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Thesis Summary

Related Party Transactions (RPTs) have been copsidecently in research as a
phenomenon which is associated with several firrsgandals, shareholder’s
wealth expropriation and is used for earnings mamamnt (EM) purposes by the
reporting entity. This study aimed to: (i) assea®s éxtent of EM and RPTs in
Greece; (ii) investigate the association betweedR&d EM; (iii) investigate
the association between corporate governance ang (BM) investigate the
association between corporate governance and R&k;(v) investigate the
impact of RPTs on Accounting Quality. Greece wdscted for this study as it
provides a special context due to poor investotgetamn, high levels of EM and
unhealthy financial reporting environment where Mreaxtraction and EM are
more likely. This study examines the relationshgimween earnings management
and RPTs for the firms listed on the Athens Stogkhange (ASE). Moreover, It
examines the association between earnings managemed corporate
governance activities. The results show a negative significant relationship
between EM and RPTs. This finding does not supgmatconclusion that RPTs
are necessarily conducted to mask fraud or theetkdn of firm resources. The
results show that firms audited by one of the Bayudit firms are associated with
less EM. Additionally, the study investigates tleéationship between RPTs and
accounting quality. The findings show that thatréhis no significant difference
in accounting quality between RPTs firms and no-RRirms. This study
contributes to the EM, accounting quality and coap® governance literatures.
This research suggests recommendations for resgarcata providers and
policy makers on ways to reduce the problems aatamtivith RPTs.

Keywords: Accounting Quality, Agency Theory, Corporate Go@rce,
Earnings Management, Greece, Investor Protectielat&d Party Transactions.
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Chapter One

Research Background, Objectives and Structure

1.1 Introduction

Most of the firms all over the world have concetdda ownerships or are

controlled by a family, financial institution, oné Government (La Porta et al.,
1998). Controlling shareholders, family, institutior Government are usually
referred to as insiders whether other shareholaieroften referred to as outside
shareholders or minority shareholders. These irsidesually use their

concentrated ownership stakes and enjoy contrbtgithat exceeds their cash
flow rights and this provides insiders with addii@ opportunities to expropriate
outside shareholders through firm’s operating andnicing decisions (Gopalan

and Jayaraman, 2012).

Related party transactions (RPT) are a potentiadnmehat could be used by
insiders to expropriate outside shareholders (Rerigand Thomas, 2012) and
have been directly associated with several casémanicial fraud scandals and
declined earnings quality (Ge et al., 2010). Prasearch have investigated the
relationship between RPTs and expropriation of sirmesources by controlling
shareholders. These studies found evidence on #s®ciation between
expropriation and RPTs (Djankov et al., 2008; Johnst al., 2000) which is
consistent with the argument that managers can geangported earnings by

structuring RPTs (Healy and Whalen, 1999). Othediss have found evidence
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that RPTs can represent conventional transactiors are not necessarily
conducted to manage earnings or to expropriatesfiresources but play a role as
legitimate commercial transactions. For exampleie@€land Hsu (2010) argue
that RPTs might lead to lower transaction costs emable the firm to utilise its

assets more efficiently.

According to US GAAP Statement of Financial AccongtStandards 57 (SFAS
57) and International Accounting Standard 24 (IA8),2Related Party
Transactions are defined as transactions betwesmaany and its subsidiaries,
affiliates, principal owners, officers or their fams, directors or their families, or
entities owned or controlled by its officers oritifamilies. Transactions between
related parties include sales and acquisitionsséts, sales of goods and services,
cash payments, loan guarantees and other typesrdattions (IAS 24). The
presence of an accounting standard governing teseptation of RPTs in the
financial statements aims at reflecting changefinancial position caused by

those transactions (PricewaterhouseCoopers, 2010).

Despite the continuous efforts of the regulatordibs and accounting standards
setters to further develop accounting standardsempivg the transactions
between connected parties, the research on RPWs dignificant evidence that
problems associated with RPTs and with their apjpate disclosures are
significant. A number of large corporate scandasehbrought attention to the

potential for accounting manipulations associatath iRPTs. Also academic

12



research shows that RPTs are associated with ee@clthe quality of reported
earnings (Ge et al., 2010). Djankov et al., (20@8ntions that RPTs may provide
direct opportunities for related parties to extraash from listed companies
(Johnson et al., 2000). Gordon and Henry (2005gu@g et al., (2006, 2009),
Berkman et al., (2009), Chen at al., (2009), Cradef2011), Ge et al., (2010),
Lei and Song (2011) and others, recorded a sigmificelationship between the
presence and the volume of RPTs and inflated egsnidecline of minority

shareholder wealth, decline in firm value, and tiggaxcess returns.

According to agency theory, RPTs are viewed aget faf conflict of interest that
can compromise management’s agency responsilolishareholders or board of
director’'s monitoring function. RPTs are transaasiawithin the firm involving
‘insiders’ and RPTs may present opportunities toregriate firm resources. If a
firm’s executives or board members engage in RBExpropriate firm resources,
then they have an incentive to manage earningsasknhe extraction of the

firm’s resources impacting earnings quality (Goréaowl Henry, 2005).

Contrariwise RPTs may play a role as a natural glabusiness transactions not
necessarily related to accounting or financial dr§Gordon et al., 2007). RPTs
can rationally fulfil other economic demands fore ttompany, or are a
mechanism that bonds the related party to the coypa this case there would
be no need to manage earnings nor to offset thesRBThey were not conducted

to mask an extraction of firm’s resources as indbgency view. Consequently,

13



this view does not expect a relation between EM RRd's (Gordon and Henry,
2005). Prior literature suggests that the assumpthat RPTs are a facet of
conflict of interest should be implemented with oao. Gordon and Henry (2005)
and Ryngaert and Thomas (2012) suggest that thenas®n that RPTs reflects
opportunism or agency problem should not be geisedhlas some RPTs have

proven to be innocuous from the conflict of intér@ssumption.

Hence, the effect of RPTs on EM remains an empigoastion. The reason for
this void in the literature is twofold. First, pricstudies investigating the
association between EM and RPTs were conductedreaitithe US (Gordon and
Henry, 2005) or in Asian economies (Jian and W@3d.0; Lo et al., 2011). Both
settings (US and Asia) have unique institutionatdes that are likely to make the
results obtained from those studies not generalisemther economies (Gordon
and Henry, 2005; Cheung et al.,, 2006). Second,iestuthat investigated the
association between EM and RPTs in several casesused indirect proxies of
EM. For example Chen et al. (2011) and Aharonyl.ef2810) used the changes

in ROA around IPOs as an indicator of EM in Chinfisas.

The main question that needs to be empiricallystigated is whether RPTs are
systematically related to EM or not. In respondiogthis issue this research
investigates whether RPTs are associated with ENMaeur that is aimed to

mask wealth extraction by managers and controilmyeholders.
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It is also important to investigate the relatiopskietween EM and corporate
governance. Corporate governance is assumed tictesty EM behaviour by

the management. Prior studies found evidence tbatl gorporate governance
activities can improve the company’s reporting gudBeasley 1996; Dechow et
al. 1996; Klein 2002; Peansell et al. 2005). Caapmigovernance can also limit
opportunistic behaviour of management, increasevétiue of a firm and increase
the efficiency of RPTs and decrease the confliantdrest in those transactions
(Denis and McConnell, 2003; Gordon and Henry, 2@lagat and Bolton, 2008;
Chien and Hsu, 2010 and Abdulwahab et al., 2010)sTcorporate governance
is assumed to constrain the negative effects of SRFFInally, this research
examines the relationship between RPTs and accmumfuality and whether

firms engaging in RPTs exhibit lower accounting lgyaor not compared to

firms that are not actively undertaking RPTSs.

| investigate the relationship between RPTs, EM emgborate governance and
also the effect of RPTs on accounting quality dyrihe period from 2009 to
2011 for companies listed on the Athens Stock Emgha(ASE). Luez et al.
(2003) examined systematic differences in EM ac&k<ountries. Among 31
countries Greece scores the highest EM score.iftlisates that Greece reflects
the highest level of EM across all sample countii@®ece has often been in the
spotlight for the inadequate quality of financiaporting (Tsipouridou and
Spathis, 2012). Other empirical studies of inteamatl comparison among

countries have illustrated that Greece exhibits thighest levels of EM

15



(Bhattacharya et al., 2003). This study aims toestigate the relationship
between EM and RPTs in a country with poor inveptotection, low accounting
qguality and unhealthy financial reporting environmh@here wealth extraction

via RPTs is more likely.

This chapter (Chapter One) is organised as folld®esction 1.2 discusses how
this study contributes to knowledge. Section 1&sents the research objectives

and questions, and Section 1.4 presents the osgamf the study.

1.2 Contributions of the Study

This study contributes to the rapid growing literaton EM. Prior studies have
provided evidence that executives engage in EMutiitcaccruals (Healy, 1985;
Healy and Whalen 1999; Kothari, 2001; Fields, 2004) through the
manipulation of real activities (Roychowdhury, 2D0®&loreover, Healy and
Whalen (1999) argue that RPTs could be used to geamarnings, but the
evidence on the link between EM and RPTs is sddnt study aims to provide
empirical evidence whether RPTs are normal trarmmectconducted for solely
business purposes or a tool to manipulate finanstatements and mask

extraction of firm resources.

This study also contributes to the corporate gauece literature examining the
link between internal governance activities and EAthough prior work has
provided some evidence that corporate governanae isiportant determinant of

EM, the results of these studies remain contradict(Garcia-Meca and
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Scanchez-Ballesta, 2009) and not sufficient to dsastantive conclusions
(Larcker et al., 2007). This study provides evideoa the association between
EM and corporate governance in Greece. The reshtw that audit quality is

associated with lower levels of income smoothind hance, EM. Additionally,

it shows that the negative association between BWRPTSs is robust only to the
subsample of companies that have their financetlestents audited by Big-4
audit firms. This shows that audit quality playsnajor role in the association

between EM and RPTSs.

There are three main differences between the dustrmy and related prior
studies. This study differs from the studies comeldidoy Cheung et al. (2009),
Jian and Wong (2010) and Lo et al. (2010) in treitutional setting. The latter
studies were conducted in the Chinese context wihéchaffected by the
concentrated ownership and controlling shareholdergives to expropriate
shareholders and the inferences deduced from #tesées do not necessarily
apply to other markets (Gordon and Henry, 2005he Vast majority of RPTs
studies were conducted using samples from Asiantdes which enjoy a unique
and different institutional setting which sugges$t&t those results are not

generalisable for other settings (Gordon and He2005).

This study applies different measures from the arsexl by Gordon and Henry
(2005). I refrain from following Gordon and Heni3005) measuring RPTs using

monetary values as this includes nontrivial measerg error (Ryngaert and
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Thomas, 2012). | also avoid following them in theage of the Jones (1991)
model to estimate discretionary accruals to avoehsnrement error as well
(Dechow et al., 2010). Finally, this study alsffeds from the study conducted
by Ryngaert and Thomas (2012) which investigatestidr ex-ante RPTs have
different impact on firm's value than ex-post RRfisthe US relying on the
historical dimension of the transaction and prawdievidence from a strong

investor protection environment.

This study extends the literature on RPTs by eramgithe relationship between
accounting quality and RPTs. Prior studies havestigated and found evidence
on the association between earnings managemenRAamgd (Chen et al., 2011,
Jian and Wong, 2010; Aharony et al 2010). Thoseiss have used indirect
measures of earnings management that could nottthleuted to accounting
quality or financial reporting system. They usecrmaies in ratios like ROA or
price earnings (Chen et al., 2011; Aharony et2411,0) or operating profits (Jian
and Wong, 2010) as an indication of earnings mdaijmn around IPOs without
investigating accounting quality attributes. Theref the question whether RPTs
are associated with lower accounting quality remain empirical question with

insufficient evidence.

Finally, this study contributes to accounting diyaliterature. Prior accounting
quality literature studied the overall impact ofcagnting standards (IAS) on

accounting quality. This study extends the accogntjuality literature and
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examines if firms that conduct RPTs exhibit a défece in accounting quality

compared to their counterparts.

1.3 Research Objectives

The current research has achieved the followingativies:

1. Assess the extent of EM and RPTs in Greece

2. Investigate the association between the existehB®®ds and EM in Greece .
3. Investigate the association between corporate ganee and EM in Greece.
4. Investigate the association between corporate ganee and RPTs in Greece

5. Investigate the impact of RPTs on the quality afcamting reports in Greece.

1.4 Organisation of the Thesis

This thesis is organised into seven chapters. Eigut shows the organisation of

the study.

This Chapter (Chapter One) has given a backgrooirlet study, and has mainly
focused on outlining the research problem, highiighthe relevance and the

intended contribution of the study.

Chapter Two discusses the Greek context its sppei@lliarities of the that are
relevant to the scope of this study. Accounting diméncial reporting are
affected by the several variables that vary acdd$srent countries. Chapter Two
is devoted to discussing several contextual factbes have an impact on

financial reporting like ownership structure anddstor protection, accounting
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standards , financial reporting quality , auditlgyaorporate governance and the

legal enforcement.

Chapter Threesets out the theoretical background of the studys Thapter
discusses the main theories underpinning this relse&irst, | discuss Agency
Theory which is widely regarded as the major themgtributing to our current
knowledge of corporate governance. This discusgaes on to shed light on the
application of Agency Theory in RPTs and corpoggernance research. | also
consider the application of Transaction Cost EcamemTheory and its

relationship with RPTSs.

Chapter Four reviews the literature on RPTs. I thapter, | begin with a
discussion on RPTs and how it has been associdtbdcarporate scandals and
shareholder’s wealth expropriation. Then | prestiat definition of RPTs as
defined in accounting standards and describe the types of different RPTs as
discussed in prior literature. Further, | presemdl aiscuss the proxies used to
opertionalise RPTs and comment on the weaknesseBosé proxies. | also
accumulate and present evidence on the determinadtsonsequences of RPTs
and compare and contrast the findings or prioristudrinally, | discuss the
weaknesses and challenges of RPTs research arairekplw these challenges

contribute to significant gaps in the literaturedtde.

Chapter Five reviews the literature on earnings agament. First, | present

different definitions of earnings management andhlght the differences

20



between the opportunistic and informative perspestof earnings management.
Further, | discuss the consequences of earningageament on firm value and
performance. Finally, | explain and discuss théed#nt proxies used to measure

earnings management.

Chapter Six examines the relationship between egsnmanagement and RPTs
for the firms listed on the Athens Stock Exchang8E). | examine EM using
income smoothing and assess whether income smgathgystematically related
to RPTs. Moreover, | examine the association betvesgnings management and
corporate governance activities, namely, auditiguas measured by audit firm
size, size of the board of directors and indepecelesf board members. The
results show a negative and significant relatigndlgtween EM and RPTs. This
finding does not support the conclusion that RPEsreecessarily conducted to
mask fraud or the extraction of firm resources. Thasults show that firms

audited by one of the Big 4 audit firms are asdedavith less EM.

Chapter Seven investigates the relationship betw€hs and accounting quality
for the firms listed on the Athens Stock Exchang8K). In particular, in this

chapter | compare accounting quality across twaggof firms. The first group
contains firms that conduct material RPTs and #moisd group contains firms

that do not conduct material RPTs.
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The findings show that that there is no significdiffierence in accounting quality

between RPTs firms and non-RPTs firms.

Chapter Eight recaps the objectives of the studly@movides a summary of the
findings. Furthermore, | discuss the contributidrthe study and the implications
of the findings, highlight the limitations of theudy and provide suggestions for

future research.
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Chapter Two
The Greek Context

2.1 Introduction

This chapter aims to discuss the Greek contextit@nsipecial peculiarities that
are relevant to the scope of this study. Accounting financial reporting are
affected by the several variables that vary acdifésrent countries (Barth et al.,
2008). There are several contextual factors that hlen impact on financial

reporting like ownership structure and investort@coon (Leuz et al., 2003)
accounting standards (Barth et al., 2008), findnejaorting quality (Tsipouridou

and Spathis, 2012), audit quality (Caramanis andnbg, 2008), corporate
governance (Dimitropoulos and Asteriou, 2010) drediégal enforcement (Hope,
2003; Hail and Leuz; 2006; Mertzanis, 2011). Thismter is devoted to shed

light on these factors.

This chapter will be organised as follows: Sectib@ discusses the ownership
structure and investor protection in Greece. Sec®B addresses the Greek
accounting environment. Section 2.4 will preseet @reek audit market and the
regulatory framework for auditing in Greece. Seattib5 will discuss corporate

governance in Greece. Finally, Section 2.6 summsitise chapter.
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2.2 Ownership Structure and Investor Protection In Greece

Greece is a French-civil law country (LaPorta et #98). La Porta et al., (1998)
examined legal rules covering protection of corpoihareholders and creditors
in 49 countries and the results indicate that EnEh-civil law countries, such as
Greece, creditor and investor protection and eefoent are weak. LaPorta et al.
(1998) developed the investor protection index ase measures of shareholder
protection. These measures are the shareholdés iiigihex that captures several
rights provided to the shareholders, creditor sgimdex that summarises legal
creditor protection variables, efficiency of juditisystem, corruption and

accounting transparency and disclosure.

Poor legal protection of investors usually coredatwith high ownership
concentration. Controlling shareholders may wislkeaep controlling a firm in a
country with poor investor protection as receivpriyate control benefits will be
more attainable (LaPorta et al., 1999). High owmigre€oncentration applies to
Greece (Tsalavoutas et al., 2012). According tonBpat al. (2005) each Greek
company had an average of three shareholders owatingast 5% of the
company’s shares and that theses shareowners mygavevned 49% of the total
shares. Additionally, Spanos et al. (2005) founat tlarge families controlled
many of the companies and that the state contoie Ipercentages of votes in a

significant number of listed companies.

The interaction between weak investor protectiond amigh ownership

concentration provides incentives for the contngjlshareholders to expropriate
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wealth from minority shareholders (Gopalan and dayan, 2012). Therefore, in
Greece or in any poor investor protection environthiesiders are more likely to
manage earnings to conceal their private benefim foutsiders to avoid the
disciplinary actions that might be taken by outssdd those benefits were
detected (Shelifer and Vishny, 1997; Leuz et &003). This could create an
incentive for the controlling shareholders to camst RPTs that would enable
them to conceal any private control benefits orrehalder expropriation

(Ryngaert and Thomas, 2012).

2.3 The Greek accounting environment

Greek culture, politics and economics have beerduented by many

international forces. During the last few decades ttaditional corporatism has
been modified by neo-liberal, free market influencéCaramanis, 2005).

However, Greece is characterised as a country \ath trust society (Ballas et

al., 1998), high statutory control, uniformity, c@mvatism, uncertainty avoidance
(Hoefstede 1980, 1991; Gray 1988), high power distgBallas et al., 2010) and

a secretive culture (Hope et al., 2008).

The family firm has been an important componentef Greek economy, where
ownership is concentrated and closely tied to aigrof people (Spanos et al.,
2005). Hence, family members are involved in theadimanagement of the firm
(Spanos et al., 2005). In family firms managers regoort the firms’ performance
directly to the owners of the firm without relyirog financial statements (Tzovas,

2006).
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Banks are the major source of financing (Tzova®620However, ASE has been
considered a developed market since 2000 indicatingincrease in the
importance of raising finance through equity maskat well. However, in many
cases banks could obtain all the financial repasitsout having to rely upon
publicly disclosed data using their connectionshwitanagers and shareholders.
Moreover, banks consider several variables rath@n the financial data when
taking a financing decision. Therefore, the impoct of public accounting is

relatively diminished (Tzovas, 2006).

The Greek accounting system has been stakeholdented, tax-driven and
conservative (Ballas et al., 2004). The income dareGreece are unfairly high
which leads to tax avoidance and evasion as weallagiag earnings. Empirical
evidence shows that in multi-country studies, Geeexhibits the highest level of

earnings management (Bhattacharya et al., 200%, ékal., 2003).

From 1 January, 2005, IFRS have been compulsoryafbrGreek listed
companies. The transition to IFRS in Greece has bkallenging due to the huge
difference between the two accounting regimes @vsaltas et al., 2012). Greece
was among the first adopters of IFRS in EU (Bakdsal., 2010). Usually
countries with weak shareholder protection bondmteves to superior
accounting standards to improve the disclosurecigsliand accounting systems
and enhance the integration of domestic markets wbrld markets and to

accelerate economic growth (Hope et al., 2006).
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Higher quality standards do not automatically léadhigher accounting quality
(Ball, 2001). IFRS has only minor impact on theueakelevance, conditional
conservatism of accounting income (Karampinis aegdd, 2011). This suggests
that the legal enforcement mechanisms of IFRS eeGs were weak. This view
is supported by Li (2010), as they show that Grdexethe lowest score of legal
enforcement mechanisms regarding IFRS implementali€RS adoption should
be accompanied by enforcement regulations to ingrine overall quality of

accounting reports (Christensen et al., 2013).

2.4 The Greek Audit Market

Corporate auditing in Greece began in 1955 with @btblishment of a state-
controlled body of Sworn-In Accountants (BSA). 197D, the international
accounting firms established a rival organisatitime Society of Certified
Accountants-Auditors (SCAA), which lobbied for thermination of BSA’s
monopoly (Caramanis and Lennox, 2008). The govemirakminated BSA in
1992 and liberalized the Greek auditing professidre government then created
a new accounting body, SOEL, to self-regulate thditgprofession (Caramanis
and Lennox, 2008). Many of BSA’s former employeesifed together a very
large Greek audit firm, SOL SA. Meanwhile, small&reek firms were formed
and began to supply statutory audit services witternational audit firms

(Caramanis and Lennox, 2008).
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The Greek Auditing Standards (GAS) were developad@ing to the IAS. The
Greek legislation, with law 3639/2008, is in fulbrapliance with Directive
2006/43/EC on statutory audits of annual and cotst@d accounts (Tsipouridou

and Spathis, 2012).

The Greek Ministry of Economy established the Cotteai of Accounting

Standardization and Auditing (ELTE) in 2003. Themntoittee was supposed to
conduct random annual inspections on listed firfisancial statements. In
cooperation with the Hellenic Capital Market Comsios (HCMC), ELTE

attempted to act as a supervisory body in ordenitagate concerns over audit
quality of financial reporting in Greece ((Tsipalou and Spathis, 2012). Yet,
concerns over accounting quality and auditors’ k& opportunistic behaviour

persist.

2.5 Corporate Governance in Greece

The upgrade of the Greek capital market to a managket status in 2000 and
the global competition for capital increased thepamance of corporate
governance for all firms listed on the ASE andtfer market participants and led
the Greek government to introduce a specific lagigt framework in order to

secure the efficient functioning of the market (Rnopoulos and Asteriou,

2010).

Greek listed firms are governed by Law 3016/2002atTlaw specifies detailed

instructions about the firm’s corporate governaand specifically the structure

29



of the board of directors (Dimitropoulos and Agteri 2010). The legislation
aimed to promote corporate governance activitiesegpond to the increased
importance of corporate governance as a tool fovedtor protection

(Dimitropoulos and Asteriou, 2010).

In terms of corporate governance codes, the Cadidsket Commission initiated
the Committee on corporate governance in Greece.cbmmittee developed a
set of principles and best practices rules pubtisbe October 1999. The
committee recognised that existing Greek legistatiitdd not reduce problems
related to disclosure, minority shareholder rigm®rgers and acquisitions and
executive compensation (Pierce, 2010). It was afgtleat the corporate
governance framework in Greece is outdated and ibdtter to establish a
regulatory framework that would positively affectcaunting and disclosure
quality (Pierce, 2010). In 2001, The FederatioGoéek industries developed and
published the principles of corporate governandas Ts the current corporate
governance code and it makes extensive use ofaheepts and principles first

developed in 1999. The code follows the “Compl¥gplain” approach.

A major problem with the Greek governance codenyr@ther law is the lack of
enforcement. According to Lazarides (2010) theransobserved inefficiency in
the enforcement of rules and regulations by theledel Capital Market

Commission. He argues that although a number datims committed by firms
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have been spotted and documented, yet, no penattiether actions have been

imposed.

