”

The previous circumstances support the idea that these transactions represent a
conflict of interest (conflict of interest hypothesis) and that they are inconsistent with
shareholder wealth maximization (Emshwiller 2003). To this extent, such a view
encompasses agency issues and is consistent with an agency prospective (Berle and
Means 1932; Jensen and Meckling 1976) where owners face moral hazard (lack of
effort or misuse of company resources) and adverse selection by the CEO
(misrepresentation of ability). Thus, risk sharing policies, monitoring, information
systems are adopted and, in particular, mechanisms like CEO compensation and
board structure are suggested. Once framed in such a context, related party
transactions may imply the misuse of firm resources (moral hazard) and the
misrepresentation of private information (adverse selection) too: their potential
harm in eluding alignment mechanisms, like CEO compensation and board
composition, is increasingly perceived. Moreover, the potential bias in financial
statements, with a negative impact on their reliability and relevance, introduces
further uncertainty and weakens the effectiveness of contracts aiming at reducing
agency conflicts.

In particular, according to agency theory (Fama 1980; Fama and Jensen 1983) an
optimal board composition requires both executive members as well as external
(non-executive) directors, thus monitoring becomes even more crucial when non-
executive directors are involved (Gordon et al. 2004a, b).

Not surprisingly, these findings contributed in definitely shifting opinion in
favour of the view that related party transactions represent conflict of interests,
compromising directors’ independence and monitoring functions, potentially
serving deceptive and fraudulent purposes. Indeed this idea, has always largely
prevailed, but corporate collapses and, to some extent, literature provided ultimate
evidence of possible abuses and, moreover, a difficult point to challenge.

The risks of harm to company shareholders through self-interested decisions by
directors, spoiling corporate wealth, are often stressed in business press and in
regulators’ positions, thereby favouring widespread acceptance of the prevailingly
negative meaning of the term.

The ability to influence the counterpart even in contrast with its own interests, the
departure from terms applied in relationships with third parties and, last but not
least, the potential wealth transfers are often recalled by S.E.C. and F.A.S.B. (F.A.S.
57).

The following quotation from the 2008 CONSOB® draft on related party
transactions enlightens as to the cautions and adverse approach lying behind the
suggested changes: “In general, ... , the existence of companies’ interest in carrying

7 Equity investors discount equity prices in order to account for potential agency issues (Claeessens and
Fan 2002) and related party transactions have a clear agency impact.

8 Jtalian Stock Exchange Commission.
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out related party transaction cannot be a priori excluded. In a few cases, they may
be seen as efficient transactions ... ” 2 Their economic soundness is not, in
principle, rejected, but is clearly limited to few cases, and even then the
asymmetrical information among insiders and outsiders leads to stricter regulation.

Indeed, definitions like “accounting minefields” (Sherman and Young 2001)
clearly express the general mood.

Not surprisingly, growing concern for abuses, lack of information symmetry,
negative influence on directors’ independence and integrity and weakening of
monitoring functions is warranted among overseers and standard setters. In actual
fact, newly introduced rules or principles, aimed at improving disclosure and
implementing more effective monitoring procedures, represent a clear attempt to
balance the above-mentioned risks and perceptions.

Specifically, solutions enhancing conflict of interest provisions, such as:

— monitoring procedures like board approval, independent directors involvement,
audit committee evaluation, external independent opinion, assembly approval;

— increasing disclosure concerning subjects, type of transactions, amount, terms
and conditions, alignment with market conditions, etc. In fact, investors can
analyse the possible expropriation and weight it in order to discount equity
prices (Barth 1994; Wilkins and Zimmer 1983; Harris and Ohlson 1987; Sami
and Schwartz 1992);

— ban on some operations (i.e. employment-loans, prohibited by Sox in 2002.

Gain wide support and seem unavoidable measures to cope with the perceived
risks.

At the same time, the consistency of the above-mentioned measures with agency
theory principles, that suggests monitoring, incentive alignment and control of
managers to minimize the agency problems (Tosi 2008), can be easily perceived.