2.6 Summary

This chapter has provided a discussion about tk#tutional and contextual
setting in Greece. The focus has been on ownerstiyrture and investor
protection, the Greek accounting environment, theet audit market and
regulatory framework and corporate governance egiguis and its developments
in Greece. The concentrated ownership, weak enfagne and the poor investor
protection environment in Greece are associateld @bserved criticisms on the
accounting and audit quality which negatively af$ethe quality of accounting
reports regardless of the efforts exerted to dgvslmund corporate governance

codes.
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Chapter Three

Theoretical Framework

3.1 Introduction

The aim of this chapter is to articulate the appedp theories relevant to this
research. Corporate governance is influenced byynmher disciplines. The

main theories that affected the development of @@te governance are agency
theory, transaction cost economics, stakeholderryheand stewardship theory
(Mallin, 2010). RPTs are always perceived eitheropportunistic transactions
that reflect a conflict of interest between corlingl and minority shareholders
(Agency Theory) or a normal part of business prectmt have economic
benefits for the firm (Transaction Cost Economic$his chapter will be

organised as follows: Section 3.2 discusses ag#meyy; section 3.3 discusses
transaction cost economics theory and, finally isact3.4 summarises and

concludes the chapter.

3.2 Agency Theory

Agency theory has played a major role in studiesopporate governance (Bryant
and Davis, 2012). Agency theory is based on thatiogiship between the
principals or the owners of the firm and the agemtshe managers. From the
agency perspective, the separation of ownership eodtrol in modern

corporations in the developed capital is considénedoot of the agency problem
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(Fama and Jensen, 1983). However, there are alsefitse for separating

ownership and control.

“These benefits are the reason for the persistesfchis organisational
form for decades. Individuals are not necessarihd@ved with both
managerial talent and financial capital. The ahjlib separate ownership
and control allows the holder of either type of ewthent to earn a return
on it. In addition, the ability to raise capitaldm outside investors allows
firms to take advantage of the benefits of sizepitke managerial wealth

constrains or managerial risk aversion” (Dennis akid@dConnell, 2003:1).

The ultimate element in agency theory is the confbf interest between
principals and agents. A principal assigns an agemiave the decision making
power in the firm and to execute his duties on besfahe principal (Jensen and
Meckling, 1976). If both parties in this relatiofslact opportunistically, there is
a good reason to assume that the agent will nayahact in the best interest of
the principal. Additionally, in the current staté amrporations where there is a
huge number of principals (shareholders) that atenvolved in decision making
and appointing their agents (managers). The prahafso can limit deviations
from his interest by establishing appropriate inises for the agent and by
incurring monitoring costs designed to minimise theusual activities of the

agent (Jensen and Meckling, 1976).
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Moreover, bonding costs are incurred by the priaictp the agent to guarantee
that no harm of the principal’s interest will ocag a result of the agent’s actions.
When divergence occurs between the decisions addkat and the best decision
for the welfare of the principal the outcome is wim called a residual loss.

Agency costs are defined as the sum of monitorogjs; bonding costs and the

residual loss (Jensen and Meckling, 1976).

Agency theory is concerned with resolving two peob$ that can occur in agency
relationships. The first happens when either therést of agent and principal
conflict or when it becomes difficult or expensiee the principal to verify what
the agent is actually doing. The problem here & the principal cannot verify
that the agent has behaved properly (Eisenhar@®9)19he second problem is
the problem of risk sharing. This problem arisemrirthe different views that

each of the principal and agent have towards Essephardt, 1989).

The conflict of interest between principals and rdgecan cause negative
consequences to the firm. Walsh and Seward (199D@jued that “if a firm’s
managers entrench themselves with the sole obgedtivensuring their power,
prestige, and perquisites, the organization idylike lose sight of its competitive
environmental position and will fail.” It is impamt to artificially align
management goals with shareholder goals. This cbhaldccomplished through

structuring management incentives like shares acksbptions, thus including
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long-term behaviour and deterring short-run actitret harm future company

value (Albrecht et al., 2004).

From its roots in information economics, agencytlgehas developed along two
lines: positivist and principal-agent (Jensen, 198hhe two streams share a
common unit of analysis which is the contract betmvthe principal and the agent.
They also share common assumptions about peoprfes,fiand information.

However, they differ in their mathematical rigoepgndent variable and style.

Positivist researchers focused on identifying $itue in which the principal and
the agent are likely to have conflicting interestal then describing governance
mechanisms that limit the agent's self-serving ba&ha. Theoretically, the
positivist stream has been more concerned withribésg those governance

mechanisms that solve the agency problem (EisehHz89).

Positivist agency theory can be regarded as engchconomics by offering a
more complex view of organisations (Jensen, 198R)wever, it has been
criticised by organisational theorists as mininma{lsirsch et al., 1987; Perrow,
1986) and by microeconomists as lacking rigour ¢8an 1983). However, it
should be mentioned that positivist agency theoag Ignited considerable

research and popular interest (Eisenhardt, 1989).

Principal-agent researchers are more concerned avigeneral theory of the
principal-agent relationship, a theory that camapplied to employer-employee,

lawyer-client, buyer-supplier, and other agencwtiehships (Harris and Raviv,
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1978). The principal-agent paradigm involves cdrefpecifications of
assumptions, which are followed by deduction andtheraatical proof

(Eisenhardt, 1989).

In comparison to the positivist stream, principgéat theory is abstract and
mathematical, therefore, less accessible to orgaomal scholars. The most
spoken critics of the theory (Perrow, 1986; Hirstlal., 1987) have focused their
attacks primarily on the more known positivist atreof agency theory. Also, the
principal-agent stream has a broader focus andtegréaterest in theoretical

implications that could be tested. On the contréng, positivists have focused
almost exclusively on the special case of the ol@teD relationship in the large

corporation (Eisenhardt, 1989).

It is also important to mention that in additiontie classic agency problem there
is another problem as well. This problem is basedth®e conflict of interest
between minority shareholders and controlling blbcikders (Berkman, et al.,
2009). Literature has highlighted this problem thet¢urs when large owners use

their power to oppress smaller ones (Miller anca8ir, 2011).

According to normative agency theory, corporatish®uld increase incentive
structures that align the interests of owners aadagers (Fama and Jensen, 1983)
and increase monitoring and control oversight ohagers (Bryant and Davis,

2012). The solution for the agency problems causgdthe separation of
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ownership and control is a system that can acthasntonitoring mechanisms

which is provided by corporate governance.

Corporate governance is argued to deal with theswaywhich suppliers of
finance to corporations assure themselves of ge#tineturn on investment and
make sure that managers do not misappropriate dpé&at they supply. This
problem is of particular significance in companeth concentrated ownership,
because controlling shareholders have the powerexpropriate minority

shareholders (Shleifer and Vishny, 1997).

Previous studies suggested that corporate govesnan@n effective tool to
control the opportunistic behaviours of managenemd reduce agency costs
whether the governance mechanisms undertake aeenahtor external (e.qg.,
Shleifer and Vishny, 1986; Williamson, 1988; Demiad McConnell, 2003;
Bhagat and Bolton, 2008; Chen et al., 2009). Ositedies like Lo et al. (2010)
focused on how corporate governance techniquestdfie actions of the CEO
and top managers. Those studies used company dwmarsl board structures to
explain management’s attitudes on corporate rdsiting, dividend decisions,

and pricing of executive options.

Thus, agency theory views corporate governance amesmms, especially the
board of directors, as being an essential mongodevice aiming to ensure that
any problems that may show up due to the naturehef principal-agent

relationship are minimised. The board of direcisraot only one of the internal
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corporate governance mechanisms that are used cureser facilitate the

alignment of shareholders’ and managers’ interasts to control or remove
ineffective managers (Park and Shin, 2004). Acegydo Jensen (1993) it is the
most outstanding governance mechanism of the m@tegontrol system.

Therefore, the board of directors is perceived asoaitoring mechanism from
the agency view. Blair (1996) mentioned that maragéould be the agents of
the owners; however managers must be monitorednatitltional arrangements

must provide some checks and balances to assyredhsot abuse their power.

Perrow (1986) and others have criticised agencgrihéor being excessively

narrow and having few testable implications. Eisedh(1989) argues that these
criticisms might be extreme, but they do suggesit ttesearch should be
undertaken in new areas through expanding to @&riahd more complex range
of contexts. For example, research can go beyoadtine forms of behaviour

and outcome contracts to a broader range of cdrdi@rnatives and not to treat
contracts as an opposition between behaviour ancome. The richness and
complexity of agency theory would be enhanced seeechers would consider

the broader spectrum of possible contracts.

Hirsch et al. (1987) also recommended that agehegry should be used with
other theories. The reason for this is that agehepry only presents a partial
view of the world that is valid, but ignores thengaexity of organisations.

Several empirical studies discussed this critidisragency theory. Kosnik (1987)
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and Singh and Harinato (1989) studies support agemeory hypothesis, but they
used complementary theories along. Also, the sthglyEisenhardt (1988)

combined institutional theory with agency theory.

According to (Chen and Zhang, 2012) taking agehepty into consideration,
RPTs may be an indication for the presence of am@gproblem. Prior research
have investigated and found evidence on the ad&wtibetween Related Party
Transactions (RPTs) and expropriation of firms’ ogses by controlling

shareholders (Djankov et al., 2008; Johnson e@D0). The reason for this is
that when concentrated ownership is dominatingethera conflict of interest
between controlling shareholders and external &lodders. Controlling

shareholders try to maximise the benefits they yeiljp managing earnings to
conceal these benefits from outsiders (Leuz e2@D;3). Empirical evidence also
shows that controlling shareholder can perform R&a tool for EM to conceal
their private control benefits from other shareleotd(Dahya et al., 2008; Gao

and Kling, 2008).

Corporate governance should mitigate EM, improy®réng quality and impede
opportunistic behaviour (Dennis and McConnell, 2088rdon and Henry, 2005).
This also matches the argument previously presant&hapter 2 of the current
research that related party transactions (RPTs) lmeagither an indication of an
agency problem or just an efficient transaction #ehieves an advantage for the

firm.
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3.3 Transaction Cost Economics

The theoretical debate about the nature of relptatly transactions (RPTS) is
whether they reflect an agency problem and theg tplace as a result of
conflicting interests or a second hypothesis tha&ws that as efficient

transactions. The second hypothesis related to RPTse efficient transaction

hypothesis which is derived from transaction casinemics theory (TCE) of

Coase (1937) and Williamson (1975, 1986). TCE wagehbped by Williamson

(1975). It emphasises that managers should hawegsincentives to ensure that
staff are tightly controlled so that they do wieekpected of them. This theory is

often viewed as closely related to agency theory.

TCE views the firm as a governance structure rdtien a nexus of contracts as
is the case with agency theory. Agency theory aeptnmplies that there is a
connected group of contracts must be establishsidfuesd to align the interests
between the principal and the agent and that tisen® way to have a contract

that can align the interests of the principal dreldgent (Mallin, 2010).

Williamson (1975) developed TCE from the work of &Se (1937) who
mentioned that there are certain economic benéditdshe firm undertaking
transactions internally rather than externally. clontrast with the conflict of
interest approach the efficient transaction hypsihassumes that RPTs represent
sound business exchanges, efficiently fulfillingdlarlying economic needs of the

firm. Therefore, they do not harm the interestssibéreholders and emerge as
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efficient contracting arrangements with some bésapresented in facilitated

coordination and convenient terms and conditiomsz(R 2013).

In this view, RPTs are a natural part of busineskae not necessarily related to
accounting or financial fraud (Gordon et al.,, 200@ging RPTs firms may
enhance efficiency by reducing transaction costsinternal capital and
intermediate goods markets (Williamson, 1975). amtipular, group structures
and internal dealings may provide better allocatimin financial resources,
economies of scale, easier access to finance Rizza, 2013). For example,
Kohlbeck and Mayhew (2010) find that certain refapearty transactions with
executives appear to fulfil economic needs to thm.fYeh et al. (2012:756) also

mentioned some potential benefits of RPTSs:

“The benefits are better allocation and utilisatioof assets, better
coordination among different activities, quickeredback, deeper

reciprocal knowledge, and a reduction of the hopdpunoblems”

Where related party transactions are implementedogpately, listed companies
can make use of them to reduce transaction codta@mneve more efficient asset
utilization (Chein and Hsu, 2010). The argument RBTs might not always be
harmful or maybe sometimes useful is supported lign@ and Hong (2000) who
found that internal sales and purchases can pelsitimfluence firm profitability

in the absence of cross-subsidisation.

41



Chang and Hong (2000) argued that business gros@sheir internal capital
markets to subsidise poorly performing affiliates wew ventures. Cross
subsidisation occurs when a multi-product firm psione below average cost and
makes up for the losses through revenues colldobed the sales of other goods
that are over-priced. In the same sense businesgpgrcan support financially
troubled companies or related firms with greattegi& importance. Although
cross-subsidisation may take place in the form rafateral transfer of wealth
from one party to another, the most common way Ibhiginess groups carry out

cross-subsidisation is by various forms of intetrahsactions.

3.4 Summary

This chapter presented a detailed articulatiomeftheories related to the scope
and context of this research. The two main theaeéated to RPTs (Agency
Theory and Transaction Cost Economics) were exgloreéhis chapter. Looking
at RPTs as a source of conflict of interest implieg it is most commonly used
by controlling shareholders to expropriate the weaf minority shareholders or
conceal private control benefits. On the other hiedlransaction Cost
Economics theory looks at RPTs as a normal busimesess that achieves

economic benefits to the firm and is a facet ofdfieient transaction hypothesis.
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Chapter Four

Related Party Transactions
4.1 Introduction
Related party transactions (RPTs) are a potentan® for insiders to expropriate
shareholders and other investors/lenders (Rynga®it Thomas, 2012). RPTs
have been directly associated with several casésaicial scandals, fraud and
declined earnings quality (Ge et al., 2010). Intipalar, they provide direct
opportunities for managers, directors and relatatigs to extract resources from
minority shareholders (Djankov et al., 2008; Jom&b al., 2000). Although
RPTs are too often used by controlling shareholttertheir self-interest, not all
RPTs are designed or adopted for the purpose abpription and it is reported
that a significant proportion of RPTs are conductddr solely
business/commercial purposes as they can be usedptove asset utilisation

and better allocation of resources (Gordon etG042.

To address RPTs and the potential problems thaldcoe caused by RPTs
International Accounting Standard Z¥AS 24) was first introduced in 1984 and
became effective for the first time on th&df January 1986. IAS 24 attempts to

define and restrict the fraudulent use of RPTSs.

The standard was reformulated in 1994. Howeves, réhvision does not appear to
have effectively overcome the problems of RPTs.eport tabled at an IASB
meeting in 2007 shows that the reformulation tbaktplace in 1994 had merely

excluded some transactions from the standard, aschgency agreements and
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management contracts while including others — agliability settlements by
related parties. In 2009, a revised IAS 24 wasedslA report published by
KPMG in November, 2009 titled “First Impressionsevised IAS 24 Related

Party Disclosures commented on the revision.

“ This revision mainly amended the definition afedated party to remove
some inconsistencies and to make it symmetrical enodlified the

disclosure requirements for government-relatedtstito enable them to
limit the extent of details for disclosures aboB®TR with the government

or government-related entities”(P.6)

The objective of IAS 24 is to ensure that an elstifjpancial statements contain
the disclosures necessary to draw attention toptssibility that the financial
position or profit and loss may have been affettedhe existence of RPTs and
outstanding  balances, including commitments with chsu parties
(PricewaterhouseCoopers, 2010). Continuous effbdse been exerted by
regulatory bodies and accounting standards setidusther develop IAS 24. IAS
24 governs the transactions between connectedpantet, the problems usually
associated with RPTs remained persisting. Chong Bedn (1985) have
conducted a preliminary evaluation of IAS 24 aktAS 57 and found evidence
that the standards only partially overcome the lgrob associated with RPTs.
RPTs literature did not address the effectivends®\® 24 or SFAS 57 or the

amendments that were added to the standards.
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Research has associated RPTs with a number of redepscandals. The
corporate scandals have brought attention to theengal for accounting
manipulations associated with RPTs to produce &ndem earnings quality (Ge
et al.,, 2010). Djankov et al., (2008) argues th&TR may provide direct
opportunities for related parties to extract casimflisted companies (Johnson et
al., 2000). Gordon and Henry (2005), Cheung e(2006, 2009), Berkman et al.,
(2009), Chen at al., (2009), Chalevas (2011), Gal.et(2010), Lei and Song
(2011) and others, all record a significant relainp between the presence and
the volume of RPTs and inflated earnings, declineioority shareholder wealth,

decline in firm value, and negative excess returns.

That said, the literature on RPTs needs to bewadeand compiled for a number
of reasons that can explain the contribution of tbhapter. First, there is an
observable odd pattern in RPTs research in ternsarmopled countries/firms that
might be unhelpful. Hence, it is important to ewd&ithe studies and explain the
possible justifications for this pattern. Explaoas are attributed mainly to
institutional setting. For example, RPTs researsh common in studies
investigating transactions in Asian economies. Agi@onomies are often typified
by an extremely high concentrated ownership andcce&ms around controlling
shareholder motivation to expropriate sharehold&srdon and Henry, 2005).
Additionally, corporate governance reforms aftee #hsian financial crisis in

1997 provided due attention to RPTs and creategeaia context for RPTs
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studies in Asia (Cheung et al., 2006). Thus, infees deduced from those studies

may not necessarily apply to other markets (GoatwhHenry, 2005).

Nevertheless it might be considered surprising RRaTs did not receive similar
attention from researchers in the US given the eorsc over the presence of
suspicious RPTs in recent high-profile accountirgudl scandals like Enron,
Adelphia, WorldCom and Tyco (Gordon et al., 200@) im Europe regardless of
scandals like Rundenwerke, Parmalat and BremeraviwBennouri et al., 2011).
This may be attributed to problems of data avdilghin regard to RPTs. This
lack of available data may have posed a significhatlenge and affected interest
in RPTs research. RPTs are disclosed in finantag¢ments footnotes and hence,
most researchers who investigated RPTs have hagdohand-collected data
which implies spending an extensive amount of timeollect the data and also

restricts the sample sizes (Ryngaert and Thomd<)20

Second, the terms describing RPTs across thetliterare various. Prior studies
on RPTs show that there are a range of studiesusedifferent terms such as
RPTs, affiliated transactions, connected transasfiontercorporate loans and
others to indicate the presence of what is destriyeaccounting standards as
RPTs. Therefore, it is important to accumulate évedence provided by all

studies regardless of the terminology used by eaehto define RPTs. Third, this
chapter presents a summary of RPTs research angsdes what we know based

on RPTs research conducted to date, what issueRfPids research needs to
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address and what are the limitations that accomghay collection of data,

research evidence and RPTs research.

The next section provides an evaluation of whakn@wv about the definition of
RPTs and the types of RPTs. Section 4.3 sheds tighthe proxies used to
measure RPTs. Section 4.4 discusses empirical resaden the determinants of
RPTs. Section 4.5 explores evidence on the diffezensequences that RPTs are
said to produce. Section 4.6 discusses the weatsessl challenges of RPTs

research. Finally Section 4.7 summarises and cdaslthe chapter.

4.2 What are Related Party Transactions

According to the US GAAP Statement of Financial dwating Standards 57
(SFAS 57) Related Party Transactions are definedraasactions between a
company and its subsidiaries, affiliates, princimalners, officers or their

families, directors or their families, or entitieened or controlled by its officers
or their families. The International Accounting &fards (IAS) definition of

related parties is similar to that of the US GAAFAs mentioned in paragraph
29.2, IAS 24 (revised) a related party can be as@er an entity, or an

unincorporated business” (PricewaterhouseCoopefs0)2 The standard’s
definition is in two parts. The first part of thefahition identifies general criteria
that results in a person, or a close member ofpteetgon’s family, being a related
party from the perspective of the reporting entifihe second part of the

definition identifies the conditions that result am entity being related to the
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reporting entity. The second part of the standdeitifies whether a person or

entity should be considered as a related partybr n

According to Ryngaert and Thomas (2012), Jian amth\(2010) and Cheung et
al. (2006) transactions between listed companiesl #meir controlling

shareholders can be classified into five major syfeales and acquisitions of
assets, asset swaps, sales of goods and sernvrees,cdsh payments (or loans or

loan guarantees) and transactions with non-listédidiaries.

4.3 Measures or Proxies of Related Party Transactions

Prior studies used several proxies to measure RRESe proxies are designed to
capture significant RPTs. Measures used in the fiterature can be identified
under two categories, namely, normal and abnornfIsR RPTs are common
transactions that can occur on a regular basisdstva firm and its subsidiary,

parent or affiliated firm.

RPTs are considered to be affected by externabifadike industry, firm size or
debt (Jian and Wong, 2010). The main differencevbenh normal and abnormal
RPTs is that abnormal RPTs measure try to caphasettransactions that are not
explained by other factors that affect the occureenf RPTs, while the other
studies try to control those factors that are etqubto be associated with the level
of RPTs. This section discusses the different @®xised to measure RPTs under

each category.
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4.3.1 Abnormal RPTs

Similar to accounting accruals, the level of RP&s be analysed as fitting into
either a normal or abnormal categorisation for fiha (Jian and Wong, 2010).
Using OLS regressions the normal components of RRdtsare associated with
industry classifications or firm characteristicelsuas size, leverage and growth
can be approximated and excluded from the analysishis case the residual
term from running the regression equation (1) is theasure for RPTs. This
measure was first used by Jian and Wong (2010% mieiasure isolates the effect
of normal components of RPTs that might be assetiatith industry, size,
leverage, and growth (Lo and Wong, 2011). Henceait be argued that the
resulting measure can be a more valid proxy toure@RPTs that are not related
to the main factors that could affect the volumdR&¥Ts. This approach was also
used by Lo and Wong (2011) and Yeh et al. (2012)eifTmodel uses the

following formulation.

RPTs= a + A1 SIZE+ B 2 SALES GROWTH+® 3 LEV+j 3 MB+. (1)
Where:

RPTs = the dollar value of RPTs

Size = natural logarithm of totals assets

Sales Growth= the percentage of sales growth rate
Leverage = Total debt divided by total assets

MB = market value divided by book value of total eguit
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4.3.2 Normal RPTs

Most RPTs studies did not isolate the normal corepborof RPTs from the
abnormal component using the Jian and Wong (2Qdfpach. Instead they tried
to control for these factors. Gordon and Henry 800sed two measures to
measure RPTs, namely, the total number and amadidsclosed transactions.
Chen et al. (2011) measured RPTs as the aggreguena of absolute value of
operating RPTs between a listed subsidiary ancbitérolling shareholders scaled
by lagged total assets for a particular year. @ak al. (2008) measures RPTs
using the monetary value of related party paymantsloans deflated by average
total assets. Nekhili and Cherif (2011) used theunah logarithm of the total
number of RPTs. Similarly Cheung et al. (2009) utes price of the RPTs

included in the sample of the study.

Studies that did not use the Jian and Wong (20@p)oach controlled for firm-
performance and firm size variables. Although thsgelies control for normal
components of RPTs in order to avoid measuremeat by using a proxy that
captures both normal and abnormal RPTSs, it has begcised for not isolating
these components using OLS regressions followiag and Wong (2010). On
the other hand, controlling for (not isolating) thermal components of RPTs
could be capable of avoiding potential endogenisgyes. Endogeneity bias is
any situation that causes the error term to beelmad to one or more
independent variables which might result from omgttsome of the RPTs

determinants from the analysis (Nikolaev and vamtL2005). According to
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Chen at al. (2011) controlling for factors that htigexplain the variability of
RPTs is favoured as this increases the possibibtyavoiding potential
endogeneity problems caused by complete isolationdependent variables that
can contribute to the explanation of the dependamiable RPTs, and hence

would increase the explanatory power of the regrassodel.

A further group of studies have used indicatoralalgs that take the value of 1 to
indicate that the firm has conducted RPTs to mea&Ts. Some of these
studies used indicator variables by assigning tbhatvalue of one to indicate the
presence or the disclosure of RPTs (Balsam ana@if2007; Dayha et al. 2008;
Berkman et al. 2009; Ge et al. 2010; Kohlbeck arayhéw, 2010 and Hwang et
al. 2013). Other studies have used dummy indicaddferently. For example
Ryngaert and Thomas (2012) used a dummy variakhlkeishequal to one if the
total value of disclosed RPTs is more than 1% effttms’ total assets. In other
studies that use transactions as a unit of anahstisad of firms or firm-years Lei
and Song (2011) and Peng et al. (2011) use indicatoables to distinguish
transactions conducted with related parties froneotransactions. Ryngaert and
Thomas (2012) argue that using dummy variablesafemble because assigning
dollar values to RPTs involves nontrivial measuretmerror. Assigning dollar
values is deceptive as it does not account for Gharacteristics and thus might

be misleading with regards to how material areatfm@unts of RPTs undertaken.
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Finally, a limited number of studies have used otmeasures. Aharony et al.
(2010) use change in related party sales and psesh#&o investigate the
relationship between RPTs and earnings managemeuand IPOs. Jiang et al.
(2010) use the amounts under the item “other retdds” deflated by total assets
to capture the amount of loans to related partresiter-corporate loans as they

refer to it.

4.4 Determinants of Related Party Transactions

This section reviews the literature on the deteamis of RPTs. There are three
categories of determinants: (1) firm charactersst() capital market incentives

and (3) governance and controls.

4.4.1 Firm Characteristics

Several studies provide evidence on the relatignfigitween RPTs and firm
characteristics. Size has appeared to be positoaiselated with RPTs (Yeh et
al., 2012; Chen et al., 2011; Jian and Wong, 2@édon and Henry, 2005).
This may be due the fact that there is more valugetexpropriated in large firms
and that large firms are more likely to be the cofefund transferring in a
business group. Moreover, market-to-book equitypasitively correlated with
related sales while negatively correlated with tedldending and guarantee and
related borrowing. This could be based on the ithe& the opportunity cost of
tunnelling funds through RPTs is higher for firmghahigh market-to-book ratios
(Yeh et al., 2012). Ye et al. (2012) use markebaok ratio as a proxy for the

growth potential of the firm. They argue that tratio is an indicator to the future
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growth and performance of the firm. These resuksdifferent from the results
reported in a study that used a sample of Fremohsfiby Nekhili and Cherif
(2011) as they did not document any significanbeisgion between RPTs and

firm size.

Jian and Wong (2010) find that leverage is negbtiaad significantly associated
with related party sales in China. In USA Gordord a&henry (2005) report a
negative association between RPTs and leverageRPAe literature is silent on
justifications for the negative association betw&#il's and leverage, but this is
explained by the negative association between a&izkleverage as in Jian and
Wong (2010) or in prior literature on the link beww firm characteristics and
capital structure similar to Titman and Wessels8@)9vho find that leverage is
negatively and significantly associated with firrmes Nekhili and Cherif (2011)
provide evidence that cross listing is associateh wransactions with
subsidiaries and affiliated companies for Frenamgi This follows the evidence
provided by Coffee (2002), Licht (2003) and Sie@€l09) for whom cross listing

is not an indicator of less expropriation of shatdar wealth.

In Australia Gallery et al. (2008) show that firmgth negative ROA have
relatively higher values of RPTs. Researchers havestigated whether poor
performing firms engage in accounting tactics toage their earnings and found

that weak performance provide incentives in easing@nagement (Dechow et
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al., 2010). This can explain the negative assamatibetween firm

performance/profitability and RPTSs.

Empirical evidence from studies investigating l@ararantees to related parties
provided support to the evidence provided by pstodies investigating RPTs in
general. Berkman et al. (2009) provide evidence films are significantly less
likely to issue loan guarantees when they are smadhich is consistent with the
hypothesis that larger firms are more likely tothe targets for tunnelling. This
result is also supported by Yeh et al. (2012) ay teported that firms are more
likely to issue related guarantees when they areempoofitable and when they

have better growth opportunities.

This is consistent with the hypothesis of Berkmaale(2009) that tunnelling is
less likely when the firm is profitable and has dagrowth opportunities, as
tunnelling can reduce the value of existing invesita and growth opportunities,
offsetting any gains to the controlling block hatleMoreover they provide
evidence that tunnelling is less likely when thatcolling firm is a State Non-

Corporate entity.

Finally, La Porta et al. (2003) examined relateaddlag by Mexican banks and
found that related parties borrow at lower interas¢s and for longer maturities
than unrelated ones. They also post less collaggainst their loans and offer

fewer personal guarantees than normal creditorsatéte parties borrow on
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advantageous terms and default more frequentlyhawe lower recovery rates.

This provides direct evidence on opportunistic RPTs

4.4.2 Capital Market Incentives

Yeh et al. (2012) illustrate two factors that mate the use of RPTs to manage
earnings. The first one is to avoid reporting Iesfecuz et al., 2003) and the
second one is when firms expect to issue seasanety €éBai et al., 2005). The
reported earnings are more important for firms fhlan to issue equity shares
than firms that do not. The two factors combinedidate that the motive to

manage earnings using RPTs is strong when firmeap issue equity.

Yeh et al. (2012) find evidence on the associati@tween RPTs and the
condition that firms are willing to issue seasoegdity offerings in the following
period in the Taiwanese stock market. This is oh¢he propping hypothesis
where RPTs are assumed to be a tool to managenganmpwards. Firms can use
RPTs to inflate earnings in order to avoid repgytilosses or to prop up
accounting numbers prior to seasoned equity issuahen the reported earnings
are crucial. Thus, firms are motivated to reporfTRRo avoid reporting earnings
lower than those of the preceding period (Yeh e28l12). Moreover, they report
a negative association between the change in nétivgocapital and related
lending and guarantees. This implies that firmg #ra in need of funds reduce
the level of related lending to or increase theslesf related borrowing from
other entities in the same business group. JianN&ty (2010) provide evidence

that Chinese firms manage earnings through relptety sales when the firm
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needs to achieve a certain ROE benchmark to qualifissuance of new shares.
Thomas et al. (2004) provide evidence that Japdires® manage earnings using

RPTs to avoid losses, earnings declines and negiatigcast errors.

However, according to the evidence provided by ‘e¢hal. (2012) corporate
governance affects the level of RPTs and it modsrdte motives of using RPTs
in Taiwan. According to Yeh et al. (2012) the qtyabf corporate governance is
negatively correlated with the level of RPTs. Mareg the level of RPTs is
negatively correlated with the interaction termviedn corporate governance and
the motives of managing earnings. This indicated #ven in the presence of
capital market incentives to manage earnings uBiRd@sS, corporate governance
can still mitigate RPTs to manage reported earni8gsilar conclusions on the
role of governance where provided by Jian and W@04.0) who found that the
degree of managing earnings using RPTs is lowenwgenomic institutions are

stronger.

4.4.3 Governance and Controls

Corporate governance and controls proved to hgyesdive interaction role and
evidence shows that it can mitigate using RPTs darnings management
activities. Additionally, other studies provide ther evidence on the link

between RPTs and corporate governance.

An agency theory presumption that large boards theg affect the

effectiveness of the monitoring role of the bodnds been argued to, support
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reducing the number of board members (Jensen, 1€38)sistent with Jensen
(1993), Nekhili and Cherif (2011), Kohlbeck and May (2010) and Gordon
and Henry (2004) find that large boards are astegtiaith more RPTs. Gordon
and Henry (2004) argue that an increase in numbeir@ctors is an indicator of
weak governance and is associated with higher cece of RPTs, in particular

transactions involving executive directors.

In a cross-country study Dayha et al. (2008) firelddence that board
independence is negatively associated with RPT<lwimdicates that more
independent directors reduce the likelihood of RFSlimnilar results are provided
in China (Lo et al., 2010) and Australia (Galletya¢, 2008). This follows the
general expectation in studying the associatiowéetn board independence and
RPTs is that independent directors act as morectefée monitors than inside
directors. Hence, board independence is expected tegatively associated with

RPTs (Chen et al. 2011).

Lo et al. (2010) have investigated other governameeiables and their

association with RPTs. They provide evidence timatsf with a lower percentage
of directors representing the parent company, kiéferent people occupying the
chair and CEO positions, have financial expertsheir audit committees are less

likely to use manipulated transfer prices in RPTSs.

In a US study Balsam and Gifford (2008) show thagider ownership is

associated with RPTs. In France, Nekhili and Chgill) show that voting
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rights held by the main shareholder is positivedgaziated with RPTs. Voting
rights provide expropriation opportunities to thaimshareholders through RPTs.
They do not find evidence on the relationship betwthe degree of separation

between ownership and control nor the affiliatioratbusiness group and RPTs.

4.5 Consequences of Related Party Transactions

Several prior studies investigated the consequenéeRPTs. In particular,
researchers have been interested in contributiniget@ebate about the nature of
RPTs. There are two possible interpretations of Fhe first one is that they
are a facet of conflict of interest and they arentfal to the company and the
second is that they efficiently fulfil the econommeeds of the firm (Gordon and
Henry, 2005). To support one of the two views redears needed and still need
to investigate the consequences of RPTs. Thisosectiviews the literature on
the consequences of RPTs. There are three caegofi consequences: (1)
informativeness of financial reporting, (2) marketluations and (3) firm

performance.

4.5.1 Informativeness of Financial Reporting

Previous studies provide empirical evidence thafT&RRre used to manage
earnings for financial reporting and tax purpodaesgnd Wong, 2011). Moreover,
controlling shareholders can use RPTs to achiewatper benefits at the cost of
minority shareholders (Cheung et al., 2006; Dow ®tofsuire, 2009). In order
for the insiders and managers to retain privatetrobrbenefits they need to

conceal those benefits (Leuz et al. 2003). A cdiimigp party can appropriate
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value for himself or herself only when this valige not verifiable, otherwise
minority shareholders will be capable of provideygjdence of appropriation and
take legal action (Dyck and Zingales, 2004). Hemnesiders and managers use
their discretion over financial reporting for thewn benefit (Leuz et al. 2003).
Therefore, if insiders and managers have incentteegonceal their private
benefits this will affect the informativeness ofndncial statements and

disclosures.

Empirical evidence on RPTs supports the argumeatititlRPTs were used as a
tool for earnings manipulation the quality of fircéad statements and disclosures
will decrease. For example in the USA Henry et(2004) find evidence that
some types of RPTs have been associated with aticgumisstatements and
Gordon and Henry (2005) find evidence that earnmgsagement measured by
adjusted absolute normal accruals is positivelp@ated with RPTs. Hwang et al.
(2013) provide evidence on the positive associdbietween RPTs and earnings
management as measured by discretionary abnormralads in China and shows
that this relationship was mitigated by enactmdnihe disclosure regulation in
November 2000. Also in China Lo and Wong (2011)vte evidence of firms
that are engaging in RPTs and have incentivesaitage earnings are less likely
to voluntarily disclose the pricing methods of phasing/selling of raw materials,
goods and services from.to related parties. Fin@heung et al. (2009) find that
RPTs conducted for expropriation purposes are apaaiad by significantly less

information disclosure. They find evidence on expiation by examining the
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valuation effects of these RPTs which appearedetmégatively affecting the

cumulative abnormal returns.

4.5.2 Market Valuation

Jensen and Meckling (1976) show that, in the extrease, when a manager
owns less than 100% of the firm she does not bkar full cost of any
opportunistic consumption of corporate assets. €gumntly, according to
Kohlbeck and Mayhew (2010) the benefits to managard other insiders
engaged in RPTs will outweigh their costs and manmsnt will receive full

benefits of the RPTs and will bear a minor cost.

Jensen and Meckling (1976) assume that investdisigate this consumption
and price protect against it (Kohlbeck and Mayh204.0) and consequently will
not correct management’s opportunistic actionsréfioee, insiders and managers
will try to avoid RPTs or adapt monitoring mechamssto avoid negative market
implications of RPTs. However, when contractingcastly and managers own
less that 100% of a firm it is possible that themgght be an equilibrium of
manager opportunism and investor price protectiberey managers benefit from
RPTs and investors protect themselves againstahsequences of expropriation
of firm resources and such an equilibrium will gete negative market

valuations (Kohlebeck and Mayhew, 2010).

Earlier studies provide evidence on the valuatiffeces of RPTs. Firms that

conduct RPTs experience a reduction in firm vakm. example, Cheung et al.
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(2009), Lei and Song (2011) and Peng et al. (20449rt a negative association
between RPTs and cumulative abnormal returns (C#f)Ge et al. (2010) find
that RPTs have negative effects on stock price.il&imesults were found in
Hong Kong by Cheung et al. (2006). In the US Gareét al. (2004) provide
evidence on the negative association between RRA sndustry adjusted returns
and Ryngaert and Thomas (2012) find that RPTs ssecsated with share price
declines and with the likelihood that the firm wahter a financial distress or

deregister its securities.

Similarly, a number of studies provide empiricalidence on the negative
association between RPTs and Tobin’s Q. Dahya .e{28108) find that the
occurrences of RPTs is associated with lower Qssample of 799 firms across
22 countries. The negative valuation effects fomé disclosing RPTs are
confirmed by Kohlbeck and Mayhew (2010) in the W8j and Song (2011) in

China and Nekhili and Cherif (2011) in France.

4.5.3 Firm Performance

The RPTSs literature also shows that transactiohshis type, have a negative
impact on firm performance. Although results shdvattfirms use RPTs to
manage earnings to mask their performance pritlP@s, these transactions are
likely to have a lagged negative effect on firmfpanance. Chen et al. (2011)
provide empirical evidence that controlling shatdbeos in a sample of Chinese

firms structure RPTs in pre-IPO period and thes@RRBre associated with a
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positive operating performance which is not peesistand causes a long-term

underperformance and negative stock returns.

Similar results were provided in other studies examg other types of RPTs in

China. For example, Aharony et al. (2010) provite $ame conclusion for firms
engaging in related party sales of goods and ssvit China. Jiang et al. (2010)
show significant negative economic consequencethéshareholders of Chinese
firms engaging in inter-corporate loans measurethbyitem “other receivables”

on the balance sheet. They show that firms witth higlances exhibit worse
future operating performance, both in terms of loawecounting rates of return
and higher likelihood of entering financial disse&urther, they show that firms
with high balances for other receivables are mdkelyl to acquire special

treatment status which indicates that the firms lmas two consecutive annual

losses.

The negative relationship between RPTs and firnfopmance is supported by
several studies and robust to several firm valuasmes. However, Chien and
Hsu (2010) show that corporate governance havesgiymmoderating effect on

the relationship between RPTs and firm value.

Although these results seems to suggest that RRI s dacet of conflict of
interest and information asymmetry problem, the &Hiterature clearly
emphasises that not all types of RPTs have the smyative effects. This

follows the findings of Gordon and Henry (2005) wdrgue that not all types of
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RPTs are associated with earnings management.a@iyniRyngaert and Thomas
(2012) found some RPTs to be innocuous and notatiste of opportunistic

behaviour. Those findings suggest that the assomphiat RPTs are a facet of
conflict of interest should not be taken for grahéad should only be generalised
with care. One explanation for the inconsistencyhi@ conclusions deduced by
the prior literature might be the explanation pded by Jian and Wong (2010).
Jian and Wong (2010) provide evidence that in ttesgnce of an incentive to
manage earnings, managing earnings through condud@PTs or through

accruals can act as substitutes. This implies tietassociation between RPTs
and earnings management when measured using aralsebased measure might

be insignificant or even negative.

One additional problem in the RPTs literature &t tlp to this point in time there
is a clear scarcity in cross-country studies on KfPiat can explain whether the
differences in empirical results that urged redsenx to caution the
implementation of the agency conflict hypothesisRRTs are really valid or
these different results are due to differencesstitutional backgrounds, RPTs
proxies, or even some other external factors tlaay between one study and
another. It is important to the field that crossuuiny research on RPTs is
enhanced. This will help to disentangle the effettinstitutional factors or

measurement errors on the findings of RPTs studies.
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4.6 Weaknesses and Challenges in RPTs research

The RPTSs literature suffers from the following weakses. RPTs are mainly
discussed as either a tool to expropriate minatigreholders or manage reported
earnings. Although both investor expropriation aaghings management may be
influenced by institutional background and invegpootection (La Porta et al.,
1999; Leuz et al., 2003), the RPTSs literature lisnsion the role of institutional
differences among countries in examining the assioci between RPTs and
shareholder expropriation (tunnelling) or earningmagement. There is a severe
scarcity of cross country comparative RPTs studidéh the exception of Dayha
et al. (2008) who examine the relationship betweeT's, corporate governance
and firm value no study covers RPTs in more thaa @yuntry to the best of my
knowledge. Although this helps researchers to remexternal variables that
might affect the investigated relationship, it aleeps RPTs literature with an
observed weakness as there is no evidence on tiaioa of negative outcomes
of RPTs that might be present due to differencesstitutional background and
investor protection. Thus, the role of institutibbackground on the effects of
RPTs and its association with shareholders expabpn or earnings management
and how this varies across different institutiodelckgrounds needs to be

empirically investigated.

This weakness is also justified by another mainkness in RPTs research which
is the availability of data. Similar to other dissures, data on RPTs must be

manually collected from annual reports. This mightone of the main reasons
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that led to a scarcity in RPTs research that coflers from different countries.
RPTs are complicated transactions where disclasegdctions describe a lot of
information like the type, value and parties of thensaction. | hope that the
arguments | have made in this chapter could be tssedcourage data providers
to make more RPTs data available. The availabdftyletailed RPTs data will

allow the pursuit of additional interesting resdagciestions for RPTs studies.

Another limitation is that researchers always hi@veely on information of RPTs
disclosed by the firm. This implies that RPTs thate not disclosed or
transactions with parties not known to the public amditors could remain
unobserved. Although the auditor’s failure to reweg or to disclose a related
party is cited as one of the most common ten alsfitiencies, in the financial
scandals that are associated with RPTs, namelypA@gelnd Enron, the auditors
were clearly aware of RPTs and related parties rd@o et al. 2007). These
undisclosed transactions are more likely to be deedchieving private benefits
by controlling shareholders as controlling shardard always tend to conceal
their private benefits so that external sharehsldker not observe those benefits.
Therefore, the nature of RPTs can provide oppdigsifor controlling
shareholders to achieve private control benefitsuiph undisclosed RPTs. This
suggests that one solution that could possiblygati the effect of this problem
is that auditors and not the firm, should disclaeelations and transactions with
related parties they are aware of. This could He#pgpublic and the researchers to

assess the degree of opportunism in the condud®dd.R
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Finally, the RPTs is silent on the effectivenessi®% 24 in mitigating the

negative effects of RPTs. Chong and Dean (1983uated both IAS 24 and US
GAAP SFAS 57 and show that the standards overconilg partially the

problems associated with RPTs. This is supporteddzpunting quality studies
that have investigated the effect of IFRS/IAS adwpts a whole on accounting
quality like Barth et al. (2008) who provided ewide that accounting quality is
improved in general due to the adoption of IAS. ldgar other studies like
Christensen et al. (2013) show that the problemsiglly not with the standards,
but in the country level enforcement. This suggebst RPTs need to be
addressed in multi-country studies to investighgésitpact of institutional factors
as mentioned earlier and also to separately exatheeffect of IAS 24 and the
amendments taking place to try to disentangle tteeteof IAS 24 on accounting

guality from other IAS.

4.7 Summary and Conclusion

This chapter reviews the RPTs literature. | fitstrisby defining RPTs and their
types. Next, | try to explain the proxies used teasure RPTs. In the following
sections | refer to studies where RPTs are feataedlependent variable to
review the literature on the determinants of RRBéso refer to the studies where
RPTs are featured as an independent variable semrehe empirical evidence
provided by the literature on the consequencesRfsRbased on the empirical

evidence provided to date.
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Firm size is positively associated with RPTs, & tcontrary leverage is
negatively associated with RPTs as several studdisate (Yeh et al., 2012;
Chen et al., 2011; Jian and Wong, 2010; GordonHary, 2005). RPTs also
have shown positive association with firms’ incees to manage earnings, to
inflate earnings or issue equity. Meanwhile, it hagn shown that the presence
of good corporate governance activities can migigdite occurrence and the

negative effects of RPTs (Yeh et al., 2012; Thoetad., 2004).

Prior research (e.g. Henry et al., 2004; Gordon ldedry, 2005; Lo and Wong,
2011) partially supports the notion that RPTs agniy a means of managing
earnings. Evidence shows that RPTs are associatbdearnings management
when measured by discretionary abnormal accruats afjusted abnormal
accruals and they are also negatively associatédtiae quality of disclosures. In
addition to earnings management and disclosuratguavidence (e.g. Cheung et
al., 2009; Lei and Song, 2011; Peng et al., 20hajvs that RPTs are negatively
associated with firm value when measured by cunwelahbnormal returns,
Tobin’s Q, industry adjusted returns and shareepriinally, RPTs literature
shows that notwithstanding that RPTs are conductgdop up earnings, they are
associated with negative firm performance in theirei as their positive impact
on operating performance which is not persistend @auses a long-term
underperformance and negative stock returns (Chah,e2011; Aharony et al.,

2010).
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Finally, 1 explain three main caveats that havenbetentified in the RPTs
research. First is the lack of cross country saithat would enable the researcher
to examine the effects of different institutionattsigs on the RPTs and other
variables of interest. Second, the data for RPBsilshbe hand-collected which
requires extensive effort and time to collect ral@vdata from annual reports.
Finally, that the main feasible source of data ®TRis the information disclosed
by the management of the firm. This implies thaenéver there is a transaction
with an unknown related party or that the firm dat mish to disclose, these
transactions are likely to remain unobservable lzgygbnd the scope of auditors,

regulators and researchers as well.
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Chapter Five

Earnings Management and Corporate Governance

5.1 Introduction

This chapter provides a general understanding roiireggs management. There are
several definitions, determinants and consequefaresarnings management
Thus, this chapter is designed to discuss the costenes of the earnings
management construct and how it is measured idighe of previous earnings

management literature.

The organisation of this chapter is as followssEithe next page displays Figure
5.1 that summarises the main determinants and goasees of the literature
review. Section 5.2 aims to define earnings managerby identifying the

different definitions that have been developed applied in prior research in the
area. Section 5.3 discusses the different detentsnaf earnings management.
Section 5.4 explores the different consequences effielcts of earnings

management according to prior research. SectionaBdiesses the different
measures used in prior research to measure earmagsgement. Finally, a

summary for the chapter is presented in Section 5.6

1 . . . . .

The terms earnings management and earnings qaeditysed interchangeably. Earnings management
expresses decreased informativeness of disclofauniation. In other words earnings management leads
lower earnings quality.
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Figure5.1

Determinants of Earnings Management (EI\"I)

1) Firm Characteristics

2) Financial Reporting Practices
3) Governance and Controls

4) Auditors

5) Capital Market Incentives

6) External Factors

Earnings Management (EM)

Consequences of Earnings Management (EM)

1) Market Valuation
2) Real Activities
3) Cost of Capital
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5.2 Earnings Management

Earnings management is considered to be a cemngeo affecting the quality
of financial statements. The extent to which mansagan manipulate earnings
figures is seen as an indication the investors aargly on accounting reports
(Aharony et al., 2010). The flexibility of accoumgi choices provided by
accounting standards provides fertile ground foniegs management practices

(Watts and Zimmerman, 1990).

According to Watts and Zimmerman (1990) and Fiedtsl. (2001), managers
can exercise discretion over the accounting numifeush discretion can be
either from an opportunistic perspective or a digma perspective (Beneish,
2011). Managers have some opportunity to manip@ateings to maximise their
own interest or signal their private informatiohetefore they can influence and

distort the information content of earnings (Hedl985).

Earnings management can be defined as the alterafioa firms’ reported
economic performance by insiders to mislead somepy of stakeholders and
influence contractual outcomes (Healy and Whal®991 Leuz et al., 2003) and
this is known as an opportunistic exercising ofcion. In this case it is an
intended misrepresentation or masking of true econgerformance (McVay,

2006).

Opportunistic earnings management takes place whanagers manipulate

earnings to increase their compensation. Evidenteomportunistic earnings
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management was provided by Healy (1985) who foumt bonus schemes
influence the accounting choices that managers seton make towards
maximising their bonus awards. His results showstt@ng association between
accruals and managers’ income-based incentivesrinscontracts. Prior studies
provide substantial evidence that executives engagearnings management
(Healy, 1985; Healy and Whalen 1999; Kothari, 20Biklds, 2001; Cheng and
Warfield, 2005; Bergstresser and Philippon, 2006a¥@ and Purnanandam,
2010). On the other hand the information perspeativearnings management or
discretion was first articulated by Holthausen damdtwich (1983). Under this
perspective managers use the discretion to sidgmat expectations about the
firm's future cash flow. Accounting earnings are rmoreliable and more
informative when the opportunistic behaviour of @mgers is controlled by

monitoring systems (Dechow et al., 1996)

An alternative definition of earnings managememtravided by Schipper (1999).
Schipper (1999) defines earnings management astamdied intervention in the
external financial reporting process. The aim afhsintervention in many cases
is attributed to obtaining private gains. This d&éfon does not include
managerial accounting reports or activities. Howewther studies show that
managers also can manipulate real activities dutivey year to meet certain
earnings targets. Real activities manipulation take place either through
investment activities or operational activities {Roowdhury, 2006). Also

earnings can be managed by manipulation of accriéis no direct cash flow
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consequences. Examples include under-estimatingdbbts and delaying asset

write-offs (Roychowdhury, 2006).