However, costs of monitoring and of reporting complexity increase sharply
because of the former measures and they add on the potential economic costs
associated with related party transactions (due to wealth transfers, earnings
management, etc.) as well as the associated opportunity costs (often widely
neglected). The overall resulting negative impact on performance can be
legitimately presumed and could improperly represent a cage for this sort of
transaction, to which recourse may be limited.

3 The conflict of interests theory: a critical perspective

The conflict of interests theory seems probably more sensitive to social needs, such
as minority protection and capital market fairness and efficiency. Not surprisingly,
its solutions are coherent with the growing concern for these dealings and the
political climate around the issue. It could be argued that, to some extent, this
perspective offers a “political excuse” to legitimate more binding, disclosure and
monitoring requirements.

° Courtesy translation and emphasis added, par. 10.
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However, this approach is weakened by significant drawbacks or loopholes, some
of which are hereinafter briefly examined and that are mainly related to conflicting
empirical evidence and its inability to reflect the actual economic rationale behind
these dealings.

(a) Empirical evidence

Empirical evidence neither always nor consistently accomplishes the expected
outcomes. As previously seen, the literature supports contradictory conclusions too
and gradually reveals, instead of a black and white picture, a multicoloured portrait,
introducing distinctions and warnings which call for specific treatment. The idea
that related party transactions are not all the same and only some categories may be
considered harmful is slowly emerging:

— the assumption that their presence might elevate the risk of fraud has not found
supporting evidence (Bell and Carcello 2000'%);

— ex-ante transactions (i.e. carried out before listing or the acquisition/merger
making both parties related) and Q ratios and operating performance are not
inversely related, while ex-post ones play a negative influence on firm value and
performance and are associated with the likelihood of entering financial distress
or de-listing (Ryngaert and Thomas 2007);

— fixed-rate loans from related parties are positively related with earnings
management, but no evidence can be provided for other dealings, thereby
supporting the overall conclusion that related party transactions do not
necessarily imply earnings management (Gordon and Henry 2005);

— complex dealings or transactions with investments are positively related as far as
both excess compensation and future shareholders’ returns are concerned, but
simple transactions (apart, however, from loans to related parties) may be
negatively associated with future returns (Kohlbeck and Mayhew 2004).
Moreover, loans at below market rates let low-ownership directors increase their
shares, aligning their interests with those of shareholders and, therefore,
reducing agency conflict (Shastri and Kahle 2004).

It is therefore clear that empirical evidence does not always support the conflict
of interests theory premises, while legitimates the assumption that related party
transactions can pursue fair and economically sound business purposes, as
hereinafter described.

(b) Related party transactions and their economic rationale
The economic features of many related party transactions do not consistently
fall within the tight boundaries of conflict of interests theory and can even
struggle with it.

— tunneling does not necessarily imply the opportunistic wealth expropria-
tion pursued by directors and/or controlling shareholder. It might be part of
a tax strategy aimed at reducing the overall effective tax rate of MNE or

1% The authors compared companies committing or not committing fraud and did not find any statistically
significant difference in related party transactions between them.

@ Springer



316 M. Pizzo

shareholders; for instance, interest deductions on intra group loans from
tax haven countries or costs charged to companies located in jurisdictions
with higher tax income rates (usually through licensing of intangible
property, SPE, sale of goods and services) shift income, raising concern
among tax authorities, but can be classified as neither self-interested
decisions by directors nor necessarily harmful to minority shareholders;

— a controlling shareholder may use private funds to temporarily support a
company in financial distress in order to save it from bankruptcy. This sort
of tunneling, known as “propping” in literature (Friedman et al. 2003), is
aimed at reviving the firm and preserving controlling shareholder options
to expropriate (tunneling) in the future and receive their share of profits.
Propping that is positively related to pyramidal structures (Friedman et al.
2003), and is often associated with tunneling (Riyanto and Toolsema
2004), is beneficial to minority interests, acting as a sort of insurance for
them.

An underlying implicit assumption behind conflict of interests theory is that
related party transactions could have been carried out with a third party at arm’s
length conditions, that is in a market exchange. The influence of neo-classic
economic paradigms is clear. Once assumed that an efficient market exists, where
rational players may exchange their production and exploit the best available
conditions, internal dealings must be regarded with suspicion; their economic
rationale as well as their conditions are inevitably questioned.