Taking the definitions provided by Schipper (19881 Healy and Whalen (1999)
into consideration, Dechow and Skinner (2000) slaogiscrepancy between the
perceptions of both academics and practitionersatdsvearnings management.
Dechow and Skinner (2000) argue that the differeletween earnings
management and fraud should be more obvious imitefis used by academic
scholars. The definitions used by academics do distinguish between
intentional fraud and making use of one of the aihaccrual accounting which
is to help investors assess the firm’s performahaoeng a period through the use
of basic accounting principles such as revenue gration and matching

(Dechow and Skinner, 2000).

The current research defines earnings manageméneiwith Healy and Whalen
(1999) and Leuz et al. (2003) who assume that egsninanagement occurs as a
result of an intention to mislead shareholdersnyr@her stakeholders to achieve
personal goals. This definition was used in restudies (e.g., Garcia-Meca et al.,
2009; Gopalan and Jayaraman 2012). Earnings mamagem the current
context is affected by corporate governance andsitor protection mechanisms

(Leuz et al., 2003).
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5.3 Earnings Management Determinants

Earnings management is an important accountingeidsn academics and

practitioners alike. A large body of academic resle@xamines the causes and
consequences of earnings management (Dechow et2@l2). Earnings

management in several cases is recognised in theumting and finance

literature as a manifestation of opportunistic vétars of management, where
the quality of financial information disclosed istbrted by managers (Chen and
Zhang, 2012). The quality of financial statemendsaifected by managers
attempts to manipulate reported earnings (Aharanyle 2000; McNichols,

2000).

The aim of this section is to provide a review darrengs management
determinants. In particular this section discusties relationship between
earnings management and governance on one hanthanelationship between
earnings management and other firm activities dmatacteristics on the other

hand.

According to Dechow et al. (2010), six main factoas influence the earnings
management behaviour of a company’s managementseTlave (1) firm
characteristics, (2) financial reporting practic€, governance and controls, (4)

auditors, (5) equity market incentives, and (6pexal factors.
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5.3.1 Firm Characteristics

Previous studies find evidence that firm charastes can affect earnings
management proxies. Firm characteristics like dpethow, 1994; Dechow and
Dichev, 2002), growth (Gopalan and Jayaraman, 2@M®) size (Hirbar and
Nichols, 2007), have been discussed in prior liteea as factors that can

influence earnings management.

Several studies investigate the effect of firm perfance on firms’ earnings

management practice. Kinney and McDaniel (1989%0Re (1992), Balsam et al.
(1995), Defond and Park (1997), Keating and Zimnaarif1999) and Doyle et al.
(2007) provide evidence that weak performance dresrnings management. On
the other hand DeAngelo et al. (1994) and Frartca. €1996) suggest that weak

performance places limits on earnings managemegaramities.

Debt and constraints around the use and acquisttiotiebt finance has been
found to provide incentives for earnings manageraenbrding to prior literature.
Leverage increases the potential for earnings nmamagt through income
increasing accruals and other income increasing@uating choices. Prior
evidence shows that debt is positively associatiéid imcome-increasing earnings
management when firms wish to reduce the probabditydebt covenant
violations and improve the firm’s bargaining powerridg debt negotiations.
Support for this position is provided by Sweeny94pwho found that managers
of firms approaching default, respond with incomeréasing accounting changes

and that the default costs imposed by lenders aedatcounting flexibility

75



available to managers are important determinantsmahagers' accounting
responses. The debt covenant hypothesis is algmded by Dichev and Skinner
(2002). DeFond and Jiambavlo (1994) also examihedncidence of abnormal
accruals in a sample of firms that reported debienant violations in annual
reports and found that in the year prior to via@atithat abnormal levels of
accruals were significantly positive (both totadamorking). Beatty and Weber
(2003) examine whether the provisions of a firméslk debt contracts affect its
accounting choices. Findings show that borrower®sghbank debt contracts
allow accounting method changes are more likelgrtgage in income increasing

earnings management.

Other studies have investigated the role of growmthearnings management.
Studies that measured growth using sales growthebrloperating asset growth
provide evidence that higher growth rates are aatmut with higher levels of
earnings management (Nissim and Penman, 2001; Pemraad Zhang, 2002).
On the other hand, Lee et al. (2006) do not figphificant association between

growth and earnings management.

Firm size also has been suggested as a deternohadrnings management.
Recent studies project that size will be positivatgociated with earnings quality
and that larger firms will have lower levels of mags management. Large firms

have the capability to maintain an adequate integantrol system and
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experience less internal control deficiencies camgbao smaller firms (Doyle et

al., 2007).

The abovementioned studies show that firm charatty can act as a
determinant of earnings management and that diffefem characteristics
influence earnings quality in particular firm pearftance, debt, growth and size
can influence manager’s decisions and hence, quaidde an incentive for an
accounting choice that might entail earnings mamege. Although the evidence
on the association between earnings managementfigndcharacteristics is
mixed, there is no doubt that they need to be demsd as determinants of
earnings management in firms. This explains thdugion of several firm
characteristics as control variables in earningsagament studies. When a study
investigates the association between earnings reamay and any other
phenomenon, the researchers need to make surdghthathange in earnings
management is explained mainly by the independamalves and that results are
not influenced by firm performance, size, growthdabt. This is shown in the

discussion of earnings management measures irn8e:s.

5.3.2 Financial Reporting practices

Prior literature highlights three features of fineh reporting practices that
researchers predict to affect earnings quality. sEhteatures are classified as
follows: the flexibility of accounting methods omrimpciples, other financial

reporting practices including financial statemenassification and interim
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reporting and finally, principles based versussulased methods (Dechow et al.,

2010).

Some early studies have provided evidence on tlatiaie between accounting
methods or principles and earnings management.ekample the results of
Barfield and Comiskey (1971) suggest that the @hoifcdepreciation method can
affect earnings smoothness. Also the results ostiheéy conducted by Beidleman
(1973) show that firms select certain accountinghmes which provide them
with increased discretion to influence reportechegays. However, Dechow et al.
(2010) argues that the notion that accounting ntetblooice leads to lower

guality of earnings, does not have sufficient suppo

The association between other financial reportingciices like financial
statement classification and interim reporting h&deen examined by McVay
(2006) and the results show that managers oppsticaliy shift expenses from
core expenses that include cost of goods sold ailihgs general, and
administrative expenses to special items so thatinge analysts forecasts is

attainable.

The effects of interim reporting on earnings mamag@ have only been thinly
studied. Those studies indicate that firms timeme recognition across periods
within a fiscal year; this affects the quality afterim versus fourth quarter
earnings (Dechow et al., 2010). However, the resultre mixed whether firms

manipulate earnings in years when there are higientives for earnings
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management (Kerstein and Rai, 2007; Jacob andrikege2007) or when those
firms need to avoid negative earnings surpriseuattgrs rather than fiscal years

(Brown and Pinello, 2007).

The third feature of financial reporting that cae & determinant of earnings
management is related to the adoption of particalecounting principles.
According to Barth et al. (2008), principles-bastdndards have the advantage
of removing allowable accounting treatments andiiragg accounting measures
that better reflect a firm’'s economic performancehis should increase
accounting quality if these actions could limit tbpportunistic discretion of
management in determining accounting amounts. Thusnciples-based
standards are assumed to provide higher earnirggyguiHowever, these authors
also argue that their predictions may not be sulisted. On one hand,
principles-based standards limit managerial digmmetrelating to accounting
alternatives which could eliminate a firm’s abilitio report accounting
measurements that are more reflective of the fis@omic performance (Barth

et al., 2008).

Dechow et al. (2010) indicate that the evidencéhenimpact of principles-based
standards versus rules-based standards on eamiamgagement is mixed. The
results of Barth et al. (2008) indicate that IASir{piples-based standards) is

associated with less earnings management. In @ntaccia et al. (1995) and
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Nelson et al. (2002) found that principles-basedndards cannot alleviate

opportunistic earnings management.

5.3.3 Governance and controls

Internal controls include monitoring mechanismssaroby the principal in the
principal-agent relationship, as well as bondinghamisms chosen by the agent
at some cost (Jensen and Meckling, 1976). Thisioseawill discuss the
governance and control mechanisms that can mitigateings management
behaviour and enhance the informativeness of disddinancial statements. The
mechanisms that will be discussed are the chairstatsrof the board of directors
(BOD) and internal control procedures, managerinbre ownership and

managerial compensation.

5.3.3.1 Board of Directors

Boards consist of two different types of directasecutive and non-executive.
Executive directors are responsible for daily mamagnt issues in the firm and
they are directly responsible for all businesstsyi@s. The executive directors
are the subordinates of the Chief Executive off(GfO) (Weir and Liang, 2001);
therefore, they are not in a strong position to noonor discipline the CEO

(Daily and Dalton, 1993). Cadbury (1992) identifigee monitoring role as the
primary role for non-executive directors. The boafdlirectors is not only one of
the internal corporate governance mechanisms thaised to secure or facilitate
the alignment of shareholders’ and managers’ isterand to control or remove

ineffective managers (Park and Shin, 2004).
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According to Fama and Jensen (1983), the boardrettdrs is a tool that could
be used by shareholders to monitor top managea.dBare not always capable
of exercising this role effectively. This lack offextiveness requires more
analysis of some board issues (De Andres, et @5)2 Prior research highlights
the main board issues that are required to be ssielle Among those issues, the
most important are board independence and boaudtgte as shown by prior
studies (Hermalin and Weisbach, 1991; Jensen, 19@8jer, 1997; Rosenstein

and Wyatt, 1997; Eisenberg, et al., 1998).

Studies that examine the association between emnmanagement and the
structure of the Board of Directors (BOD) provideéidence that some BOD
characteristics have proven to be successful ifgatihg earnings management
practices. Klein (2002) examined whether the presef an audit committee and
BOD independence are associated with less earmiagggement. The results
have shown a significant negative relationship etw the percentage of
independent members of an audit committee and ataicgiccruals (proxy for
earnings management). Also, a negative relationfoisnd between BOD

independence and abnormal accruals.

These results suggest the enhancement of BOD indepee as this increases the
effectiveness of the monitoring process. Supporévigence on the role of BOD

in constraining earnings management is providedsdyeral studies (Beasley,
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1996; Abbott et al., 2004; Krishan, 2005; Karamanod Vafeas, 2005; Farber,

2005; Vafeas, 2005).

On the other hand a study conducted by Larckerl.e2807) examined the
association between fourteen corporate governamoendions and earnings
management. The results showing mixed associatghsearnings management.
Therefore, the evidence on the relationship betwemaporate governance and

earnings management remain mixed.

5.3.3.2 Internal control procedures

The evidence consistently suggests that strondgernial control procedures are
associated with less earnings management (Dechak,€2010). Doyle et al.
(2007) examined the relationship between accruaddity and internal controls
and they provide evidence that weaknesses in thenad control environment is
associated with higher levels of earnings managemeasured in terms of
accruals quality. Further, they find that this tela between weak internal
controls and lower accruals quality is driven byakmess in disclosures that are
relevant to overall company-level controls and leenoay be more difficult to

audit. They find no such relation for more audigal@iccount-specific weaknesses.

In another study by Ashbaugh-Skaife et al. (2008, effect of internal control
deficiencies on earnings management was investigateey used the Sarbanes-
Oxley Act mandated internal control deficiency (ICBisclosure and external

auditor opinion on internal control. They documknwer quality of earnings for
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firms with greater numbers of deficiencies in in@drcontrols. Another internal
control procedure that was examined in the sam&xgbis managerial turnover.
Evidence shows that managerial turnover turnedeta blisciplining mechanism
that mitigates earnings management. Evidence oraskeciation between less
earnings management and managerial turnover isidedvby several studies
(Moore, 1973; DeAngelo, 1988; Collins and DeAngdl®90; Dechow and Sloan,

1991; Pourcriau, 1993, Geiger and North, 2006).

In general, it should be taken into consideratibat tthe monitoring nature of
internal controls can affect earnings quality pesly at least in some cases. One
of the main aims of internal controls is to ensilre informativeness of earnings
and that the financial statements are reflectingea picture of the firm’s

performance (Dechow et al., 2010).

5.3.3.3 Managerial Ownership

Following the ideas introduced by Berle and Med®3R), finance and strategy
researchers (Jensen and Meckling, 1976; Shleifér\vashny, 1986; Gedajlovic
and Shapiro, 1998; Thomsen and Pedersen, 20009ddan the agency costs of
professional managers that could result from theaisgion of ownership and
control. Agency costs are often used to refer ¢odsts incurred by the principal
to decrease the likelihood of the agent’s (managepursue his personal interests

at the expense of the interests of shareholders.
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Managerial ownership is traditionally viewed as Jding a direct economic
incentive for managers to engage in active momgpand align ownership and
control through stock ownership (Bhagat et al., 99t some firms, managers
have limited power due to the large control powessessed by relational
investors. The term relational investors is usualbed to describe influential
shareholders who hold large proportion of a comizasiypck for a long period of
time and they actively monitor the firm’s perforncan(Bhagat et al., 2004). It
could be argued that relational investors are astgube for corporate control

(Jensen, 1986).

It is predicted that lower managerial ownership associated with both
contractual constraints that are often denominatedccounting numbers and
consequent greater managerial motivation to eitblex restrictions or capitalise
on incentives. Moreover, lower managerial ownerskgp predicted to be
associated with information asymmetry, informatiees of earnings or earnings
management (Warfield et al., 1995). This argumensupported by empirical

evidence which | discuss in the next three pardwggap

Prior literature has shown that evidence on th@aaton between earnings
management and managerial ownership is mixed (Rechoal., 2010). For
example, Lafond and Roywchowdhry (2008) examinedtfiect of managerial
ownership on financial reporting conservatism. Thieg that conservatism as

measured by asymmetric timeliness of earnings meliwith managerial
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ownership. This is consistent with the conclusioovmled by Smith (1976) that
policy decisions by manger firms smoothed earnisgmificantly more than

decisions made by owner firms. These studies @@ @nsistent with Dhaliwal

et al. (1982) as they examine the relationship betwthe ownership structure of
the firms and the accounting methods they applyseBaon the ownership
structure of the firms, they compare owner corgbllversus management
controlled firms and find that managerial ownersimfluences the choice of
depreciation methods adopted for financial repgrti®imilar evidence was
provided by Dyl (1989) who found that managers adely held firms are more

likely to choose FIFO method for inventory valuatias it increases reported

income.

Other studies find evidence that support the ineentalignment effect of

managerial ownership. For example, Warfield et(d#095) records a positive
association between managerial ownership and egmrerplanatory power for
returns and negative association with the magnitofl@ccrual adjustments.
Moreover, Gul et al. (2003) finds that manageriahership is a moderator of the
positive association between discretionary accraats audit fees that can affect

this relationship negatively.

5.3.3.4 Managerial Compensation

Finally, evidence on the relationship between ottarestics of managerial
compensation and earnings management is massiudieSton managerial

compensation and its relationship with earnings agament included different
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types of managerial compensation like bonus plang @arnings-based
compensations, equity-based compensations includxegutive stock options

and insider trading.

Examples of studies that used bonus plans andnggrbiased payments include
Hagerman and Zmijewski (1979), Bowen et al. (19&1galy (1985), Skinner
(1993), Holthausen et al. (1995), Gaver et al. $)%nd Guidry et al. (1999).
Studies of equity-based compensation include Bakeal. (2003), Coles et al.
(2006) Bergstresser and Philippon (2006), Burnskaida (2006), Erickson et al.
(2006), Efendi et al. (2007), McAnally et al. (2008ohsnon et al. (2009) and
Armstrong et al. (2010). Up to the best level obktedge, three studies used
insider trading to measure managerial compensdBemeish, 1999; Summers

and Sweeny, 1998; Darrough and Rangan, 2005).

According to Dechow et al. (2010), the results bése studies are mixed.
Dechow et al. (2010) argue that it is not feastblsummarise and compare the
results of those studies as each study identifiggeaific form of compensation-
related incentives to a specific earnings managéerobjective (smoothing or
meeting targeted earnings). Moreover, each studmptiiies a specific tool of
earnings management. The degree of mixed evidetrwssathe studies likely
reflects the difficulty of correctly matching commmation incentives to the

earnings management tools.
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5.3.4 Auditors

According to Arens et al. (2012) Auditing is defihas the accumulation and
evaluation of evidence about quantifiable informatof an economic entity to
determine and report on the degree of corresporedbatween the information
and established criteria. Auditing should be dogeabcompetent independent
person (Arens et al., 2012). The objective of aditaaf financial statements
prepared within a framework of recognized accountiolicies is to enable an
auditor to express an opinion on such financiakestents. The auditor's opinion
helps establish the credibility of the financiahtsments (International Audit

Practices Committee, 1980).

It is expected that auditors and audit practicesaadetermining factor in earnings
management because of their role in mitigatingnitnd@al and unintentional
misstatements in the financial statements of thm. firhe ability of the auditor to
limit misstatements is dependent on the auditobdita to detect material
misstatements and to adjust for or report it (Deflag1981). It is hypothesised
that the ability of the auditor to detect errorgpeleds on the effort and the
effectiveness of the auditor. It has also been extghat the auditor is usually
driven by high standards ethicality, independenue @eputation which require

him to detect errors or fraud in the financial staénts (Nelson et al., 2002).

Auditor effort or effectiveness can be measuredngusdifferent proxies.
Caramanis and Lennox (2008) used the number ofshspent and Krishnan

(2003) used auditor industry experience. This lati@xy measures attributes
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based on the familiarity of the auditor with theduistry in which the client
operates. Solomon et al. (1999) argue that induspegcialist auditor firms
provide higher quality in the audit process. In sh&dies conducted by Caramanis
and Lennox (2008) and Krishnan (2003) the resudsehshown negative
association between audit effort/effectiveness @agnings management as

measured by discretionary accruals.

Other measures for effort/effectiveness includeitaudenure. Johnson et al.
(2002) examined whether audit tenure is associatdgdbetter financial reporting
quality. The results have shown that short audit-fienures are associated with
lower earnings quality. Those results are conttadjcthe results of the study
conducted by Chen et al. (2008); the later studydothat audit-firm tenure is

associated with better earnings quality.

Evidence on the association between the auditor eemhings quality was
sometimes based on the categorisation of audisflignsize. Big audit firms are
hypothesised to provide better audit quality, amastenhance reporting quality
and the informativeness of financial statements disdlosures. For example,
Becker et al. (1998) assume that big audit firmgehligher audit quality and
examine the association between audit quality ardirgs management. Their
results show that audit quality is negatively agged with earnings management.
This evidence is consistent with Teoh and Wong 3)199DeFond and

Subramaynam (1998) and Francis et al. (1999).
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Finally, evidence on the relation between audisfaed earnings management is
mixed and further depends on the type of fees vandtiey are audit or non-audit
fees (NAF), sample firms and the specific meastdracoruals quality. Several

studies have been conducted in this context, lutrésults were not consistent
(Frankel et al., 2002; Ashbaugh et al., 2003; Chamg) Kallapur, 2003; Gul et al.,

2003; Gul and Srinidhi, 2007).

5.3.5 Capital Market Incentives

Regulators and investors have raised concernsdini@in management incentives
could lead to earnings management and this coulgatively affect the
informativeness of the financial statements andtrdmrte to recent corporate
scandals (Levitt 1998; cited in Cheng and Warfiel@)5). Earnings management
is always a mean to an end, and uncovering thevesfor earnings management

is the key to explaining the issue (Chen et all,120

Several studies provide evidence that a firm’s nedaise capital is likely to
affect the accounting choices it makes. This mighad to using opportunistic
accounting choices. Therefore, the firm’s accowunthoices and thus its earnings

quality may differ when a firm is raising capit@léchow et al., 2010).

The academic literature has long been interestedamings management by
companies and how they use it to achieve capitakehadvantage. For example,

Aharony et al. (2000) examine the earnings pattéinitial public offering (IPO)
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firms in China and find significant evidence thatrgle firms use accruals-based

earnings management to boost their earnings riantiPO.

A very important research question is “are accrdaléng IPO opportunistic?” In
attempting to answer this question Teoh et al. §1%8d evidence that IPO firms,
on average have high positive issue-year earnimgs abnormal accruals,
followed by poor long-run earnings and negative cabral accruals. This
evidence supports the argument that firms managenga when they need to
raise capital. The motives offered in the literatuior such opportunistic
behaviour (e.g., Aharony et al., 1993; FriedlarQ4,9Teoh et al., 1998) suggest
that such manipulation may be induced by the dedireanagers to increase their
wealth by increasing the value of stock retainedl @ash receipts from the partial

disposition of existing stock.

Aharony et al. (2010) extend this motivation sugiggsthat inflating earnings in
the pre- IPO period is motivated by the prospecdtiohelling opportunities in the
post-IPO period. Johnson et al.’s (2000) definedéling as the transfer of assets
and profits out of firms for the benefit of thoséavcontrol them. Aharony et al.
(2010) find evidence that Chinese firms manageiegsnupwards in the pre-IPO

period.

In a different context, Dietrich et al. (2000) exaemwhether raising capital in
debt markets provides incentives for earning mamagé. The findings show that

managers select accounting methods that will yieldhigh reported earnings,
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time asset sales to smooth earnings changes anokttsmet asset changes and

boost fair values prior to raising new debt.

5.3.6 External Factors

In addition to all determinants of earnings managetinthat were previously
mentioned, there are other external factors that icdluence the earnings
management behaviour of a firm. Considerable eweesuggests that external
factors like capital requirements, regulatory regunents or industry regulations
are associated with accounting choices and earningsagement behaviour

(Dechow et al., 2010).

For example, under the 1996-1998 security regulatimtroduced in China,
Return on Equity (ROE) has to be at least 10% Hoed consecutive years for a
firm to qualify for stock rights offers (Haw et aR005). Therefore, managers
manage earnings through income increasing acctoafeeet regulatory ROE

targets (Haw et al., 2005).

Jones (1991) investigates whether firms would marsaynings downwards to
benefit from tariff increases and quota reductiodsring import relief

investigations by the United States Internationaldé commission (ITC). The
amount of relief granted to a firm depends to aagrextent on accounting
numbers, thus encouraging firms to manage earninggrease the likelihood of

obtaining an import relief or increase the amounebef granted.
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Han and Wang (1998) investigate whether oil congmiiat expect increases in
earnings resulting from sudden price increasesnduthe 1990 Persian Gulf
crises use accounting accruals to reduce earningsot Iraq’'s invasion of

Kuwait led to a sudden leap in world oil prices amdjasoline prices in the US.
Oil firms were accused of price gouging which caupablic anger and demand
for appropriate government actions in the US. Anguihat firms might manage
earnings to reduce earnings would help decreabmgensitivity of the political

situation, Han and Wang (1998) examine earningsagement practices by
firms that are expected to benefit from the suddereases in oil prices. Results
show that those companies that expect to profinftbe crisis used accruals to

reduce their reported quarterly earnings duringGh# crisis.

5.4 Earnings Management Consequences

Prior research has highlighted several consequefocesarnings management.
However, this section aims to discuss the consespsethat are relevant to the
context of this research. Therefore, this sectigplages the studies providing
evidence for the following consequences of earninggnagement: market

valuations, real activities, cost of equity capéatl cost of debt capital.

5.4.1 Market Valuations

Prior research shows that firms manage reportedireg to avoid earnings
decreases and losses (Burhgstahler and Dichev,) 188@ meet analysts’

forecasts (Burgstahler and Eames, 2003) and timas$ finanage both earnings and
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expectations to meet or exceed analysts’ earnimgedst as this will reward the

firm with higher valuation (Kasznik and McNicho)02).

However, the literature provides evidence that rgamtp earnings through

discretionary loss reserves are not rewarded wgheh firm valuations. Beaver
and McNichols (1998) and Petroni et al. (2000) rdca negative relationship
between discretionary loss reserves and firm vaoatWhen firms subsequently
fail to achieve a target, they are more likely tusd the extra valuation
immediately (Skinner and Sloan, 2002). Dechow et(2010) provides two

explanations for this. First, they argue that tharkat rewards some types of
earnings management and not others. Second, therg@assibility that there is

greater market mispricing of less transparent egsimanagement techniques.

5.4.2 Real Activities

Earnings quality is positively associated with istveent efficiency through
reducing information asymmetry between managersshadceholders (Biddle and
Hilary, 2006). McNichols and Stubben (2008) alsaaraie the impact of
earnings management on investment decisions. Tihdings show that earnings

management can influence internal decisions.