Unfortunately, this approach is mainly theoretical and conflicts with the actual
business world.

A market may not exist (technical, logistic, economic or political restraints or
limitations do not allow for recourse to it or make the choice a deception), or it can
be intentionally left apart as exchanges within the network established with related
companies or the group itself may be more convenient, because they reduce
transaction costs or offer new opportunities.

Joint ventures among companies with different, interdependent skills may favour
innovative products (or processes) or, by adopting a cost-cutting strategy, retain
profitability: for instance, in order to face sharp fuel price increases, partners may
smooth competition practices among them, combine their production process and
offer a common service or product through a joint venture. The transactions among
the joint venture and its partners are consistent with a sound business strategy and
represent a main goal of the new entity; they create an internal market where better
business conditions or opportunities are available.

One outstanding example could be offered by Macquarie Group Ltd, an
Australian financial institution, well-known for privatization and securitization of
public infrastructure (toll roads, airports, ports, water utilities, etc.). Investment
funds grant the financial support for its investments; specifically, assets are grouped
according to their nature or location and placed in a single fund that can be private
or public traded.

Macquarie manages the different funds, receiving fees for asset management,
performance bonus and, in the event of listing, underwriting fees too. It is quite clear
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that funds are projected, created and managed in order to be the arms of Macquarie
Group Ltd.

Does an alternative market for these funds exist (for instance, for a Korean fund)?
Even so, investors opted for Macquarie. Legitimate concern for external investor
protection'' cannot question the economic soundness of these dealings.

This business model is common to other competitors too, and criticism coming
from the market made a growing number of these funds remain private rather than
being listed.

The examples provided and the above-mentioned studies clearly suggest that
these dealings may also reflect, to a large extent, a sound business policy and be
carried out in the best interests of the companies involved.

4 The efficient transaction hypothesis: literature review and critical analysis

In contrast with the previous approach, the efficient transaction hypothesis assumes
that related party transactions represent sound business exchanges, efficiently
fulfilling underlying economic needs of the firm.

Therefore, they do not harm the interests of shareholders and emerge as an
efficient contracting arrangement where incomplete information there is. Moreover,
possible benefits may be:

— contracting parties’ representatives appointed as board members facilitate the
achievement of better coordination of the different activities, quicker feed back
or more insights;

— deeper reciprocal knowledge as well as greater familiarity can justify
transactions that are not feasible at arm’s length or create more convenient
terms and conditions for both parties;

— hold up problem may be mitigated;

— these transactions may also supplement CEO and director cash remuneration or
compensate them for increased risk.

The view of related party transactions representing internal dealings, alternative
to contractual or market exchanges, able to reduce transactions costs and overcome
difficulties impairing production is consistent with the transaction cost theory
(Coase 1937; Williamson 1985) and supporting evidence has been provided by
many studies (Fan and Goyal 2006).

In particular, in institutional contexts without efficient capital, labour and product
markets, like many developing economies, information and agency problems, as
well as market imperfections, increase risks associated with firm activity, while
group structures and internal dealings may provide a better allocation of financial
resources, economies of scale, easier access to finance, more opportunities,
increased influence, etc.

' The company says that fees are benchmarked to the market or subject to external review and that fund
management is autonomous.
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Therefore, internal capital markets may be created with beneficial effects for the
entire group when external funds are scarce and uncertain (Khanna and Palepu
1997); scale and scope of the groups permit difficulties impairing production in
emerging countries to be overcome and make investment in these regions more
likely and profitable (Fisman and Khanna 2004); sharing technological skills and
advertising, associated with available group financial resources, contributes to
profitability, supplementing inefficient capital markets and reducing transaction
costs (Chang and Hong 2000; Moscariello 2007).

Nevertheless, evidence is not yet decisive (Khanna and Palepu 2000) and the
possibility of wealth transfers through internal dealings (Chang and Hong 2000) is
not excluded. Moreover, agency issues still play a role in shaping benefits and costs
of group affiliation and related problems reduce the beneficial effects deriving from
internal markets (Claeessens and Fan 2002; Claessens, et al. 2006).