Other studies have suggested that voluntary disodecisions are affected by
earnings quality. Lougee and Marquardt (2004) timat firms with low earnings

informativeness are more likely to disclose prarfarearnings than other firms.
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5.4.3 Cost of Capital

Francis et al. (2004) examined the relationshipvbeh the cost of equity capital
and seven attributes of earnings (as proxies forimgs management). They find
that firms with least favourable values of eachilaite experienced a larger cost
of equity than firms with more favourable valueshaBacharya et al. (2003)
document that an increase in earnings opacity édsed earnings quality) in a
country is linked to an economically significantiease in the cost of equity and
an economically significant decrease in tradingdtoek market of that country.
Jayaraman (2008) found that smoother earningsramgg that are more volatile
than cash flows are associated with more informati®ymmetry and higher bid-
ask spreads. Further evidence is provided by Hripal Jenkins (2004) who
found that firms manage earnings through stocknd@ases to avoid a potentially
large negative stock price response. Also, Decébal. (1996) documented that
firms manipulating earnings, experience significamtreases in their cost of
capital. When the earnings overstatements are nésexy investors will estimate
the extent to which firm value was overstated drel dtock price will decrease

accordingly. Lower firm value implies more cost&ise capital.

Similar evidence also exists for debt capital marKée cost of debt capital is
higher when earnings management (earnings qualit®yies are higher (lower).
Francis et al. (2005) find that poor accruals dya$ associated with higher cost
of both debt and equity. Firms with poor accruatsurred higher interest

expenses. Also, Bhojraj and Swaminathan (2007) éwdlence that corporate
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bonds of firms with high operating accruals undefiggen corporate bonds with

low operating accruals.

5.5 Earnings management measures

Prior studies used several proxies for earningsag@ament. Some proxies are
relevant to the properties of earnings like earsisgnoothness and accrual-based
earnings management. (Leuz et al., 2003; Gopaldnlayaraman, 2012). Other
proxies are either relevant to investor respongssnto earnings (e.g.,
Holthausen and Verrechia 1988) or external indrsatd earnings management

(e.g., Dechow et al., 1996).

However, it is believed that measures that useuatxrare most effective in
measuring earnings management. These measuresptati@ndirectly capture

problems with the accounting measurement system aadso in particular

relevant in the research context of earnings manage and earnings
manipulation (Dechow et al.,, 2010). Therefore, savestudies have used
accounting accruals to capture earnings managefeant Jones, 1991; Dechow
et al., 1995; Dechow and Dichev, 2002; Leuz et200Q3; Francis et al., 2005;
Kothari et al., 2005; Gopalan and Jayaraman, 2003k section discusses two
streams of using accrual-based earnings managenangly, abnormal accruals

derived from modelling the accrual process andiegrsmoothness.
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5.5.1 Abnormal Accruals and Modelling the Accrual process

Abnormal accruals have been the focus of much értapiesearch in accounting.
They have been used as a proxy of earnings manag@meost of the studies.
The normal accruals reflect fundamental performahae abnormal accruals are
meant to capture distortions included by earningmagement which are more
likely to indicate opportunistic earnings managetrtaghaviour (Dechow et al.,

2010).

The most widely used accruals models are Jonesl)18bdified Jones model
by Dechow et al. (1995), performance matched discrary accruals by Kothari
et al. (2005), Dechow and Dichev (2002) approaal, discretionary estimation
errors conducted by Francis et al. (2005). In exrdiure review of 300 earnings
management studies, Dechow et al. (2010) summathesé models in an exhibit

which is shown in Table 5.1.

5.5.1.1 Jones (1991) Model

The study conducted by Jones (1991) focuses omuascto capture earnings
management. In particular, the Jones (1991) maoskd discretionary accruals to
measure earnings manipulations. The contributiothefJones (1991) model is
that prior studies used the discretionary part sihgle accrual account to capture
earnings management as used in McNichols and W({5888). However, Jones

(1991) used the discretionary portion of total asats to capture earnings
management that are not mainly related to fundamhdinin characteristics that

are correlated to accruals.
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Jones (1991) defines the accrual process as imgjudiorking capital and
depreciation as a function of sales growth and gmgp plant and equipment
(hereafter PPE). Sales growth control non-discnetip working capital and PPE
control non-discretionary depreciation expense r{Bet and Skinner, 1996).
Total accruals are measured as the change in roneaking capital before

income taxes payable less total depreciation exgsens

The goal of the discretionary accruals model iséparate total accruals into
discretionary and non-discretionary accruals. Fitis¢ total accruals model is
estimated, then the researcher uses forecastedesvalo estimate non-
discretionary accruals and estimated discretiomagyuals fall as the estimation

error (Bernard and Skinner, 1996).

Jones (1991) model has been criticised for the dapianatory power; it only

explains around 10% of the variation in accrualfie Treason of the low

explanatory power of the model could be attributedhe managers’ discretion
over the accrual process, which they use to maskigimental performance
(Dechow et al., 2010). Later studies have shown tthe@ Jones (1991) model
might be subject to Type | and Type Il errors (Deelet al., 2003, Dechow et al.,
2005; Dechow et al., 2010). Type | errors classifecruals as abnormal when
they are a representation of fundamental perfoceahype | error is suggested

as the residuals are highly correlated with totedraals and with earnings
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performance (Dechow et al., 1995). Type |l errdessify accruals as normal

when they are not.
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Tableb.1
Accruals Models

Accrual Model

Theory

Notes

Jones (1991) model
Acc= o+pARev+PPE-

Accruals are a function of revenue growth
and depreciation is a function of PPE. All
variables are scaled by total assets

Correlation on error with firm performance
can bias tests. R Squared around 12%.
Residual is correlated with accruals and cash
flow

Modified Jones model (Dechow et al., 1995)
Acc=B(A RevA Rec)BPPE+«

Adjusts jones model to exclude growth
in credit sales in years identified as
manipulation years

Provides some improvement in power in
certain settings (when revenue is
manipulated)

Performance matched (Kothari et al., 2005)
DisAcc-Matched firms DissAcc

Matches firm-year observation with another
from the same industry and year with the closes
ROA. Discretionary accruals are from

the Jones model (or the modified Jones model)

Can reduce power of test. Apply only when
tperformance is an issue

Dechow and Dichev (2002) approach
AWC= a+BCFO (t-1)4 CFO (t-2)4 CFO (t-3)+

Accruals are modelled as a function of past,
present, and future cash flows given their
purpose to alter timing of cash flow
recognition of earnings

o(e) or absolute: proxies for accrual quality
as an unsigned measure of the extent of
accrual "errors". Focuses on short-term
accruals does not address errors in
long-term accruals

Discretionary estimation errors (Francis et alQ%20
TCA=0+BCFO (t-1)+p CFO ()4 CFO (t+1)$
ARev+3PPE+

o(g)=o0+\ SizecCFO+H.u(Rev)+log (opercycle)xNegearn+v

Decomposes the standard deviation of the
residual from the accruals model into an
innate component that reflects the firm's
operating environment and a discretionary
component (v) that reflects managerial
choice

Innate estimation errors are the predicted
component frons(g) regression
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5.5.1.2 Modified Jones Model (Dechow et al., 1995)

Dechow et al. (1995) modify the Jones model to stdjor growth in credit sales
aiming to reduce Type Il errors. If managers udeeirtdiscretion to accrue
revenues at year-end it could be argued that th@senues have really been
earned and should be recognized. “The Jones matlebgonalises the total
accruals with respect to revenues and will theeefextract this discretionary
component of accruals, causing an estimate biagaohings management”

Dechow et al. (1995). This limitation is recognissdthe author (Jones, 1991).

Dechow et al. (1995) presented a modified versioth@ Jones Model to be used
in the empirical analysis. The modification wasigesd with the expectation that
it will eliminate the measurement errors or biasnesthe Jones Model. In the
modified model, non-discretionary accruals arenested during the periods in
which the sampled firms has an extreme financialopmance and hence it is

expected that earnings have been managed.

This modification increased the explanatory powkthe Jones Model and it
better reflects earnings manipulation. The probteat remains unresolved after
modifying the Jones Model is the presence of Typadr and even more likely
than in the Jones Model as the model experiencgls torrelations between
residuals and earnings performance (Dechow eR@L)). Several studies have
attempted to overcome the problems associated ththmodified Jones Model
by estimating the normal relationship between ta@es and credit sales to

control for non-discretionary credit sales. Decheival., (2003), DeFond and
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Jiambavlo (1994) estimate the regression by inguather than by firm to lessen

firm-year requirements.

5.5.1.3 Performance Matched Discretionary Accruals (Kothari et al., 2005).

Empirical evidence suggests that estimated diseraty accruals are correlated
with firm performance. Thus, it is important to ¢ah for financial performance
when estimating discretionary accruals (Wan, 20K®hari et al. (2005) find
that performance matching on return on asset dsntfor the effect of
performance on measured discretionary accrualsneelahe reliability and the
explanatory power of an earnings management madtel.evidence provided by

Kothari et al. (2005) supports the use of ROA tdamgerformance.

Kothari et al. (2005) identify a firm from the sanmglustry and a close ROA to
that of the sample firm and deduct the control Breiscretionary accruals from
those of the sample firm to generate the performamatched discretionary
residuals. The weakness of this model is that tbdets that are initially used to
produce the residuals can only explain minimal amboof the variance in

accruals. Therefore, this approach is likely to adise to the measure of
discretionary accruals and it can extract too mdisicretion when earnings are

being managed and consequently have low power(i@sthow et al., 2010).

5.5.1.4 Dechow and Dichev (2002) Approach
Dechow and Dichev (2002) suggest a new measureeofspect of the quality of

working capital accruals and earnings. This measur®del accruals as a
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function of current, past and future cash flowsduse future cash flows can be
expected through accruals. The results of this insld@w that firms with longer
operating cycles, larger accruals, more volatihcfows, accruals and earnings
have lower accrual quality. The drawback of Declama Dichev (2002) is that it
is an unsigned model which will lower the powerte$ts when the researcher
predicts earnings management in a specific directipwards or downwards.
Using an unsigned measure of earnings managemetesma lack of fit in
estimation and produces biasness in the directiogjecting the null hypothesis

of no earnings management (Hribar and Nichols, 007

5.5.1.5 Discretionary Estimation Errors (Francis et al., 2005)

McNichols (2002) suggested that adding the changeevenues and property,
plant and equipment (PPE) will expand the Dechod Rithev (2002) model to
a broader measure with more explanatory variadlesthis model, working
capital accruals reflect managerial estimates shcddows, and the extent to
which those accruals do not map into cash flowangkes in revenues and PPE
are an inverse measure of accruals quality dusttmation errors (Francis et al.,

2005).

Francis et al. (2005) argue that Dechow and Digf2802) model is limited to
current accruals. While applying the same modebtal accruals might produce
an accruals quality metric that comprehensively suess accruals uncertainty.

Thus, Francis et al. (2005) considered proxiesafmruals quality that are based
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on the absolute value of abnormal accruals, whiegeabnormal accruals are

estimated using the modified Jones Model used lmhd#& et al. (1995).

According to Dechow et al. (2010), the discretignastimated errors could still
reflect estimation errors. These errors reducetveer of the test. Moreover, this
model could induce bias in an unknown directiom itite proxy for managerial
discretion. However, more research is needed tluateathe importance of these

concerns.

5.5.2 Earning Smoothing

Earnings smoothing captures the degree to whichages use discretion over
financial reporting to reduce the variability ofre@gs relative to the variability
of cash flows (Gopalan and Jayaraman, 2012). Hisst place by altering the

accounting component of earnings, namely accru@sZz et al., 2003).

Smoother earnings may be more informative if itn® associated with an
opportunistic incentive. On the other hand, a fgratcounting choices may be
motivated by an opportunistic behaviour and this uto impede the

informativeness of earnings (Dechow et al., 2010).

Earnings smoothness is defined as the ratio o$tdredard deviation of operating
income and the standard deviation of operating dlsts (Leuz et al., 2003;
Gopalan and Jayaraman, 2012). Cash flow from apesatis computed by
subtracting the accrual component from earningsreviaecrual component is

calculated following Dechow et al. (2005) as:
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Accruals= ACA-ACash) - ACL-ASTD) — Dep

Where:

ACA= change in total current assets

ACash=change in cash

ACL= change in current liabilities

ASTD=change in short-term debt included in currentiliiéds

Dep=depreciation and amortisation expense

While prior studies do not provide a clear condusabout smoothness as a
proxy for earnings management, there is one maimclasion. In order to

understand the consequences of smoothness, a mazsamoothness that is
capable to distinguish artificial smoothness froime tsmoothness of the

fundamental performance is needed (Dechow et@LQR

5.6 Summary

This chapter has presented a general understaofleaynings management. First,
the definitions of earnings management were digtusifterwards, the different
determinants of earnings management were presaotednpanied with evidence
from prior research on the importance of each eséhdeterminants with regards
to earnings management. This was followed by ifigng the different
consequences of earnings management in the ligh#aafings management
literature. Finally, different models and proxied oeasuring earnings

management and their strengths and weaknesseslisenssed.
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Chapter Six

Earnings Management, Related Party Transactions and Corporate
Governance

6.1 Introduction

This chapter examines the relationship betweenirgggrmanagement (EM) and
related party transactions (RPTs) for the firmdetison the Athens Stock
Exchange (ASE). | examine EM using income smootrang assess whether
income smoothing is systematically related to RPMiereover, | examine the
association between earnings management and ctepgoaernance activities,
namely, audit quality as measured by audit firne s&zze of the board of directors

and independence of board members.

Related party transactions (RPT) are potential smdéaninsiders to expropriate
outside shareholders through self-dealing (RyngasitThomas, 2012) and have
been directly associated with several cases ofnéiah fraud scandals and
declined earnings quality (Ge et al., 2010). Moe¥pwvthey provide direct

opportunities for related parties to extract resesrfrom minority shareholders
(Djankov et al., 2008; Johnson et al., 2000). Aliflo RPTs are usually used by
controlling shareholders for their self-interestf all RPTs are for expropriation
purpose and some RPTs are conducted for a solsipdss purpose (Gordon et

al. 2004).

There are two contrasting views regarding RPTs.fifeeone suggests that RPTs

are opportunistic means to produce misleading tesahd affect minority
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shareholders’ wealth (Ge et al., 2010). The contweew perceives RPTs as a
widespread, long-standing form of business actiigt can have positive effects.
Where RPTs are conducted appropriately, comparmgasbenefit from them by
decreasing transaction costs and achieving bettet atilisation (Chien and Hsu,
2010). According to the Statement of Financial Acting Standards 57 (SFAS
57) Related Party Transactions are defined asdcéinss between a company
and its subsidiaries, affiliates, principal ownersficers or their families,
directors or their families, or entities owned ontrolled by its officers or their
families. The International Accounting StandarddS) definition of related
parties is similar to that of the US GAAP: “As niiened in paragraph 29.2, IAS
24 (revised) a related party can be a person, #ity,ear an unincorporated
business”. The standard’s definition is in two paifthe first part of the definition
identifies general criteria that result in a person a close member of that
person’s family, being a related party of the réipgrentity. The second part of
the definition identifies the conditions that ré¢sal an entity being related to the

reporting entity.

Accounting research has long been interested inireggg management (EM)
(Chen et al., 2011) and recent literature foundl@wce that firms structure RPTs
as a source of EM (Thomas et al., 2004; Aharongl.et2010; Jian and Wong
2010). Healy and Whalen (1999) point out that mamagan manipulate reported
earnings not only through accruals managementalsot by structuring RPTs to

alter a firm’s apparent financial position and r¢po
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Those earlier mentioned studies measured EM actihitough discretionary
accrual practices which are associated with welbgaised problems (Guay et al.,
1996; Dechow et al., 2012) or through indirect niees of EM like changes in
ROA pre and post IPO when investigating the astiocidetween EM and RPTs
(Aharony et al., 2010; Jian and Wong 2010; Cheal.e2011) and with a special
focus on the Chinese setting which is unique imgof ownership structure and
regulations for RPTs (Jian and Wong, 2010). That, $he link between EM and
RPTs is far from clear and remains an empiricalstjor. The association
between RPTs and a behaviour that would indicate(EBl income smoothing)
is not tested. In particular, if managers and adimig shareholders decided to
structure RPTs to manage earnings or to extractataribenefits they should
conceal those benefits. Therefore, if RPTs are wcted to mask fraud or

extraction they should be associated with EM.

Moreover, it is important to investigate the redaship between EM and
corporate governance. Corporate governance is @&ssum mitigate any EM

behaviour by the management. Prior studies foumndeage that good corporate
governance activities can improve the company'sntepy quality (Beasley 1996;
Dechow et al. 1996; Klein 2002; Peansell et al.2Y0Corporate governance can
also impede opportunistic behaviour of managemeatease the value of a firm,
reduce opportunistic RPTs and enhance efficient KRifBtead (Denis and

McConnell, 2003; Gordon and Henry, 2005; Bhagat Boltion, 2008; Chien and
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Hsu, 2010 and Abdulwahab et al., 2010). Thus, gatpagovernance is assumed

to mediate the relationship between EM and RPTSs.

| investigate the relationship between RPTs and fEvh 2009 to 2011 across
215 firm-year observations for companies listedtloe Athens Stock Exchange
(ASE). Luez et al. (2003) examined systematic cdffiees in EM across 31

countries. Among 31 countries Greece scores theeBigEM score (same score
as Austria). This indicates that Greece reflectshighest level of EM across all
sample countries. Greece has often been in thégidor the inadequate quality

of financial reporting (Tsipouridou and Spathis12) Other empirical studies of
international comparison among countries havetiied that Greece exhibits
the highest levels of EM (Bhattacharya et al., 30®68nce, this study aims to
investigate the relationship between EM and RPTesdonuntry with poor investor

protection, low accounting quality and unhealtmaficial reporting environment.

The main concern is based on the notion that teerade of a positive significant
association between EM as measured by income simgahd RPTs in Greece
would provide evidence that RPTs are not necegsaonducted to mask
extraction and manipulate firm’s earnings and pennce. Since Greece is weak
in terms of investor protection, therefore if mas@gand controlling block
holders have incentives to conduct RPTs that aedfrlent and harmful to the
firm they can simply do this by managing the repdréarnings to conceal those

RPTs.
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| find a negative significant association betwé&svi and RPTs. The dependent
variable EM is measured by income smoothing follmywsopalan and Jayaraman
(2012). RPTs are measured by an indicator varidlalieis equal to one if the ratio
of total RPTs to firm’s total assets is greaterntt@ne and zero otherwise
following Ryngaert and Thomas (2012). Additionaklydit quality measured by
audit firm size has shown a negative and signifiaasociation with EM. This

implies that RPTs are negatively associated wittonime smoothing and that

RPTs are not concealed using EM behaviour.

This study contributes to the rapid growing literaton EM. Prior studies have
provided evidence that executives engage in EMutjitcaccruals (Healy, 1985;
Healy and Whalen 1999; Kothari, 2001; Fields, 200d}hrough real activities
manipulation (Roychowdhury, 2006). Moreover, Heahd Whalen (1999) that
RPTs could be used to manage earnings, but thermsadon the link between
EM when measured by an accrual based measure ansd teRlate is limited.

This study aims to provide empirical evidence théiether RPTs are normal
transactions conducted for solely business purp@sesask to hide extraction of

firm resources or a tool to manipulate financiatesments.

This study also contributes to the corporate gauece literature examining the
link between internal governance activities and EAthough prior work has
provided some evidence that corporate governanae isiportant determinant of

EM, the results of these studies remain contradict(Garcia-Meca and
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Scanchez-Ballesta, 2009) and not sufficient to dsastantive conclusions
(Larcker et al., 2007). This study provides evideoa the association between
EM and corporate governance in Greece. The reshtw that audit quality is
associated with lower levels of income smoothind hance, EM. Additionally,
it shows that the negative association between BWRPTSs is robust only to the
subsample of companies being audited by Big-4 firfitas shows that audit

quality plays a major role in the association betwEM and RPTSs.

There are three main differences between the dusemy and related prior
studies. This study differs from the studies coneldidoy Cheung et al. (2009),
Jian and Wong (2010) and Lo et al. (2010) in treitutional setting. The latter
studies were conducted in the Chinese context wihéchaffected by the
concentrated ownership and controlling shareholdergives to expropriate
shareholders and the inferences deduced from #tesées do not necessarily
apply to other markets (Gordon and Henry, 2005)s $tudy also uses different
measures from the ones used by Gordon and Hen®5)20 refrain from
following Gordon and Henry (2005) by measuring RR$81g monetary values
as this includes nontrivial measurement error (Rgngand Thomas, 2012). |
also avoid following them in the usage of the Jo(391) model to estimate
discretionary accruals to avoid measurement esavell (Dechow et al., 2010).
Finally, this study also differs from the study docted by Ryngaert and Thomas

(2012) which investigates whether ex-ante RPTs hlii#erent impact on firm’s
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value than ex-post RPTs in the US relying on thetohical dimension of the

transaction and providing evidence from a strorvg$tor protection environment.

The Chapter is organised as follows. Section 6xeldps the hypothesis. In
section 6.3, | delineate the research design asdrite the data. Section 6.4
presents the main analysis and results. Sectiodi§cbisses the main results and

finally, Section 6.6 summarises and concludes tiapter.

6.2 Hypothesis Development

Transactions between related parties have beetyhighsidered in recent years.
Corporate scandals have typically included nonsardength transactions
contrived between the reporting entity and relatechpanies or affiliates. This
resulted in a need for the relatively recent dgwelent of accounting standards

on related party transactions (RPTs) (Chong anah[2685).

Despite the continuous efforts of the regulatordibs and accounting standards
setters to further develop accounting standardsempivg the transactions
between connected parties, the research on RPWs dignificant evidence that
a lot of problems are arising from the RPT and thsclosures of such
transactions. The corporate scandals have broutgtian to the potential for
accounting manipulations associated with RPTs miodua decline in perceived
earnings quality (Ge et al., 2010). Djankov et @0Q08) mentioned that RPTs
may provide direct opportunities for related partte extract cash from listed

companies (Johnson et al., 2000). Gordon and H@2®35), Cheung et al., (2006,
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2009), Berkman et al., (2009), Chen at al., (20@)jalevas (2011), Ge et al.,
(2010), Lei and Song (2011) and others, recordesigaificant relationship
between the presence and the volume of RPTs aladeitifearnings, decline of

minority shareholder wealth, decline in firm valaed negative excess returns.

Numerous studies have found an association bet&btand RPTs. Chen et al.
(2011) find evidence that controlling shareholdarsChinese firms structure
RPTs in pre-IPO period and that RPTs are assocwtbdaccrual EM. Thomas et
al. (2004) document that Japanese firms engagarimngs management using
affiliated transactions in addition to accruals EWavoid losses, earning declines
and negative forecast errors. Moreover, Jian andngV¢{2010) find that
controlling owners of Chinese listed firms engage earnings management
through RP sales transactions. Finally, Aharonwle{2010) provide evidence
that 185 Chinese IPO firms used RPTs opportunistidarring the period 1999-
2001 to manage earnings. However, this evidenoetisiecessarily applicable to
other markets. The main explanation for this igilaited to institutional
background and recent institutional developmerds tilok place in the late 1990

in Asia after the Asian financial crisis.

Corporate governance has been instrumental in ébevery from the Asian
financial crisis in 1997-1998 (Abdul Wahab et @D,10). This crisis affected the
majority of the Asian countries mentioned aboveveBal studies tackled

corporate governance issues within Asian countiiles Japan, China, Hong
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Kong, Indoniesa, Malaysia, Philippines, Singapd@euth Korea, Taiwan and
Thailand to investigate the state and role of caf@ governance around the
financial crises (Johnson et al.,, 2000; Lemmon &g, 2003; Joh 2003; and
Baek et al., 2004). Local financial reporting amdporate governance regulations
in these countries were assumed to be stricter thtecrises in order to avoid any
negative impacts of financial reporting or lack obrporate governance.
Additionally, results from US studies are not neeesdy generalisable to other
countries either since US has strong investor ptiote (Leuz et al., 2003),

securities regulation (LaPorta et al., 2006) agallsystem (LaPorta et al., 1997).