Unfortunately, the efficient transaction approach does not seem a persuading
alternative to the conflict of interests theory.

Empirical evidence is not always supportive of its premises and, indeed, the idea
that related party transactions always satisfy economic needs might be quite naive.

Risks associated with these dealings, although only potential and not common to
all the cases, can be neither ignored nor neglected. They may always represent a
harm for shareholders and undermine confidence in the capital market. Not
surprisingly, the rules affecting related party transactions disclosure and monitoring
have been largely influenced by the conflict of interests theory and the agency
perspective, that provided some solutions to this risk, while the efficient transaction
approach has been of very little influence.

5 RPTs under a contingency perspective: some preliminary guidelines

Both the above-mentioned research methodologies are affected by inconsistencies
or deficiencies and, in providing almost diametrically opposite interpretations, they
are unable to cope with different kinds of possible cases.

Indeed, both schemes are methodologically biased. The possibility that the
examined theories (conflict of interests and efficient transaction hypothesis) could
coexist is never taken into account. Transactions between related parties are
abstractly analyzed through one of the theoretical framework, without making any
reference to specific organization or institutional contexts that might affect the
nature of similar operations. Consequently, they classify related party transactions
only according to some of their features (risks in the former approach, benefits in the
latter), pointing out regulatory implications that result inevitably unbalanced as
stressing just one side of the coin.

Moreover, the article published so far on RPTs rarely consider possible
complementarities or conflicts between corporate governance practices, so threat-
ening the effectiveness and the efficiency of RPTs rules.

As a matter of fact, in adopting a deductive approach, they simply set a range
with increasing disclosure and monitoring requirements at one end and a substantial
business freedom at the opposite end. The difference is not only theoretical but
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conveys associated costs and risks. In fact, by leaving the efficient transaction
approach and moving towards the conflict of interests, one introduces increasing
agency costs and does not necessarily imply better monitoring results; greater
disclosure and more detailed monitoring procedures do not always mean better
information and/or more effective control (Fig. 1).

Probably, the time has come to go beyond these frameworks and adopt a more
pragmatic and systematic approach, where related party transactions are adequately
framed and considered as they actually are, that is dealings that may:

— fulfil sound business needs as well as be intended for deceptive or fraudulent
purposes; and

— interact with and be influenced by other contextual factors (like geographical
and cultural differences, corporations’ industry and size) and governance
mechanisms (like board approval, independent directors’ involvement, external
appraisal, etc.).

For this reason, any a priori theoretical choice will always be biased and lead to
unsatisfactory disclosure or monitoring solutions. In contrast, the search for more
effective measures—able to protect investors without imposing inappropriate or
excessive restraints over sound economic dealings—cannot neglect the role played
by firm’s internal and external factors in shaping nature and purposes of RPTs.

In other terms, by embracing a contingency approach (Aguilera et al. 2008;
Dedman and Filatotchev 2008; Huse 2005), potential risks and benefits associated
with specific categories of RPTs should be weighted, taking into account the

. Effici
Conflict of |C|en.t .
o—— Transaction Theoretical
Hypothesis Frameworks
Self - Dealing Sound Economic RPTs
Transactions Exchanges Interpretations
RPTs Disciplines RPTs Disciplines
i 9 . o . Regulatory
® detailed on-going disclosure ® periodicdisclosure requirements i
S 3 Implications
* board/assembly approval * monitoring mechanisms

*ban on some operations

Fig. 1 Traditional research methodology on RPTs
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existing relations with other contextual factors and governance mechanisms, and
adapt requirements accordingly.

Indeed, the academic literature has already stressed as a deep investigation on
corporate governance issues cannot neglect the patterned variation in corporate
governance caused by peculiarities in both organizational contexts and institutional
environments. Recent studies, for example, have attempted to explain the dynamic
of corporate governance over the company life cycle (Filatotchev et al. 2006;
Filatotchev and Wright 2005; Johnson 1997) as well as the diversity of corporate
governance arrangements across countries (Gospel and Pendleton 2005; Bruce et al.
2005; Buck and Shahrim 2005; Schmidt and Spindler 2004; Aguilera and Jackson
2003). Moreover, the usefulness to consider complementarities between corporate
governance practices in order to assess the effectiveness and the efficiency of
corporate governance models has also been suggested (Hoskisson et al. 2002;
Rediker and Seth 1995; Walsh and Seward 1990). According to this research
stream, corporate governance practices has to be considered as a “bundle” of
instruments whose ability to align stakeholders interests is strictly correlated to their
strong interrelations. The usefulness of a corporate governance mechanism may
depend on the presence of other governance factors, making some combinations
more effective than others.