Thus, the link between RPTs and EM is far fromiclea

According to agency theory, RPTs are viewed aget faf conflict of interest that
can compromise management’s agency responsilolishareholders or board of
director's monitoring function. RPTs are transatsiobetween firm insiders;
RPTs present opportunities to expropriate firm ueses. If a firm’s executives or
board members engage in RPTs to expropriate fisourees, then they have an
incentive to manage earnings to mask the extraatiomhe firm’s resources

(Gordon and Henry, 2005).

Contrariwise, the other view shows RPTs as a nigbard of business and that are
not necessarily related to accounting or finanfiaud (Gordon et al., 2007).
RPTs can rationally fulfil other economic demands the company, or are a

mechanism that bonds the party to the companyhitndase there would be no
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need to manage earnings or to offset the RPTseaswere not conducted to
mask an extraction of firm’s resources as the agenew would suggest.
Consequently, a relation between EM and RPTs woatdoe expected (Gordon

and Henry, 2005).

Moreover, prior literature suggests that the assiompghat RPTs are a facet of
conflict of interest should be viewed with cauti@ordon and Henry (2005) and
Ryngaert and Thomas (2012) suggest that the asgumgitat RPTs reflect

opportunism or the agency problem should not beigdised as some RPTs have

proven to be innocuous from the conflict of intér@ssumption.

Hence, the relationship between the existence diskRdhd EM, which implies
that RPTs are suspicious, remains an empiricaltiques o address this question
there are several variables that should be takendaonsideration. It is worth
mentioning that reporting quality, disclosure reguments, investor protection
and legal enforcement of regulations can vary Sgantly across different
countries (Hope, 2003; Hail and Leuz; 2006). Coragato single-country
settings, factors like economic development, growthnd investment
opportunities are likely to vary across countriéddoreover, country level
institutional variation also introduces economeisigues that the researcher must
address (Gordon et al. 2013), albeit it is not gsvpossible to control for all

variations across countries.
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La Porta et al.,, (1998) examined legal rules dogeprotection of corporate
shareholders and creditors in 49 countries andr#éselts have shown that
common-law countries have the strongest investoteption and those civil-law
countries that include Greece, have the weakest legtection for investors.
Therefore, in Greece or in any poor investor pricdecenvironment, insiders
manage earnings to conceal their private benefim foutsiders to avoid the
disciplinary actions that might be taken by outssdd those benefits were

detected (Shelifer and Vishny, 1997; Leuz et &03).

Greece was among the first adopters of IFRS in gu(@allas et al., 2010) to
bond itself to superior accounting standards ineortb improve disclosure
policies and accounting system to enhance theratieg of domestic markets
into world markets and to accelerate economic dgno(Hope et al., 2006).
However, higher quality standards do not guarahigber quality of financial

reporting (Ball, 2001). The conclusion stated byl Ba001) was empirically

supported in Greece by Tsipouridou and SpathisaR@ho found that IFRS did
not impede opportunistic behaviour and EM pracéittebuting this to the strong
influence of the Greek context characteristics whigre economic bonding of
auditors with their clients is strong, investor texaion is low and enforcement
mechanisms are weak. Therefore, the special fiahneporting environment in
Greece is one of the main explanations of the Ipigittice of EM in Greece.
Thus, given the accounting quality, EM level andaleenforcement issues in

Greece it is expected that high EM is associateéd RPTs.
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H1: RPTs are positively associated with EM.

Prior studies found evidence that good corporateegmmnce activities can
improve the company’s reporting quality (Beasleyw@9Dechow et al. 1996;
Klein 2002; Peansell et al. 2005). Moreover, it campede opportunistic
behaviour of management, increase the value afradnd move the RPTs from
the conflict of interest to efficient transactio(@enis and McConnell, 2003;
Gordon and Henry, 2005; Bhagat and Bolton, 2008g€land Hsu, 2010 and
Abdulwahab et al., 2010). Hence, governance as/ishould be negatively
associated with EM. Governance and control aotisiiddressed in this study are

auditors, board size and board independence réesggct

Auditors play in important role in mitigating intéonal and unintentional
misstatements in the financial statements of ttme. fThe ability of the auditor to
limit misstatements is dependent on the auditobdita to detect material
misstatements and to adjust for or report it (Defdag1981). It is hypothesized
that the ability of the auditor to detect errorgpeleds on the effort and the
effectiveness of the auditor. Also, the auditousially driven by ethical and
independence standards and reputation which rehjmréo detect errors or fraud
in the financial statements (Nelson et al., 208@)ency theory supports the view
that audit quality should be associated with |elgs Eccording to Agency theory

the external audit process is a monitoring took tten facilitate for the firm

116



reducing its agency costs and impede managemerdrtoppsm (Jensen and

Meckling, 1976).

Becker et al. (1998) assume that big audit firmgehligher audit quality and
examine the association between audit quality akid Eheir results show that
audit quality is associated with lower EM. Thisdamce is consistent with Teoh

and Wong (1993), DeFond and Subramaynam (1998Fearttis et al. (1999).

The effectiveness of the external audit functiolGieece has been questioned on
a number of occasions by finance institutions, $wees, journalists and
politicians (Leventis and Caramanis, 2005). Howgwbese doubts are not
empirically or theoretically supported. Followingeacy theory | expect that the
external audit process is a monitoring tool thadimed to enhance the reporting

guality and thus impede EM.

H2: Firms audited by Big 4 auditors are associatigd lower EM.

Agency theory assumption that large boards nedataféect the effectiveness of
the monitoring role of the board that supports oty the number of board
members (Jensen, 1993). To date, many studies tHagemented negative
association between EM and board size (Peasnall, &005; Klein et al., 2002).

Thus, | expect that larger boards will be assodiateless EM.

H3: The number of the directors sitting on the baarnegatively associated with

EM.
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Board independence is one of the most importantackexistics of board
structure  (Hermalin and Weisbach, 1991; Jenser§3;1Huther, 1997;
Rosenstein and Woyatt, 1997; Eisenberg, et al.,, 1998gher degree of
independence among directors will enhance theiefifoy of their monitoring

role (Bhagat and Black, 2002).

According to agency theory it should be expecthdt tmore independent
directors sitting on the board could enhance thaitoong role of the board of
directors. Therefore, it is assumed in the ageooyext that the presence of more
independent directors will improve earnings qualiyd informativeness.
Supporting evidence on the role of board indepecglen constraining EM is
provided by several studies (Beasley, 1996; Abbbtl., 2004; Krishan, 2005;
Karamanou and Vafeas, 2005; Farber, 2005; Vafea35)2 Moreover, agency
theory assumes that increased board independefidenpiiove earnings quality

and thus impede EM.

The general expectation in studying the associdigiween board independence
and EM is that independent directors act as mdextefe monitors than inside
directors. Hence, board independence is expectbd teegatively correlated with

EM. However, the evidence to date is mixed (Cheal.2011).

Prior studies have examined the association betlweard independence and EM
using various proxies of EM. Using a sample of &@&-years, Klein (2002)

finds that board independence is negatively caedlavith EM measured by
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abnormal accruals. Similar results were found bycfaaMeca and Ballesta (2009)
and Dimitropoulos and Asteriou (2010) in Greece wised a modified version
of Jones model by Dechow et al. (1995) and Jonedem@991) measure of

abnormal accruals as a proxy for EM.

These models have been associated with severdeprslas explained by Guay
et al. (1996), Hribar and Nichols (2007) and Dechatwal. (1995). In a recent
review of all EM proxies Dechow et al. (2010) highted a major drawback of
models extracting abnormal or discretionary acerfraim total accruals that they

lack the power needed to isolate discretionaryusdsrfrom total accruals.

However, other studies found different results. &ample Vafeas (2005) fails to
report significant association between EM and baadépendence. Bowen et al.
(2008) find that the proportion of executive dimstis negatively correlated with
the absolute value of normal accruals. Larcker [e{2807) fails to find a

correlation between board independence and sigmsat@al accruals.

H4: The percentage of independent directors sittinghe board is negatively

related to EM.

6.3 Research Design

| employ a single country study to provide evideoncethe association between
RPTs and EM in Greece in which accounting qualdag been always doubted
since the firms possess too much discretions olierr treported earnings

(Tsipouridou and Spathis, 2012). Moreover, priceriture ranked Greece as

119



exhibiting the highest levels of EM (Leuz, et &03) and the minimum level of

disclosure requirement and legal enforcement (&tadl Leuz, 2006).

This study investigates the relationship between, BMPTs and corporate
governance. EM measured by income smoothing adgpendent variable. Thus,
this study follows similar studies (Luez et al.,030 Gopalan and Jayaraman,
2012) and other several studies (e.g., Garcia-Msical., 2009) and applies
multiple regression technique. To establish evsdern the relationship between

EM, RPTs and corporate governance, | run the follguOLS regression.

EM=a + Bl x RPT+B2 x Big 4+33 x Board Independencefp4 x Board Size# x Controls +¢

(1)

6.3.1 Sample

The phenomenon of EM prevails in weaker investotgmtion countries. Greece
follows the French civil law which is consideredwaeak system in investor
protection. We use the index developed by Luezl.e{2803) and study the
relationship between EM and RPT in a country witlempinvestor protection and
high level of EM , thus the sample will include 2flBn year observations from
the available firm-year data for the period 2009-R@or firms listed in Athens
Stock Exchange (ASE) in Greece. The populationsbéd firms in ASE is 237
firms. RPTs and corporate governance data arectetlemanually from annual
reports. Data for EM and control variables are exxtéd from Orbis database

supplied by Bureau Van Dijk. | exclude financiahfis and firms suspended from
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ASE. This leads to a sample of 549 firm-year obatons for 183 unique firms. |
lose a further 334 observations of firms that dé pi@vide annual reports in
English for any year of the sampled period or firtngt do not provide annual
reports at all for any year in the sample periothe Tdetails of sampling

procedures is shown in Panel A, Table 6.1. The stigludistribution for

companies and firm-year observations is shown mePB, Table 6.1.

Table6.1
Sample Distribution
Panel A
Firms Observations
Population 237 711
Financial Firms (29) (87)
Suspended Firms (25) (75)
Non-excluded
Observations 183 549
Missing Observations (334)
Final Sample 84 215
Panel B
Industry Firms Observations
Oil and Gas 1 3
Chemicals 3 8
Basic Resources 10 25
Construction and Materials 14 31
Industrial Goods and Services 14 35
Food and Beverage 8 22
Personal and Household Goods 10 28
Health Care 4 9
Retail 3 8
Travel and Leisure 6 16
Utilities 3 9
Real Estate 3 7
Technology 5 14
Total 84 215
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The nature of RPTs implies some limitations in terof data. RPTs variable is
calculated as the total value of RPTs betweenisitedl company and its related
parties. In another countries rather than Greeeestivas a problem arising from
the unavailability of the transactions undertakestwieen a firm and its
subsidiaries due to consolidation of financial eants. Therefore, due to the
differences in financial reporting across countréasl the underlying research
guestion employ a single-country study. A singlardoy study should not reduce
the variability among corporate governance varslblecause those variables are

not mandated by corporate governance codes in &reec

6.3.2 The Dependent Variable Definition and Descriptive Statistics

Following Leuz et al. (2003) and Gopalan and Jayara (2012) EM can be

proxied by income smoothing which is defined as tago of the standard

deviation of operating income (scaled by laggedltaissets) to the standard
deviation of cash flows where both operating incand cash flows are scaled
by lagged to totals assets, where standard dewg&tawe calculated each year
using a rolling windows of fine annual observatioBash flows are computed by

deducting accruals from earnings. Accruals are cdatpas:

ACC= [A CAACash]-[ ACL-ASTD]-Dep )

Where:

A CA=the change in total current assets
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A Cash=the change in cash/cash equivalents

A CL=the change in total current liabilities

A STD=the change in short-term debt included in curriatilities

A Dep=the depreciation and amortization expense

Following Leuz et al. (2003) and Gopalan and Jayara (2012) the missing

values of short-term debt are set to zero. Thus€défined as:

EM= o(Income)/s(CFO) 3

Higher values in this case reflect lower levelE€M. Thus, | multiply EM by -1
so that higher values indicate more earnings asdlatility of earnings is lower
than the volatility of cash flows (Gopalan and aayan, 2012). The reported
median for EM in Greece shown in Table 6.2 is samib the median reported for

Greece by Leuz et al. (2003).

The median for EM in this study is -0.407 whichsisown in Table 6.2, can
closely compare to the median of Greece reportectiz et al. (2003) which is -
0.415. The descriptive statistics of EM variablethis study also shows some
variation in the practice of income smoothing witlsampled Greek listed firms.
The minimum value for EM is -2.741 which indicatassignificant level of

income smoothing; on the other hand the maximunuevas -0.021 which

indicates that the volatility in earnings is highiean the volatility of cash flows

as discussed by Leuz et al. (2003) and Gopaladayamraman (2012).
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Table6.2
Descriptive Statistics

N  Minimum Maximum Mean Median Std. Deviation
EM 215 2741 -0.021 0468 -0.407 0.358
RPT 215 0.000 1.000 0.805 1.000 0.397
BIG4 215 0.000 1.000 0.405 0.000 0.492
Board Size 215 4.000 16.000 8.595 8.000 2.603
Board 215 0.000 75.000 29.579 28.571 12.483
Independence
Log of assets 215 13.842 21.921 18.873 18.850 1.362
Loss 215 0.000 1.000 0.660 1.000 0.475
Capital 215 0.000 1.255 0.569 0.570 0.275
Intensity
Leverage 215 0.000 0.614 0.188 0.163 0.156
Sales Growth 215 -91.000 103.000 -7.510 -7.577 170.6
Operating 215 0.000 79815.513 2636.988 1101.772 7316.189
Cycle
Days Payable 215 -2167.62 7923.366 30.054 0.255 .7600

This table reports descriptive statistics for 2itfnfyear observations for firms listed in Athen©& Exchange
(ASE). Data are obtained from the Orbis databagplmd by Bureau Van Dijk. EM is the measure of imeo
smoothing defined as the ratio of the standardadievi of operating income (scaled by lagged tosskts) to the
standard deviation of cash flows where both opegaticome and cash flows are scaled by laggedtatstassets),
where standard deviations are calculated eachug#ag a rolling windows of fine annual observatioBash flows
are computed by deducting accruals from earningsrugls are computed as the change in currentsassets the
change in cash on hand less the change in cuiedgilities less depreciation. Standard deviatiores @lculated
based on rolling windows of five annual observaioRPT represents related party transactions, dsiramy

variable equal to 1 if RPT/Totals Assets > 1 anatlerwise. Big4 measures audit quality by audit faie, is a
dummy variable equal to 1 if the auditor is a Bigudit firm and O otherwise. Board size is the nundigveople

sitting on the board of directors of the firm. Boamdependence is the ratio of independent membdrsedoard of
directors to the total number of directors. Logaskets is the natural logarithm of firm’'s totaledssLoss is a
dummy variable that identifies years in which tirenfreports a loss. Capital intensity is computedoag-term

assets divided by lagged total assets. Leveragsuresalong-term debt and is calculated as the odtiotal long-

term debt to the book value of total assets. Sat@sth is the percentage of sales growth rate. &jpey cycle is the
length of the firm’s operating cycle, defined ae tiumber of days receivable plus the number of dayentory.

Days receivable is computed as 360 divided bydkie of average receivables to sales. Days invgrigadefined as
360 divided by the ratio of average inventory tetaof goods sold. Days payable is defined as 36@eti by the
ratio of average accounts payable to cost of gsolts
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6.3.3 The independent Variables Definition and Descriptive Statistics

To operationalise RPT, the current study appliessime measure used by Ryngaert
and Thomas (2012). Ryngaert and Thomas (2012) methdRPT using a dummy
variable equal to one if the sum of related pargngactions disclosed in the annual
report of the firm in the firm-year observation egds 1% of the firm’s total asset for
the same year, and zero otherwise. The mean fos RPT.8 which reflects that most

firms in Greece conduct RPTs with value more thnaof the firm’s total assets.

The Big 4 variable is also a dummy variable thatads) one if the company is audited
by one of the Big 4 audit firms and zero otherwiBge mean for this variable is 0.405.
The percentage of firms assigning to one of theBaydit firms to audit the company’s
financial statements is 40% of the companies indd@mple. Caramanis and Lennox
(2008) have found that only 34.5% of the Greek $irhre Big 4 audit firms for the
financial statements audited in 2002. Their studgwsed that more than 60% of the
firms appoint either international non-Big 4, orcdb audit firms. In another study,
Tsipouridou and Spathis (2012) found that arountb 38 the Greek firms’ financial
statements are audited by a Big 4 audit firm. Tkaidy covers years 2005-2009 and
that might provide an explanation for decreased bemof firms hiring a Big 4 audit
firm. A possible explanation for the increased nembf audits conducted by a Big 4
audit firms in the current study is that adoptifiRE became mandatory in 2005. Thus,
all firm-year observations are from an IFRS posignbn period which is not the case
neither with Caramanis and Lennox (2008) nor Tsiglmw and Spathis (2012)

Companies might have been motivated to switch tltkt &0 a Big 4 over this period.
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This explanation is supported by the study condlotea Greek sample by Comprix et
al. (2012). Their study provides empirical evideticat IFRS mandatory adoption can

be linked to hiring Big 4 audit firms and other @adclient relationship changes.

Considerable variation appeared in the numbers perdentages of independent
directors serving on the board of directors. Aswahan the Table 6.3, the minimum
percentage of independent members serving on thedbaf directors is zero. This
means that in one or more firms, all members of board of directors are not
independent. This could be explained by two faFisst, the minimum number of
independent board members according to the Gregdo@ie governance code is two
members. However, the strict compliance by the dsdeot mandatory as the code
follows the “comply or explain” approach. On thehet hand the mean for

independence of board of directors’ members is%%Bd the maximum is 75%.

The previous reasons could also explain the repaterage of independent members
of the board of directors which is considered tolbw. Meanwhile, none of the

companies had all board of directors independenérgithe max was 75%. The results
show that the range of number of independent direcserving on the boards of

sampled firms ranges from zero to eight members.

Another aspect of internal corporate governancthessize of the board of directors.
The size of the board of directors varied withiraage from 4 to 16 members and the
mean (median) was 8.59 (8.0) members respectilrely.study investigating corporate

governance in Greece, Dimitropoulos and Asteriodl(@ had a mean (median) of
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7.81(7.00) members for a sample of Greek listetdirTheir study covered the time

period 2000-2004.

6.3.4 Control Variables

Following the literature suggesting that EM measwet could be influenced by
number of variables that should be controlled f@echow 1994; Dechow and Dichev
2002; Hribar and Nichols 2007). Those variables hemgth of firmoperating cycle
defined as the number of days receivables plushthmeber of days inventoryDays
payable measured as 360 divided by ratio of average adsopayable to COGS.
Capital intensitymeasured as long-term assets divided by laggatidssetsleverage
is measured by long term debt. The percentagealels growthLog of assetas an
indicator for firm size antlossa dummy variable that identifies years in whicé finm
reports a loss to control for profitability. Addinhally, all models control for industry

and year.

6.4 Results
6.4.1 Univariate Analysis

Table 6.3 provides Pearson and Spearman correlabefficients of all variables.

Significant correlations are flagged. There is so&iation between EM and RPTs
according to the correlation coefficients. Althoutltis does not support the research
hypothesis, these results are consistent with riggliof a US study conducted by
Gordon and Henry (2005) who failed to find a sigiaiht association between RPTs and

EM.
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Consistent with H2 Table 6.3 shows that EM is niegit associated with the variable
Big 4. EM had a significant negative associatiothwine variable Big 4; this means that
a firm that hires one of the Big 4 audit firms todd its financial statements usually
have a lower level of EM. This means that auditli(gpyand EM are negatively related.
Also EM appeared to have a positive significanbasgion with capital intensity and a

negative significant relationship with the varialises.

Corporate governance variables included in thidystre Big 4, board size and board
independence. With the exception of having thenional statements audited by one of
the Big 4 audit firms, neither of the corporate gmance activities studied show a
significant association with either EM or the irmmte of RPTs. These results are not
consistent with Kohlbeck and Mayhew (2010) and @ardt al. (2007) whose findings

suggest that large boards can facilitate the ma&frigPTs. A possible explanation for

this is that the higher the number of the direcsitisng on the board, the more related
parties the firm has and thus, RPTs might increaseto the increased number of the

members of the board.
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Table6.3
Pearson's Correlation (below diagonal) and Spean®no’s Correlation (above diagonal

EM

RPT

BIG4

Board Size

Board
Independence

Log of assets

Loss

Days Payable

Operating
Cycle

Capital
intensity

Leverage

Sales growth

EM

-0.102
(0.137)
-0.207"
(0.002)
-0.065
(0.340)

0.115

(0.094)
-0.083
(0.226)
0.144
(0.035)
-0.009
(0.900)

0.02
(0.774)
-0.155
(0.023)

-0.035
(0.609)
0.081
(0.235)

Rt miea Gl mng 9% s AR OPSEING Ce Leverge  ooe
-0.066  -0.193 -0.012 0.034 -0.034 0.155  -0.026 -0.166  -0.184" -0.044 -0.137
(0.337) (0.004) (0.863) (0.621) (0.625) (0.023)  70®) (0.015) (0.007) (0.524) (0.045)
1 0.095 0.035 0.012 0.088 142  0.004 161 -0.039 -0.068 -0.03
(0.163) (0.612) (0.866) (0.198) (0.037) (0.954)  0(®) (0.571) (0.319) (0.661)
0.095 1 0.162 -0.007 0.162 -0.009 0.061 0.254 0.077 -0.111 0.053
(0.163) (0.017) (0.923) (0.017) (0.893) (0.373) (0.000)  2E®) (0.105) (0.437)
0.032 0.143 1 -0.510 0.381" 0.139 -0.042 0.144 0.136 0.094 0.100
(0.644) (0.036) (0.000) 0 (0.042) (0.542) (0.035) (0.047) (0.171) 0.145)
-0.002 0.017 -.383 1 -.302 -0.076 0.267 0.01 0.128 -0.01 -0.008
(0.980) (0.800) (0.000) (0.000) (0.267)  (-0.027) (0.886) (0.062) (0.886) .9(7)
0.032 0.076 .180 -164 1 -0.008 0.019 0.071 0.026 -0.038 0.069
(0.640) (0.268) (0.005) (0.016) (0.905) (0.782) (0.298) (0.700) (0.578) (0.317)
1472 -0.009 .153 -0.072 -0.048 1 -0.011 223 0.046 0.115 .306
(0.037) (0.893) (0.025) (0.294) (0.481) (0.877) (0.001) (0.499) (0.092) (0.000)
0.039 -0.055 0.071 -0.027 -J06  0.043 1 -0.06 -0.064 -0.066 .209
(0.574) (0.425) (0.302) (0.695) (0.002)  58%) (0.384) (0.351) (0.339) (0.002)
-0.04 0.042 182 -0.042 -.306 .139 374" 1 -0.031 -0.043 185
(0.561) (0.538) (0.008) (0.542) (0.000)  04@) (0.000) (0.646) (0.530) (0.006)
-0.018 0.036 0.108 142 0.092 0.039 -.145 -.139 1 340 -0.027
(0.791) (0.601) (0.114) (0.037) (0.178)  5@®) (0.034) (0.042) (0.000) (0.691)
-0.087 -0.077 0.117 0.015 -0.069 0.085 .09 -0.049 .300 1 -0.024
(0.205) (0.261) (0.086) (0.822) (0.313)  2(7) (0.176) (0.473) (0.000) (0.727)
-0.048 0.074 0.098 -0.026 0.03 297 0.018 0.08 -0.032 -0.03 1
(0.479) (0.277) (0.152) (0.702) (0.658)  0QW) (0.797) (0.242) (0.640) (0.662)
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This table reports Pearson's (below diagonal)3pehrman's (above diagonal) correlations betwéeargbles and significance levels (in parenthgdeM! is the
measure of income smoothing defined as the ratibeoftandard deviation of operating income (schielhgged total assets) to the standard deviati@ash flows
where both operating income and cash flows areddaf lagged to totals assets), where standaratitavs are calculated each year using a rollinglaivs of fine
annual observations. RPT represents related partgdctions, is a dummy variable equal to 1 if RBT&Is Assets > 1 and 0 otherwise. Bigd measures quality by
audit firm size, is a dummy variable equal to thi auditor is a Big 4 audit firm and O otherwiBeard size is the number of people sitting on thard of directors of
the firm. Board independence is the ratio of incej@at members of the board of directors to thé tatmber of directors. Log of assets is the natiogérithm of firm’s
total assets. Loss is a dummy variable that idestifears in which the firm reports a loss. Capitgnsity is computed as long-term assets divigethgged total assets.
Leverage measures long-term debt and is calcuéstele ratio of total long-term debt to the bookigaf total assets. Sales growth is the percerdfigales growth
rate. Operating cycle is the length of the firmfgemting cycle, defined as the number of days vabé plus the number of days inventory. Days red®é is computed
as 360 divided by the ratio of average receivatiesmles. Days inventory is defined as 360 diviogethe ratio of average inventory to cost of gosalsl. Days payable
is defined as 360 divided by the ratio of averagmants payable to cost of goods sold.