For this reason, building on Aguilera et al. (2008) paper, this article proposes a
novel contingency-based framework, examining causes and consequences of RPTs
in the light of the influences exercised by:

— organizational contexts and social factors;
— complementarity/substitution between governance factors.

As summarized in Fig. 2, the adoption of a contingency perspective implies an
overlap of the theoretical frameworks represented by the conflict of interests and the
efficient transactions hypothesis. Consequently, the interpretations on RPTs have to
be filtered through a deep analysis of the contingent factors concerning specific
organizational contexts and institutional environments, finally proposing regulatory
implications in accordance to the “bundle” of the existing governance practices.

The next sections firstly highlight how country and firm-level contingencies might
influence the effectiveness of the proposed RPTs disciplines. Secondly, the
importance of considering the overall “bundle” of corporate governance practices
in order to assess the effectiveness/efficiency of a specific RPTs rule is stressed,
underlining how the negative consequences of potential counteractions carried out as a
response to a stricter discipline affect the overall judgment of policy makers and
regulators’ activity.

6 The role of organizational contexts and social factors
Preference for a more inductive and systemic approach, where related party
transactions are not considered separately from other related governance issues,

imply a previous in-depth analysis of the existing organizational context and socio-
economic conditions.
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Conflict of / Efficient

Interests 7/ Transactions Theoretical
Frameworks
[
Organizational Institutional Contingency
Context Environment Factors
RPTs Interpretations
Bundles of Complementarity/Substitution
Governance Practices between Governance Factors
Related Party Transactions Disciplines Regulatory
edisclosure requirements Implications

sauthorization/ itoring sy
¢ involvement mechanisms

Fig. 2 RPTs under a contingency perspective

In actual fact, even where a negative association with firm value, performance
and governance has been found, a straight relation cannot be maintained,;
concomitant circumstances can play a role, too. A poor business performance can
be explained through the combination of related party transactions, weak corporate
governance and monitoring (Chen and Chien 2004). Instead of being an independent
variable, related party transactions not fulfilling sound economic needs, stem from a
mixture of opaque control, weak protection of external shareholders, inadequate
disclosure and concentrated ownership (Jesover and Kirkpatrik 2005). Consistent
with this different perspective, they become a dependent variable and if they are no
longer considered a cause but a result of former circumstances, analysis has to be
focused on them, too. Moreover, any solution cannot disregard other related
governance issues and has to be built up in parallel.
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As already mentioned, social factors also play an important role in the issue,
making these exchanges and their implications peculiar in each nation. Business and
governance models vary among countries. Europe, USA and developing economies
may not be considered similar. Thereby, universal solutions are not feasible (Coffee
2005). Specifically, conclusions supported by empirical evidence in one country
cannot be automatically or implicitly translated to others or considered as generally
valid. Unfortunately, many academic studies are based on USA or developing
countries data (prevailingly China and India), but the European market largely
differs and results are hardly comparable.

Some examples will probably contribute to clarifying the point.

Conflict between firm managers and dispersed shareholders is a common
condition in USA and Japan and is also the main issue in the agency perspective.
Thus, stress is placed much more on monitoring managers and the transactions they
are involved in, and shareholders are considered as one group. Conversely, this
feature is relatively unusual in other European and Asian markets, where control is
exercised through large holding blocks.'? The major issue here is minority (and, as a
broader category, investors) protection from majority shareholders (Enriques and
Volpin 2007; Di Carlo 2007). Opportunistic behaviour by directors is not a
significant risk; they are appointed by controlling shareholders and are often aligned
with them. Information asymmetry emerges probably between minority and
majority shareholders.'> Both a USA based approach and an agency perspective
would be misleading.