* and ** indicate significance at the 5% and 1%pedively.
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6.4.2 Regression Results

Table 6.4 reports the regression results of theahimdEquation (1) and control
for industry and year for 215 firm-year observasidor firms listed in Athens
Stock Exchange (ASE). The variables that have sheignificance in the
regression model are RPT and Big 4. Regressiortsesbiow that RPTs have
significant, negative association with EM. This imp that conducting RPTs is
not associated with income smoothing, on the contrais associated with lower

levels of income smoothing in all regression models

The Big 4 variable had a negative significant iefathip with EM. This means
that having one of the Big 4 auditors might be etdathat can reduce the
occurrence of EM. These results can be linked ¢orésults of Caramanis and
Lennox (2008) who found out that Big 4 audit firlresve higher audit quality and

are more capable of constraining EM in Greek listeds.

Additional regressions were run to check the ramesst of the results. First,
regression was run using the ratio of RPT to tatgets instead of the RPT
dummy variable used before to check whether thalteeare sensitive to another
RPTs proxy or not. This model report similar resulthese regression results are

reported in column 2 Table 6.4.
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Table6.4
Earnings Management, Related Party Transactions@oighorate Governance

1 2 3 4
RPT -0.112* -0.004** -0.275* -0.149**
(0.057) (0.035) (0.086) (0.035)
BIG4 -0.126** -0.100** -0.267* -0.232
(0.012) (0.055) (0.052) (0.093)*
Board Size 0.010 0.007 0.119 0.110
(0.380) (0.503) (0.132) (0.160)
Board 0.003 0.003 0.113 0.110
Independence (0.158) (0.220) (0.136) (0.147)
Log of assets -0.000 -0.003 0.045 0.043
(0.998) (0.884) (0.545) (0.559)
Loss 0.083 0.062 0.308** 0.286
(0.132) (0.250) (0.039) (0.053)*
Capital Intensity -0.259%** -0.233** -0.259%** -0.233***
(0.005) (0.013) (0.000) (0.001)
Leverage -0.030 -0.013 -0.003 -0.003
(0.847) (0.933) (0.966) (0.969)
Sales Growth 0.001 0.001 0.106 0.122*
(0.440) (0.223) (0.143) (0.088)
Operating Cycle 0.000 0.000 -0.174** -0.172**
(0.936) (0.917) (0.021) (0.022)
Days Payable 0.000 0.000 -0.044 -0.029
(0.757) (0.804) (0.499) (0.659)
R Square 0.283 0.286 0.334 0.339
Durbin Watson 1.326 1.346 1.197 1.119
Regression Untransformed RPT/Total Assets Normal Scores Normal Scores
data of Continuous of Continuous Variables
Variables &
RPT/TA

This table shows the regression results and thefisignce levels (in parentheses) relating EM tarRBnd corporate governance. EM is
the measure of income smoothing defined as the dhtihe standard deviation of operating incomalést by lagged total assets) to the
standard deviation of cash flows where both opsgaincome and cash flows are scaled by lagged tedstassets). Cash flows are
computed by deducting accruals from earnings. Aalsrare computed as change in current assets roirargye in cash on hand less
change in current liabilities less depreciatioran8ifard deviations are calculated based on rollimgiows of five annual observations.
RPT represents related party transactions, is anguwariable equal to 1 if RPT/Totals Assets > 1 Bnatherwise. Big4 measures audit
quality by audit firm size, is a dummy variable ehto 1 if the auditor is a Big 4 audit firm andtherwise. Board size is the number of
people sitting on the board of directors of thenfiBoard independence is the ratio of independemhioers of the board of directors to the
total number of directors. Log of assets is theuratlogarithm of firm'’s total assets. Loss is araoy variable that identifies years in
which the firm reports a loss. Capital intensitg@nputed as long-term assets divided by lagged @ssets. Leverage measures long-term
debt and is calculated as the ratio of total lcergatdebt to the book value of total assets. Satesth is the percentage of sales growth
rate. Operating cycle is the length of the firmjsemting cycle, defined as the number of days vabé plus the number of days
inventory. Days receivable is computed as 360 dilidy the ratio of average receivables to saleys Daventory is defined as 360
divided by the ratio of average inventory to casgoods sold. Days payable is defined as 360 diviole the ratio of average accounts
payable to cost of goods sold. All models contoolihdustry and year.

***and *** indicate significance at 10%, 5% and 1%espectively.
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Second, regressing the normal scores of EM on thenal scores of all

continuous variables with the dummy variables RRd Big 4. This can give an
indication of whether the results are affected by abnormality in the variables.
The motivation for running this specific regressisiio avoid any bias that might
be caused by skewness in the variable EM. Thispitter to check whether that
normally distributed observations for EM will lead the same results. The
results of this regression are presented in col@rof Table 6.4. Finally, for

further assurance, a regression using normal séoresl continuous variables,
dummy variables and normal scores for RPT scaletbtay assets. The results
are similar to prior results and are reported iluwm 4 of Table 6.4. The models
run using normal scores of continuous variablestatigher explanatory power

as shown in columns 3 and 4, Table 6.4.

6.5 Discussion
6.5.1 Earnings Management

The median value for EM in Greece -0.407, whichigh, compared to the scores
of other countries studied by Leuz et al. (2003)erE are several reasons that can
explain the high level of EM score reported in Geelhe main explanations can
be attributed to investor protection and accountiagnework in Greece. Investor
protection is a key institutional factor affectiogrporate policy choices (Shleifer
and Vishny, 1997) and EM (Leuz et al., 2003). &grand well enforced outsider
rights for shareholders can limit the insiders’ (ragers or controlling

shareholders) incentives to manage earnings. Bro@itrol benefits range from
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perquisite consumption to transfer of firm assetsther firms owned by insiders
or their families (Luez et al., 2003). Thereforeisi expected that EM are more

likely to occur in poor investor protection couegi(Leuz et al., 2003).

Greece has often been in the spotlight for inadieggaality of financial reporting.
Before the implementation of IFRS to all consolehand individual accounts of
publicly listed firms beginning on January 1, 20abhe quality of Greek
accounting standards and disclosure practices &éad triticised in the European
financial press and investors’ community (Tsipoatidand Spathis, 2012). Some
of the complaints were that Greek accounting statsdallowed firms to use too
much discretion over their earnings, lacked dedaitisclosures, permitted
reporting that was too heavily influenced by taxidance strategies, and had no
effective enforcement mechanisms (Tsipouridou apatt8s, 2012). This caused
Greece to be empirically exhibiting the highestelswof EM (Luez et al., 2003)

and earnings opacity (Bhattacharya et al., 2003).

According to Cohen et al. (2004) the practice of EMicates a breakdown in the
financial reporting process. When the users of fthancial statements are in
doubt, they turn their attention to the externatlitar's report. However, the
effectiveness of auditing in Greece has also beesstipned by regulators and
financial analysts (Leventis and Caramanis, 200%)erefore, weak investor
protection and the financial reporting environmarg two main factors that can

explain the high levels of EM in Greece.
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6.5.2 Related Party Transactions

The negative significant relationship in the mud#ipegression models as shown
in Table 6.4, suggests that RPTs can explain painieovariation in EM, however,
not in the predicted direction. This negative aggamn indicates that although
RPTs might be used to manage earnings or maskréisources extraction from
shareholders, those transactions are not necesbakiéd to income smoothing
systematically. When RPTs are conducted to martpuéarnings or mask
extraction of resources, this might affect accrualsash flows, but it does not

necessarily affect both (Chen et al., 2011).

The negative association might also be attributedcarporate governance
activities. Denis and McConnell (2003) and Gordad &lenry (2005) specified

corporate governance as a main factor that camgabgtithe relationship between
EM and RPTs and move RPTs from a facet of condliahterest to an efficient

transaction by providing efficient and effective mitoring. Independent auditors
are one of monitoring tools that aims to assuretti@financial statements reflect
the economic reality of firms. The results of therent study indicates that Big 4
audit firms have higher audit quality and are asded with less EM. These

results are significant and consistent with prit@rature (Francis et al., 1993).

Therefore, the negative association between RPd@sEM could be related to
audit quality. To test this conjecnture | split tekemple into two subsamples.
Companies that are audited by Big 4 audit firms emhpanies that are audited

by a non-Big 4 audit firms and run the model focledsample separately. The
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results show that the negative and significant @aton between EM and RPTs
is only robust to the first subsample. The resoilthese regressions are presented
in Table 6.5. This means that RPTs are only neggtiand significantly
associated to EM when the firm is audited by onéhefBig-4 audit firms. This
implies that the conflict of interest view of aggrtbeory is not supported and

that RPTs are not associated with EM.

The conflict of interest view was not supportedadisthe multiple regression
models failed to record any positive significantatenship between RPTs and
EM. These results are consistent with the studylaored on a Greek sample by
Antonios et al. (2011). Antonios et al. (2011) ddilto find a positive association
between RPTs and EM after 2005. They implementedt timdings that the
association between RPTs and EM are attributeBRSladoption especially that
they record different results in the observationisrgo IFRS adoption in 2005.
The main difference between this study and Antoeica. (2011) is that the later
uses value relevance as a proxy for EM and hereértings of Antonios et al.
(2011) is not necessarily applicable to this studiize negative significant
relationship between RPTs and EM in all regressimdels suggests that the
hypothesis related to RPTs effect on EM (i.e. HAefE is a positive association

between RPT and EM) should be rejected.
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Table 6.5
Related Party Transactions and Corporate Governance

1 2
RPT -0.452%** -0.036
(0.003) (0.573)
Board Size 0.038 0.003
(0.155) (0.845)
Board Independence -0.001 0.002
(0.765) (0.542)
Log of assets 0.025 -0.005
(0.712) (0.864)
Loss 0.133 0.169**
(0.175) (0.014)
Capital Intensity -0.094 -0.168
(0.643) (0.144)
Leverage 0.212 -0.210
(0.524) (0.280)
Sales Growth -0.001 0.002
(0.580) (0.165)
Operating Cycle 0.000 0.000
(0.536) (0.277)
Days Payable 0.000 0.000
(0.918) (0.657)
R Square 0.496 0.306
Durbin Watson 1.640 1.167
Regression Firms audited by Big-4 Firms audited by non-Big 4
auditors auditors
Observations 87 128

This table compares the regression results anaigmficance levels (in parentheses) relating EMR®Ts and
corporate governance for two subsamples, namelyipaaies audited by Big-4 audit firms and companigdited
by non—Big 4 audit firms. EM is the measure ofame smoothing defined as the ratio of the standexdgation
of operating income (scaled by lagged total asdetshe standard deviation of cash flows where hmghrating
income and cash flows are scaled by lagged tostasdets). Cash flows are computed by deductingasdrom
earnings. Accruals are computed as change in duassets minus change in cash on hand less chargygrent
liabilities less depreciation. Standard deviaticax® calculated based on rolling windows of five wain
observations. RPT represents related party traosactis a dummy variable equal to 1 if RPT/Totassets > 1
and O otherwise. Big4d measures audit quality byitdirch size, is a dummy variable equal to 1 if theditor is a
Big 4 audit firm and O otherwise. Board size is thenber of people sitting on the board of directmirshe firm.
Board independence is the ratio of independent reesntif the board of directors to the total numifediectors.
Log of assets is the natural logarithm of firm'satcassets. Loss is a dummy variable that idestifiears in which
the firm reports a loss. Capital intensity is comgoluas long-term assets divided by lagged totataskeverage
measures long-term debt and is calculated as tiweafatotal long-term debt to the book value afalcassets. Sales
growth is the percentage of sales growth rate. &jper cycle is the length of the firm’s operatingle, defined as
the number of days receivable plus the number g$ daventory. Days receivable is computed as 36@ed by
the ratio of average receivables to sales. Daysnitory is defined as 360 divided by the ratio cérage inventory
to cost of goods sold. Days payable is defined&ts dvided by the ratio of average accounts pay#ableost of
goods sold. All models control for industry and iyea

* **and *** indicate significance at 10%, 5% and 1%espectively.

137



6.5.3 Corporate Governance

The results for the variable Big 4 which measuhesaudit firm size which could
be referred to as audit quality as well show negasignificant relationship with
EM as Table 6.4 shows. This relationship impliest thhe presence of one of the
Big 4 audit firms as an external auditor is asgedavith less EM. These results
are consistent with the results of DeFond and Soangam (1998), Francis et al.
(1999) and Becker et al. (2008) whose results sigdethat significantly lower

levels of EM are associated with the presenceRifal auditor.

Similar results were found in Greece by prior stgdiLeventis and Caramanis
(2005) and Caramanis and Lennox (2008) testedftaet of audit effort on EM

and they found that Big 4 audit firms exert morlor$ in the audit process and
provide better audit quality. Thus, they found taatlits conducted by Big 4 audit
firms are associated negatively with firms’ attesnfit manage earnings upwards

to meet or beat their earnings benchmark.

Although Leventis and Caramanis (2005) and Carasnamil Lennox (2008) used
the auditor’s effort as the proxy for audit quaktiich is different from the proxy
of the current study, but it can be argued thah lpbxies will yield the same
results for two reasons. First, by definition awgliality is the probability that an
existing material error is detected and reportedhieyauditor (DeAngelo, 1981).
The auditing literature concludes that the audigligyn of Big 4 auditors is

superior to that of non-big 4 auditors (Lawrencelet2011). DeAngelo (1981)

argues that accounting firm size is a proxy foriagdality, as no single client is
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important to larger accounting firms and hencegdaraccounting firms are less
likely to compromise their independence. Second,résults of Caramanis and
Lennox (2008) supported this by finding that bigudit firms exert more audit

effort than their non-big 4 counterparts.

The results provide empirical evidence that Bigudigfirms can have an impact
on the level of EM in Greek listed firms. Theseutessuggest that the hypothesis
expecting a positive association between big 4Edshould not be rejected: H2

There is a negative association between EM andiBig

The relationship between board size and EM appearde insignificant in all

regression models. Hence, board size fails to exjplay variation in the level of
income smoothing as measured by EM in Greek lifitets. These results are
consistent with the results of Dimitropoulos andef®u (2010) who examined
the effect of board composition on the informatieesn and quality of earnings in

Greece and reported an insignificant relationship.

A plausible explanation that smaller boards areensdficient in constraining EM
than large boards is that they have a higher leflvelembership coordination and
communication efficiency and lower incidence of ehrder problems
(Dimitripoulos and Asteriou, 2010). Moreover, inéegdent directors are less
likely to work effectively on large boards as it ngore difficult for them to
express their opinions which affect the efficieméydecision making and control

(Jensen, 1993). Therefore, according to agencyryhaoge boards impede the
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efficiency and effectiveness of the monitoring rofehe board which makes the

theory in a position where smaller boards are nfenreured.

The results of the current study do not provide awyglence to support agency
theory concerning board size. Consequently, thetgsis relevant to board size
has to be rejected: H3 There is a positive assoni&ietween board size and the

variable EM.

Results of the regression models show that boadkpendence had an
insignificant relationship with EM in all models.n& main phenomenon that
should be discussed is the direction of associdietween board independence
and EM. The results of the four regression modetsvsa positive relationship

between board independence and EM.

The findings of the current study fail to suppodeacy theory and record a
negative and insignificant relationship with EM.elmixed prior evidence makes
it difficult to predict whether EM will decrease wh board independence
increases (Chen et al., 2011). Moreover, prioristuthat examine cross-sectional
correlation between EM and board independence dmikslibject to endogeneity
issues as pointed out by Bowen (2008) and Bushrg@@9j as having lower

board independence and higher EM can be a pargeharal equilibrium and is

not a certain indication that board independendaaes EM.

The abovementioned endogeneity problem is mitigaddedome extent because

cross-sectional data was not used in this studghéti EM in cross-sectional
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studies might be due to endogenous variables aftethe dependent variable

and not being controlled for in the study.

The significance of the variable board independesceé the direction of the
association provide empirical evidence that agettvgory should not be
supported with regards to board independence adsmsp Moreover, the
relevant hypothesis should be rejected. H4: Therea ipositive association

between board independence and the variable EM.

6.6 Summary and Conclusion

This chapter examines whether RPTs are associated=M across a sample of
215 firm-year observations of companies listed lom Athens Stock Exchange
(ASE). The existence of this link, between RPT &, is not obvious and
depends on institutional factors and is affectedh@yproxy used to capture EM
(Dechow et al. 2012). Using income smoothing asoxypfor EM, | do not find
any significant association between EM and RPTwusThmy results do not
provide evidence that RPTs are associated with EMmaasured by income
smoothing. The negative association between eanmgnagement and RPTS is

only significant for firms audited by Big-4 auditrhs.

Further, | examine the relationship between EM #mde corporate governance
variables, namely, audit quality, size of the boad directors and board
independence. Audit quality, as measured by that dudch size showed a

negative and significant association with EM. Timplies that firms that hire Big
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4 audit firms are less able to engage in incomeaosinmny. On the other hand,
board independence and board size did not recoyds@mificant relationship

with EM.

Finally, several caveats should be highlightedstFimy study focuses on the link
between RPTs and EM in the Greek context. The Geeakext is special due to
the relatively poor investor protection, enforceterechanisms, and reporting
guality. Hence, investigating the link between RRif&l EM in this context is

important as it supports the notion that RPTs are necessarily a mean for
managing earnings. This implies that these resuitht not be generalisable to
other countries. Second, as mentioned in priorissu(Ryngaert and Thomas,
2012; Gordon et al., 2005) studying RPTs is chghkehby the availability of the

data. Data on RPTs needs to be hand collectedeguitres extensive amounts of
time and effort to be spent in analysing, idenitfyiand collected data from
annual reports. Finally, researchers studying RRilst rely on transactions
disclosed in the annual report issued by the firherefore, it is still possible that
there are RPTs that were not disclosed. Henceregperting entity can always

decide which RPTs to disclose and which RPTs te.hid
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Chapter Seven

Related Party Transactions and Accounting Quality

7.1 Introduction

This chapter investigates the relationship betweslated party transactions

(RPTs) and accounting quality. RPTs have receiwetsiderable attention in the

recent decade especially in Asian economies whereentrated ownership

structure and insider controlled firms are domimgtiLa Porta et al., 2000). Prior

research has investigated the relationship betWehs and expropriation of

firms’ resources by controlling shareholders. Thaselies found evidence on the
association between expropriation and RPTs (Djamtal., 2008; Johnson et al.,
2000) this evidence is consistent with the arguntkeat managers can manage

reported earnings by structuring RPTs (Healy ancMfh 1999).

Other studies have found evidence that RPTs areeational transactions and
are not necessarily conducted to manage earningt axpropriate firms’

resources. For example, Chien and Hsu (2010) attyateRPTs might lead to
lower transaction costs and enable the firm tasetilts assets more efficiently.
Additionally, Ryngaert and Thomas (2012) find that all RPTs are serving the
interests of insiders or controlling shareholdefgeir findings support the
inferences provided by Gordon and Henry (2005) thatassumption that RPTs
are a facet of conflict of interest should be imnpémted with caution and should

not be generalised.
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Accounting quality is the term used to describe éxéent to which reported
earnings reflect the financial performance of thporting entity (Schipper and
Vincent, 2003). Therefore, low accounting qualitdicates that reported figures
could be a tool used by managers and controllirsgetiolders to mislead other

shareholders or to achieve private control ben@figsiz et al., 2003).

The results presented in this chapter are based sample of 215 firm-year
observations from 84 unique firms listed on Atheteck Exchange (ASE).
Greece is a country with special context. It israbterised by poor investor
protection (Leuz et al., 2003), high earnings managnt levels (Bhattacharya et
al., 2003) and inefficient accounting and auditemyironment (Tsipouridou and
Spathis, 2012). Accounting quality might be affechy the accounting standards
adopted (Barth et al., 2008). This implies thgtaft of the sample firms are not
adopting the same set of standards, the resulthtnibg biased. Although
differences in accounting standards could be cHetrofor, studying the
relationship between RPTs and accounting qualit¢aieece provides empirical
evidence that it is less likely to be affected Ipplging different accounting
standards or differences in institutional settirigghis case all firms are adopting
IFRS and operate within the same economic enviromraed are exposed to the
same institutional factors. Additionally, accoutiquality is related to country
level factors such as disclosure requirements, siaveprotection and legal

enforcement of regulations (Hope, 2003; Hail andZ;€2006). This study is a
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single country study and these factors do not vatlyin the same country. Thus,

these factors are controlled for within the contaixihis study.

In this study | compare accounting quality proxfes two groups of firms,

namely, firms with RPTs worth more than 1% of thetal assets (RPTs firms)
and firms that have RPTs worth less than 1% ofl tadaets (non-RPTs firms).
The accounting quality proxies used control forfedénces in firm’s reporting

incentives by including factors that are more ki affect voluntary accounting
decisions like size, growth and leverage. The tesid not provide evidence that
non-RPTs firms have higher accounting quality comgato RPTs firms. In

particular RPTs firms have similar variance of ajpaim net income, ratio of the
variances of change in net income and change ¢f ft@s's as non RPTs firms,
and do not exhibit less negative correlation betwaecruals and cash flows nor

lower frequency of small positive net income conggaio non-RPTs firms.

This study extends the literature on RPTs by exagithe relationship between

accounting quality and RPTs. The contribution ofs tohapter to the RPTs

literature is twofold. First, prior studies haveréstigated and found evidence on
the association between accounting quality and RETen et al., 2011; Jian and
Wong, 2010; Aharony et al 2010). Those studies heeel indirect measures that
could not be attributed to accounting quality exaficial reporting system. They
used changes in ratios like ROA or price earnit@jse et al., 2011; Aharony et

al., 2010) or operating profits (Jian and Wong,@0ds an indication of earnings
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manipulation around IPOs without investigating acdong quality attributes.
Second, the vast majority of RPTs studies were ected using samples from
Asian countries that enjoy a unique and differemgtitutional setting. Those
results are not generalisable for other settingsth@s Asian countries are
characterised by concentrated ownership and hemgere motives for
shareholders’ wealth expropriation (Gordon and Mem005). Therefore, the
guestion whether RPTs are associated with loweswuattrg quality remains an

empirical question with insufficient evidence.

This chapter also contributes to accounting quditgrature. Prior accounting
quality literature focuses almost entirely on conmma accounting quality
between firms applying IFRS and their non-IFRS ¢erparts. Thus, this study
aims to extend the scope of accounting qualityditee by examining whether

RPTs are associated with lower accounting quality.

The Chapter is organised as follows. Section 7xeldps the hypothesis. In
Section 7.3 | discuss the research design. Sedtibrpresents the results and

Section 7.5 concludes.

7.2 Hypothesis Development

In recent years, research in the areas of accauatd corporate governance has
increasingly shifted focus from the conflict of enést between managers and
diffuse shareholders to the conflict of interestwmen minority or external

shareholders and insiders (Berkman et al., 200%e reason for this is that in
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most countries (excluding USA and UK) it is morengoon for firms to be
controlled by insiders (La Porta et al., 1998). Timsiders usually have
concentrated ownership and enjoy rights that arenfaxcess to their cash flow

rights (Gopalan and Jayaraman, 2012).

Insiders and managers have incentives and oppbesino expropriate outsider
shareholders through firm’s operating and finandatisions (Lins, 2003). In
order for insiders and managers to enjoy privatetrob benefits they need to
conceal those benefits from outsiders ; thus theyehncentives to mask true
firm performance to hide the private control betsethat they, as insiders have
access to (Leuz et al.,, 2003). For example, insidemn use their financial
reporting discretion to overstate earnings and daveporting losses that might
prompt interference from outsiders. Insiders anchagars can also use their
accounting discretion to create reserves for futpegiods by understating

earnings in years of good performance (Leuz e2@D3).