An approach influenced by the USA experience may imply the risk to divert
control procedures from their proper scope, focusing on the wrong players,
neglecting more relevant dealings and using inadequate tools.

In a European framework controlling shareholders and other issues deserve major
attention.

Disclosure improvements may not suffice, as controlling shareholders do not
need to be informed or to control managers; whereas minority shareholders, apart
from suing company and/or directors in extreme but rare cases (frauds are neither
frequent nor usually disclosed), can exert limited impact. They have restricted
access to internal information and cannot influence directors’ decisions. Moreover,
disclosure provides information only for historical events; any damage, whether
ascertainable or not, has already happened. Only monitoring procedures can prevent
potential losses. However, in order to be effective, they require independent
directors’ involvement (detailing the information to be provided and its timeliness,
their role in the decision-making process and the possibility of obtaining qualified
external expertise and appointing their own trust professionals) but they must be
genuine independent directors. Otherwise, the vicious circle between directors and
majority shareholders will not be broken. Thus, the ability of minority shareholders
to appoint independent directors and/or the presence of high-profile independent
directors as well as their skills become central issues.

12 Especially, in non-common-law countries (La Porta et al. 1998, 1998).

3 . . . . . .
13 In particular in non-common-law countries corporate governance disclosure is lower than in common-
law countries (Bauwhede and Willekens 2008).
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However, genuine independent directors are rare. They are often associated with
the controlling shareholder and/or the CEO and recruited through personal contacts
or friendships (Mork 2008). Moreover, their subservience may be reinforced by
other factors (i.e. loyalty, duty, group policy, reciprocal favour trading) that cannot
be easily overcome (Mork 2008).

New requirements without mechanisms that guarantee the appointment of truly
independent directors or that strengthen their independence will lose their expected
impact. Unfortunately, fear for such risk is not a theoretical concern. Recent
changes in governance codes and regulations, devised to cope with the issue, neglect
the problem. More detailed disclosure and new requirements regarding independent
directors and/or audit committees are the solutions provided but no corresponding
emphasis is placed on directors’ independence and their skills.

A final example may be provided by Asia. Governance in Asian markets is
usually weaker and protection for the minority shareholders limited; in countries
where, in the absence of enforcement actions, auditors’ qualified opinions on related
party transactions play a very limited role (Jiang, et al. 2005), new rules related to
their activity, as well as increased disclosure requirements, will probably never
achieve any result.

In this different context, the introduction of effective regulatory enforcement
actions becomes the main issue; they are an unavoidable ancillary measure devised
to ensure the effectiveness of stricter disclosure or monitoring requirements.

7 Complementarities between corporate governance practices

Solutions consistent with national and social contexts and independent directors,
hopefully qualified or professionally backed, are necessary steps in an overall
strategy intended to cope with the problem. These steps, however, might not
suffice., Any approach should take into account the unavoidable complementarities
existing between governance mechanisms in order to increase the probability of
being effective and to allow a better assessment of costs and benefits associated with
implemented measures.

In fact, not rarely, increased disclosure and more (or deeper) control procedures
are associated, in the common perception, to better information and control.
Therefore, a natural impetus towards the introduction of new requirements can be
observed as a response to specific problems. However, more detailed requirements
do not necessarily imply more effective control if they result to be inconsistent with
the existing bundle of governance mechanism (Walsh and Seward 1990). Related
party transactions often constitute frequent and complex dealings. Increasing levels
and wider scopes of disclosure and control lead to new costs, additional risks and
possible counter effects. A more complex reporting and control system may
introduce uncertainties and organization costs for their implementation and its
outcomes and perceived usefulness may be below expected levels whenever it
shows a low degree of adaptability with the overall bundles of governance
mechanisms (Hoskisson et al. 2009).
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A more detailed related party disclosure, for example, represents an effective
solution only if it is adopted within a highly consistent system of governance
instruments—such as dispersed ownership, active institutional investors, and market
for professional managers (Aguilera et al. 2008). Similarly, in order to conveniently
decrease expropriation risks associated with RPTs, a more intense monitoring
activity by independent directors requires effective communication mechanisms
between the board of directors and the investors and a strong legal protection of
shareholders rights (Kim et al. 2006). In addition, more binding requirements (such
as board/assembly approval) will probably lead the reporting entities to hide the
relations among the counterparts or appoint a trustee, causing a rise in monitoring
costs if these instruments are not followed by a concomitant strengthening of the
audit procedures (Moyes 2008; Beasley et al. 2001).

In other words, the effectiveness/efficiency of RPTs disciplines may depend on
the presence of other governance factors. While the specification of all the possible
combinations is beyond the scope of this paper, it is important to underlined that
results associated with peculiar RPTs rules might not be fully satisfactory or might
not reach the planned targets or even turn out to be negative, if such rules are
considered in isolation from other governance practices.

Thus, more binding requirements, often suggested in recent rules and codes, do
not necessarily represent the best policy. Accounting overload may be introduced,
thereby reducing the actual information relevance of the additional disclosure.
Stricter rules may neglect social and governance peculiarities as well as the
economic and opportunity costs introduced.

Even in an agency perspective “owners minimize agency costs by balancing the
cost monitoring, the cost of risk shifting, and the cost of unsolved agency problems”
(Tosi 2008, p. 155). Therefore, monitoring costs cannot be ignored and “black” areas
may also be accepted, as additional costs are not outweighed by assumed benefits.

8 Regulatory implications

The more contextualized approach to RPTs discipline proposed above raises some
important public policy issues and encourages reflecting on the consequent
regulatory implications.

In particular, the awareness about a coexistence of theoretical frameworks
(conflict of interests and the efficient transactions hypothesis) considered as
mutually exclusive so far implies a few preliminary conclusions:

— disclosure can no longer play the central role still granted in recent rules or
codes as monitoring should prevail and disclosure should progressively focus on
monitoring policies and procedures rather than transactions. The large number
and variety of possible dealings favour an overload risk or, in any case, reduce
expected utility. Only the description of implemented policies and procedures
allows a proper evaluation of their thoroughness. Moreover, with efficient
policies fraud risk is reduced and external disclosure may be consistently
restricted to few cases;
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— regulators and overseers should be concerned with keeping new disclosure and
monitory rules aligned with expected benefits. In fact, as additional disclosure
and monitoring bring about further costs and increased complexity, but with
uncertain benefits, they should be limited only to transactions that may be
considered: (a) relevant, on the basis of their potential impact on figures like
turnover, total asset or net worth; (b) not carried out at market price, or, because
such reference may lack or not be easily ascertainable, with a price significantly
different from fair value; and (c) unusual for the company. Dealings with
investments or with business partners, for example, deserve special attention
only when not consistent with both the counterparts’ activity or significantly
different from market conditions, or when the related entity is not audited.'*
Such distinction is not frequent and usually related parties are considered as a
whole group. Moreover, IASB has never accepted suggestions from ASB to
differentiate disclosure according to the kind of transactions (limiting it only to
abnormal transactions) or to the subjects involved;

— disclosure and monitoring should be limited to material transactions. Ratios,
based on comparison to figures like turnover, assets, etc., may be properly
applied in order to check their relevance and, indeed, they tend to be more easily
found in most recent rules or codes.

Moreover, the idea that RPTs consequences have to be interpreted through the
lens of contingent factors, such as organizational context and institutional
environments, and that the RPTs discipline should be examined in relation to the
overall bundle of governance mechanisms affects potential regulatory models by
decreasing the benefits associated with the recent trends towards a standardization
and harmonization of RPTs rules. At this regard, few examples may be helpful:

— Organizational Context. In public traded firms, minority shareholders and social
implications make stricter rules unavoidable, but when these features lack or are
less important, space for lighter solutions should remain. In practice, private
companies as well those listed in markets where only professional investors may
participate justify a different approach. Conversely, with regard to related party
transactions, standard setters and regulators require for private companies and
SMEs even more detailed disclosurels;

— Institutional Environment. Solutions should take into account probability of risk
and related harm. Limiting disclosure and granting exemptions to some subjects,
may be justified only on the grounds of limited exposure to the perceived risk.
Therefore, exemption for a State agency or State-owned companies may be
reasonable in some countries but probably not advisable in others (for instance,

4 Significant dealings not in the ordinary course of business with entities not audited or audited by
another firm rank among the highest risk factors (Wilks and Zimbleman 2004).

'S For example, the London Stock Exchange’s international market for SMEs (A.LM.) demands
disclosure for all related party transactions exceeding certain levels (AIM Rules for Companies, February
2010). Similarly, considering that private companies often obtain capital from shareholders, directors and
suppliers as an alternative to the public capital markets, either the IASB or the ASB expand related party
disclosure requirements whenever a small-medium enterprise is involved in similar transactions (IASB,
IFRS for SMEs, July, 2009; ASB, FRSSE, April, 2008).
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like China, where state companies are active players in tunneling, earnings
management, etc.). By contrast, the IAS 24 exposure draft, in response to
Chinese pressures, reintroduces an exemption from disclosure for all transac-
tions between state-controlled entities);

— Complementarities/Substitution. Where the same transaction is already ruled by
specific requirements, related party transaction discipline must not introduce
redundant disclosure or duplicate existing rules (i.e. directors’ remuneration). At
the same time, an effective/efficient RPTs regulation should always consider the
complementarities with the other corporate governance tools in order to enhance
the usefulness of the overall governance practices.

Such a brief analysis highlights how policy makers should not assume that
transferring “best practice” from one regime to another will lead to the same
outcomes. The search for more effective measures cannot disregard social factors
and governance models, while an examination of the existing legal framework
designed to protect investors is essential to alleviate the risk of inconsistencies and
to increase the efficiency of the proposed solutions.

9 Conclusions and implications for future research

Related party transactions are a complex issue. The prevailing theories tend to
describe them as harmful transactions (conflict of interests hypothesis) or,
alternatively, as sound economic exchange (efficient transactions hypothesis).
However, a deep examination of the articles published on this topic and a critical
analysis of the empirical evidence collected so far highlight the existence of
important inconsistencies in both the above-mentioned theories.

In actual fact, RPTs cannot be classified only as dealings serving fraudulent or
deceptive purposes since they may also fulfil sound economic needs. Consequently,
more binding disclosure and monitoring requirements may not achieve the expected
results while introducing increased costs and complexity. On the other hand, the
idea that related party transactions always represent efficient contracting arrange-
ments carried out to decrease transaction costs might be quite naive, calling for a
deregulated environment that could ignore risks associated with these dealings and
undermine confidence in the capital market.

By embracing a contingency framework, this paper describes RPTs as dealings
that may fulfil sound business needs as well as be intended for deceptive or
fraudulent purposes and stresses the fundamental role that firm’s internal and
external factors plays in shaping nature and purposes of similar transactions.
Consequently, it is asserted that any a priori theoretical scheme aiming at ruling
RPTs will always be biased and lead to unsatisfactory disclosure or monitoring
solutions.

Indeed, the adoption of a contingency perspective implies an overlap of the
theoretical frameworks represented by the conflict of interests and the efficient
transactions hypothesis, and obliges to interpret RPTs through the lens of contingent
factors concerning specific organizational contexts and institutional environments.
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Moreover, by suggesting an assessment of RPTs discipline in accordance to the
bundle of existing governance mechanisms, a complementarity/substitution frame-
work has also been proposed.

These findings have important implications for future researches on RPTs.

In actual fact, researchers should beware of assuming that empirical evidence
collected through an examination of a specific institutional setting could be
automatically replicated in a different environment. In fact, any in-depth interpre-
tation about the nature and purposes behind RPTs requires a previous analysis of
country and firm-level contingencies—such as stages in the organizational life
cycle, level of industry-complexity, and strategic environment—and a clear
understanding of the influence that these factors might exercise over similar
transactions. For these reasons, future studies should differentiate between the role
played by RPTs in diverse forms of organizations, or across industries and
countries. In addition, papers published so far have focused their attention on RPTs
rules effects without taking into account complementarities between governance
mechanisms and considering the risk of a potential overlap with already existing
disciplines. Future researches should assess the effectiveness/efficiency degree of
their proposals by interpreting RPTs disciplines within the bundle of governance
mechanisms.
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