Controlling shareholders in many companies resmiRPTs to achieve private
benefits at the cost of minority shareholders (Qigeat al., 2006; Dahya et al.
2008; Gao and Kling, 2008; Dow and McGuire, 200%jor evidence shows an
association between RPTs and earnings managemieen @ al., 2011; Thomas
et al., 2004; Jian and Wong, 2010). Although sdw&ralies have examined the
association between earnings management (as a mezsaccounting quality)

and RPTSs recently, it is still possible to describbe empirical evidence on this

147



link as underdeveloped. The main reason for thle ¢édevidence is that most of
the studies that attempted to examine the associbgtween RPTs and EM were
conducted in Asian countries which has a differastitutional setting especially
after the Asian financial crisis (Abdul Wahab et 2D10). For example, Aharony
et al. (2010) provide evidence that 185 Chinese flP@s managed earnings
upwards using RPTs during the period 1999-2001réthaet al. (2010) mention
that China provides a unique institutional setimgl RPT data and Chinese IPOs
are required since 1997 to publish RPT informatrotheir financial statements.
Similar evidence was found in Hong Kong (Cheunglgt2006), Japan (Thomas

et al., 2004) and China (Chen et al, 2011; Jianvdodg, 2010).

Another study that tried to examine the associatietween RPTs and earnings
management was conducted using a US sample by Gamid Henry (2005).

They did not find sufficient evidence on the asabon between earnings
management and RPTs. That said, results from Udestiare not necessarily
applicable to other economies since the US is &sidrr economy with dispersed
ownership structure combined with strong investotgrtion (Leuz et al., 2003),
securities regulation (La Porta et al., 2006), andefficient legal system (La

Porta et al., 1997)

Djankov et al. (2008) provide evidence that RPTa sarve managers and
controlling shareholders incentives to expropri@ieority shareholders through

tunnelling activities. RPTs can also be used toagarearnings upwards to avoid
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reporting losses (Friedman et al., 2003). Sevsttadies have investigated the
consequences of RPTs and found that they are asswawvith negative firm
valuation effects (Djankov et al., 2008; Johnsoalgt2000; Gordon and Henry,
2005, Cheung et al., 2009) and have been assocratbdseveral corporate
collapses such as Adelphia, Conrad Black’s corpogadup, Hollinger and the
Riga family’s corporate group (Ge et al., 2010)e3é corporate scandals raise a
guestion of whether RPTs are associated with loa@rounting quality for

reporting firms.

Therefore, studying the association between RPThE aotounting quality in
Greece provides evidence on the matter from a wieakstor protection
environment. When investor protection is weak, imises for expropriation of
minority shareholders by managers and controllihgreholders are higher.
Therefore, with weak investor protection, a firmatttconducts RPTs to mask
wealth extraction and hide this by managing easiiag act that will affect
accounting quality negatively, is less likely tacé legal consequences. Thus, the
absence of positive relation between RPTs and lowounting quality will
support the argument the RPTs are conventionabddions that are mainly

conducted for business purposes.

Although accounting quality is well researched,r¢hés no widely accepted
terminology for this construct (Shcipper and Vinge2003). Usually whether a

study uses the term accounting quality or earnongity it is referring to the
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same construct. | use the definition provided bycHosv et al. (2010) that
describes accounting quality as “the extent to Wwhieported earnings are
informative in reflecting the firm’s financial permance”. Several proxies have
been used to measure accounting quality. Thesadagbroperties of earnings
(e.g. earnings persistence, abnormal accrualsjngarsmoothness, timely loss
recognition), investor responsiveness to earningg.( earnings response

coefficient), or external indicators of earningsstatements.

| examine whether firms adopting RPTs exhibit lovaecounting quality than
their non-RPTs counterparts in Greece. | aim tovide empirical evidence on
the association between RPTs and accounting quality main analysis of the
study is based on the differences in accountinditjuaeasures between RPTs
and non-RPTs firms. Given the investor protectiamvinment, financial
reporting environment, efficiency of legal system@reece and prior evidence on
the link between RPTs and earnings managementediqgirthat firms having
RPTs exhibit lower accounting quality compared tbeo firms listed in ASE.
This prediction is based on the notion that firinattundertake RPTs are more

likely to have incentives to manage reported egsiin

Greece is a country with high earnings managenevel I(Bhattacharya et al.,
2003; Leuz et al., 2003), poor investor protectod legal enforcement (La Porta
et al., 1997) and a questioned quality of finandi@porting environment

(Tsipourdiou and Spathis, 2012). There are advastagsociated with focusing
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on individual countries relative to using a sampim many countries. For
example, focusing on a particular country removes heed to control for
potential effects of country-specific factors uated to the financial reporting
system (Barth et al., 2008). Furthermore, | devedoppirical procedures to
mitigate the effects of factors unrelated to theaficial reporting system like

reporting incentives and economic environment.

| follow (Barth et al., 2008; Lang et al., 2006)damse earnings management as a
proxy for accounting quality. Consistent with prigsearch firms with higher
quality of earnings exhibit less earnings managemdn examine two
manifestations of earnings management, earningsothing and managing
towards positive earnings. | expect that earninfRBTs firms to be more
managed than earnings of non-RPTs firms since priatence shows that firms
that conduct RPTs are more likely to conduct themmiainage earnings. This
prediction is supported by several studies (Cheairad., 2006; Dahya et al. 2008;
Gao and Kling, 2008; Dow and McGuire, 2009). Priesearch indicates that
firms with more income smoothing exhibit less eagsi variability (Lang et al.
2003; Leuz et al. 2003; Ball and Shivakumar 200B).examine this relationship
| use two metrics of earnings variability, namebgriability of change in net
income and variability of change in net income treéa to the variability of

change in cash flow.
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Firms with more income smoothing exhibit a moreate@ correlation between
accruals and cash flows (Lang et al. 2003; Leual.e2003). A more negative
correlation between accruals and cash flows refleatre income smoothing as
managers respond to negative cash flow outcomesdogasing accruals (Land
and Lang, 2002; Myers et al. 2007). Ball and Shiva&r (2005) show that higher
earnings quality, attenuates the negative coroglabetween accruals and cash
flow. Therefore, It is expected that RPTs firms ibkha more negative

correlation between accruals and cash flows thaaR®Ts firms.

The second manifestation of earnings managemenaigging earnings towards
positive earnings and is measured by the frequehesynall positive net income.
Prior research uses the frequency of small positeeincome as a metric to
provide evidence of managing towards positive egsi Firms prefer to report
small positive net income rather that a negativeimeome (Barth et al. 2008).
Therefore, firms with small positive net income amnsidered to be managing
their earnings towards positive income. It is etpd that RPTs firms report

small positive net income more frequently than RINFs firms.

| expect firms that undertake RPTs to exhibit lassounting quality which is
indicated by less variability of change of net ime less variability of change in
net income relative to variability of change in ltaflows, a more negative
correlation between accruals and cash flows aneport small positive net

income more frequently than firms that do not utelexr RPTSs.
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Hypothesis: RPTs firms exhibit less accounting iqu#han non-RPT firms.

7.3 Research Design

This section presents the research design usdekisttidy. First, | introduce the
definition of the variable used to measure RPT®nlh discuss the proxies for
earnings management and how they are construciedllyf | describe the

sample of the study, present descriptive statidiiesthe variables used and

identify the sources of the data used in the amalys

| measure accounting quality using different prexgd earnings management.
Measures of accounting quality reflect effects tat attributable to the financial
reporting system. However, they also include eff¢ieat could not be attributable
to the financial reporting system. These effeces @we to differences in the
economic environment where firms operate or diffees in incentives for firms
in terms of financial reporting (Barth et al., 2008 hese differences are
controlled for in the current study for two reasof#@st, | employ a single

country study. This indicates that all sample firare operating in the same
economic environment. Second, when constructingpadmg quality proxies

relating to earnings management, | include contribigt are identified as

associated with firm’s reporting incentives.

| interpret less managed earnings to be of higheounting quality. My metrics
for earnings management are based on the varidnchamge in net income,

variance of change in net income to the variancehainge in cash flows, the
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correlation between accruals and cash flows andrédggiency of small positive
net income. | interpret higher variance of the gwaim net income, higher ratio of
the variances of the change in net income and ehangash flows, less negative
correlation between accruals and cash flows anderdofrequency of small

positive less income as evidence of less earniragragement.

7.3.1 Related Party Transactions

To operationalise RPT, the current study appliess same measure used by
Ryngaert and Thomas (2012). In their study Ryngamd Thomas (2012)
measured RPT using a dummy variable equal to ottfeeisum of related party
transactions conducted in the firm-year observatixceeds 1% of the firm’s total
assets for the same year, and zero otherwise dy &6 RPTs disclosed during

1999 and 2000 in 234 US companies.

Several studies used the total dollar amount tosoreaRPTs. For example,
Gordon et al. (2004) measure RPTs differently insample with similar

characteristics to this study (224 firm years). hely more on the number and
dollar value of RPTs collected from SEC filings facal years 2000 and 2001.
This study uses the measure defined by RyngaerThoohas (2012) because it is
preferable to avoid the relying on assigning doMaiues to RPTs as this involves

potential and significant measurement error (Ryriga®d Thomas, 2012)
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7.3.2 Earnings Management

| use four earnings management metrics, threediniegs smoothing and one for
managing earnings towards a target. The first agensmoothing measure is
based on the variability of the change in net inesnaled by total assetsiNI
(Lang et al. 2006). A smaller variance of the cleimgnet income indicates more
earnings smoothing. That said, it is importantdatml for other factors that can
influence the change in net income rather thanfithencial reporting system
(Barth et al. 2008). Therefore, for the earningsiality metric | use the
residuals from the regression of the change inim@ime on control variables

which results in the variableNI*:
ANI= o + p1 SIZE+ 2 SALES GROWTH+$ 3 LEV+ 8 4 CF+ 5 BIG 4+e. (1)

Where:

SIZE= the natural logarithm of assets;

SALES GROWTHpercentage of change in sales;

LEV= end of year total liabilities divided by end afar equity book value;

CF= annual net cash flow from operating activitiegidiéd by end of year total

assets;

BIG 4= an indicator variable that equals one if the fisxone of the Big 4 audit

firms and zero otherwise.
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| estimate equation (1) controlling for industrydaryear, then divide the
companies into RPTs and non-RPTs firms and comp@evariance in the
residuals across the two groups. Regression resiuiguation (1) are presented

in Column 1, Appendix 2.

My second earnings smoothing metric is based onrahe of the variability of
change in net income to the variability of changeash flowsACF. Firms with
more volatile cash flows typically have more vd&atiet income, and this metric
controls for this effect. Firms that manage earsiage assumed to have less
variability in net income than the variability imgh flows. Similar taANI, ACF
could be affected by other factors beside the firdmeporting system. Therefore,
| run a regression similar to equation (1) witGF as a dependent variable and
controlling also for industry and year using dunwayiables. The residuals of the
regression will be used to calculate the variarfcéh@ change in operating cash
flows A CF*. The resulting second metric is the ratiotdd variability inANI* to
variability of A CF*. Regression results of equation (2) is presgint Column 2,

Appendix 2.
ACF= a 0+ S 1 SIZE+ 2 SALES GROWTHS 3 LEV+ g4 CF+ 5 BIG 4+e¢. )

The third earnings smoothing metric is based on $ipearman correlation

between accruals and cash flows. | compute accasals
ACC=[ACA-ACash]-[ACL-ASTD]-Dep (3)

Where:

156



ACA=the change in total current assets

ACash=the change in cash/cash equivalents

ACL= the change in total current liabilities

ASTD=the change in short-term debt included in curriehilities

Dep=depreciation and amortization expense

Similar to equations (1) and (2) and following Basdt al. (2008) | compare
correlations of residuals from equations (4) and C&* and ACC*, rather than
correlations between cash flows and accruals dyreBoth CF and ACC are

regressed on control variables and industry and geanmy variables, but

excludingCF:

Regression results of equations (4) and (5) arsepted in Columns 3 and 4,

Appendix 2.
CF= a0+ 1 SIZE+ 32 SALES GROWTH$ 3 LEV+ f 4 BIG 4+¢. (4)
ACC= « 0+ f 1 SIZE+ 2 SALES GROWTHS 3 LEV+ /3 4 BIG 4+¢. (5)

Following Ahmed et al. (2012) my metric for managitowards positive income
is SPOS, an indicator variable equals one if nebnme scaled by average total
assets is between 0.00 and 0.01. | estimate thewialy logistic regression

including dummy variables to control for industnydayear. | interpret a positive

S 1 as an indication that RPTs firms manage earniogsids small positive net

157



income to avoid reporting a loss. The regressiaffiments of equation (6) are

presented in column 5, Appendix 2.

SPOS=¢ 0+8 1 RPT+3 2 SIZE+/ 3 SALES GROWTH4 LEV+4 5 BIG 44. (6)

7.3.3 Data and Sample

The sample comprises of 215 firm-year observationdirms listed in Athens
Stock Exchange (ASE) between 2009 and 2011. Dataadoounting quality
proxies and control variables are obtained fromi©diata base which is supplied
by Bureau Van Dijk. RPTs data are collected froompanies’ annual reports

available at the investor relations section on camngs’ websites.

| start the analysis by obtaining the list of lgtirms from ASE website. The
number of total listed firms is 237. | exclude sersged firms, firms without
websites and firms that do not provide financiateatents in English. | also
exclude firms in the financial sector. Next, | iti&n firm-years that have
sufficient information to obtain RPTs data in yebesween 2009 and 2011. The
final sample is 215 firm-year observations fromudque firms listed in ASE.
The details of sampling procedures is shown in PAn&able7.1. The industry
distribution for companies and firm-year observasioss shown in Panel B, Table

7.1.
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Table7.1
Sample Distribution

Panel A

Firms Observations
Population 237 711
Financial Firms (29) (87)
Suspended Firms (25) (75)
Non-excluded
Observations 183 549
Missing Observations (334)
Final Sample 84 215
Panel B
Industry Firms Observations
Oil and Gas 1 3
Chemicals 3 8
Basic Resources 10 25
Construction and Materials 14 31
Industrial Goods and Services 14 35
Food and Beverage 8 22
Personal and Household Goods 10 28
Health Care 4 9
Retall 3 8
Travel and Leisure 6 16
Utilities 3 9
Real Estate 3 7
Technology 5 14
Total 84 215
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Table 7.2 presents descriptive statistics relatingariables used in the analysis.
Table 7.2 shows that non-RPTs firms have fewerderis of small positive
earnings and more incidents of large negative egsnithan do RPTs firms.
Although, these descriptive statistics do not adrftsr other factors, they suggest
that RPTs firms are more likely than non-RPTs fitmsnanage earnings towards
a target and are less likely to recognise losses timely manner. Descriptive
statistics for control variables show that RPTrare larger, less highly levered
and are more likely to be audited by one of the 8igudit firms. RPTs firms

achieve a more negative sales growth than thewRi®hs counterparts.
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Table7.2
Descriptive Statistics

RPTs Non-RPTs
N=173 N= 42
Standard Standard
Mean Median Deviation Mean Median  Deviation
Test Variables
ANI -0.017 -0.012 0.061 -0.017 -0.006 0.064
ACF -0.010 -0.013 0.199 -0.039 -0.017 0.191
ACC -0.065 -0.054 0.144 -0.031 -0.012 0.150
CF 0.086 0.068 0.162 0.034 0.024 0.174
SPOS 0.104 0.000 0.306 0.095 0.000 0.297
Control Variables
SIZE 18.895 18.901 1.400 18.785 18.504 1.206
SALES GROWTH -8.220 -7.978 28.249 -4.588 -6.807 93a.
LEV 0.184 0.163 0.146 0.204 0.158 0.156
CF 0.086 0.068 0.162 0.034 0.024 0.174
BIG 4 0.428 0.000 0.496 0.310 0.000 0.468

This table reports descriptive statistics for 2itBfyear observations for firms listed in Athens&t
Exchange (ASE). Data obtained from Orbis databappl®d by Bureau Van DijkANI is the change

in annual earnings, where earnings is scaled lay &ssetsACF is the change in annual net cash flow,
CF where cash flow is scaled by total assets; ACBCC=ACA-ACash]-[ACL-ASTD]-Dep, where
CA is current assets, CL is current liabilities,[5i6 short-term debt and Dep is depreciation and
amortization expense; SPOS is an indicator thadlsdufor observations with annual earnings scaled
by total assets between 0 and 0.01; SIZE is the@dbgarithm of firm's total assets; SALES
GROWTH is the percentage of sales growth rate; i€Mng-term debt and is calculated as the ratio
of total long-term debt to the book value of tatasets; BIG 4 is an indicator that equals 1 ifaheéitor

is one of the large international audit firms.

7.4 Results
Table 7.3 presents results comparing the qualitgcobunting amounts for RPTs
and non-RPTs firms in the period between 2009 &l 2It shows that firms

conducting RPTs generally do not evidence moreirggrmanagement than non-

RPTs.

The first finding relating to earnings managemeicgates that RPTs firms do
not exhibit higher variability of change in net ame. Table 7.3 shows that there
is no difference in variance between RPTs and nemsRfirms. If the variance

was less for RPTs this would have provided evidaricenore income smoothing
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than the non-RPTSs firms. The variance reportedRidTs and non-RPTs is 0.004 .
Hence, The difference of residual variances ofimeatme, ANI represents 0% of

the total variance in the change in net incomeQ@@.004).

The second finding is consistent with the firsthat it indicates that the ratio of
the variance of change in net income\I*, to the variance of change in cash
flow, ACF*, is not significant. Although, the variance lower for RPTs firms
than for non-RPTs firms, the difference is insigraht and is not sufficient to
support the hypothesis that RPTs have lower quafigccounting. The ratios are

0.100 for RPTs and 0.111 for non-RPTs.

The third finding indicates that correlation betwesccruals ACC*, and cash

flow, CF*, is less negative for RPTs firms -0.647 than for-RiT's firms -0.784.
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Table7.3
Comparison of RPTs and non-RPTs Firms AccountingliQu

RPT Non-RPT Difference
Earnings Management Metric
VAR ANI* 0.004 0.004 0
VAR ANI*/VAR A CF* 0.100 0.111 -0.011
Corr (ACC*, CF*) -0.647 -0.784 0.137
Small Positive NI (SPOS) -0.703

This table presents comparative statistics betwiehms and non-RPTs firms (T-Tests for VARII* and
VAR ANIFVAR A CF* and Z-Test for Corr (ACC* CF% .Variables m#ed
with an asterix (*) are residuals from regressiafseach respective variable on a set of controls.
VAR ANI* is the variance ofANI*, VAR ANI*/VAR A CF* is the variance ofNI* divided by the variance

of A CF* Corr (ACC*, CF*) is the spearman correlatiometween ACC* and CF*

| regress SPOS using a logistic regression on &Rircontrols. SPOS is an indicator variable tloaiats
one when annual net income scaled by total assets hetween 0 and 0.01-
*Indicates significance difference between RPTs ambn-RPTs firms at 10% level
**|ndicates significantly different from zero ateiL0% level

The difference is not significant and the resulisvg that RPTs firms do not
exhibit more negative correlation between accraald cash flows. This shows
that the hypothesis that RPTs firms smooth earnmgse likely compared to
non-RPTs firms should be rejected. Finally, thatrehship between RPTs and
SPOS is negative -0.703 and insignificant, whicpgasts that RPTs firms do not
report small positive earnings more frequently whitoes not provide evidence

of managing earnings towards an earning target.

In general, this study provides evidence that R&E€snot associated with lower

quality of reported earnings as measured by smogthi earnings and managing
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earnings towards a target. The results show tlesétis no significant differences
in accounting quality between RPTs firms, which amms that conduct RPTs
valuing more that 1% of the value of the firm’saloassets and non-RPTs. The
results of this study does not provide evidenceujgport the argument that RPTs
is a facet of conflict of interest that reflectsdamgency problem. These results
support the arguments made by Ryngaert and Thogtd®) and Gordon and

Henry (2005) about the nature of RPTs.

7.5 Summary and Conclusion

Using a sample of 215 firm-year observations frofnudique firms listed in
Athens Stock Exchange | examine the associationdsst RPTs and accounting
quality. Evidence do not show any indication th&TR firms are more likely to
engage in earnings management. This is indicatedfailyre to find any
significance of earnings management measures; besmariance of the change
in net income, smaller variance of the ratio ofra@in net income to the change
of cash flows, more negative correlation betweecrwms and cash flows for

RPTs firms.

My results provide evidence that accounting qualft@reek firms that engage in
RPTs is not different when compared to that ahéirdo not conduct RPTs. In
particular the reported results have shown thatRBilis firms do not exhibit less
income smoothing, or that they are less likely tanage earnings towards a
benchmark and report large losses more frequefstiyounting quality measures

do not show any significant differences betweenwegroups.
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My results also do not show that RPTs firms areariely to manage their
earnings towards a target. This is indicated bypweel frequency of reporting
small positive net income within RPTs firms comphte non-RPTs firms. This
shows that RPTs are not associated with trialsvtodareporting losses by the

reporting firm.

In spite of employing a single country researchigiesvhich eliminates the need
to control for the differences in the economic eowment in which the sampled
firms operate, there is still other factors thatldanfluence the results which are
relevant to specific firms’ reporting incentivesheke firm-specific effects are
controlled for by the research design features. él@r, as indicated by Barth et
al. (2008) the researcher cannot be sure thafititings are solely attributable to
financial reporting factors rather than change$irms’ incentives or economic

environment.

Finally, this study is subject to limitations. Rirthe sample size might be
considered relatively small. However, sample sidesimilar studies are closely
compared to my sampfeThe relatively small sample size is due to thék laf
data. As mentioned earlier, some firms did not haedsites nor an alternative
source frim where data on RPTs could be obtainestebler, other firms did not
supply annual reports in English. Second, my sfodyses Greece. Greece has a
special institutional background. Greece witnessighest levels of earnings

management (Leuz et al., 2003), earnings opacitaitBcharya et al., 2003) and

2See Ryngaert and Thomas (2012) and Gordon and/ K2005)
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investor protection. Both reasons limit the posgibto widely generalise the

findings to other settings.

Similar to Asian countries findings from studieatthre based on a Greek sample
do not necessarily apply everywhere else. Howethas, special context also
opens up a new stream of literature where focusmgvhether the link between
accounting quality and RPTs is significantly afésttby the institutional
background and investor protection environmentair Studies using data from
several countries where the comparison betweeitutishal settings and how
they could affect the results is attainable is eéetb fill in this void in the

literature.

Future research should focus on a research séttgnainly allows for variation
in investor protection regulations as this willeaff or mitigate firms’ incentives
to manage earnings (Leuz et al., 2003) and heneell be useful to investigate
how the association between earnings managemeriRRid vary depending on
the effectiveness of investor protection regulaiohintend to leave this for

future research.
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Chapter Eight

Summary and Conclusion
8.1 Introduction

This chapter provides an overview of the reseamtdacted. The next section
provides a brief overview of the research projesection 8.3 recaps the
objectives and research questions of the studypagmknts a summary of the key
findings. Section 8.4 discusses the contributiothefstudy and the implications
of the findings. Section 8.5 highlights the limitetts of the study and suggestions

for future research.

8.2 Overview of the Current Study

This study investigates whether Related Party Tetiens (RPTs) are associated
with Earnings Management (EM) practices in GreeBenumber of prior

empirical studies that have provided internaticc@hparisons among countries
have consistently found that Greece to exhibit Heyels of EM (Leuz et al.,

2003; Bhattacharya et al., 2003), and low levelgeéstor protection (La Porta
et al. 1998). Given the institutional and invegtostection background prevalent
in Greece insiders are anticipated to manage eggrim conceal their private
benefits from outsiders to avoid the disciplinacfi@ns that might be taken by
the outside financial stakeholders if those besefiere detected (Shelifer and

Vishny, 1997; Leuz et al., 2003).

In spite of the reported low investor protectione€e was among the first

adopters of IFRS in Europe (Ballas et al., 2010)islIpossible that this was
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intended to enable the countries financial marketadopt superior accounting
standards in order to improve disclosure policiesl aaccounting system.
Consequently, this might be expected to enhanceiniegration of domestic
Greek markets into world markets and accelerata@oe growth (Hope et al.,
2006). However, higher quality standards do notrgu@e higher-quality of
financial reporting (Ball, 2001). The concerns ethtby Ball (2001) were
supported by empirical evidence based on sampléros from Greece by
Tsipouridou and Spathis (2012) who found that IF@R& not appear to reduce
opportunistic behaviour and EM practice. This wasmnty attributed to the strong
influence of the Greek context characteristics whigre economic bonding of
auditors with their clients is strong, investor texion is low and enforcement
mechanisms are weak. Therefore, the special finhneporting environment in

Greece is one of the main explanations of the higlstice of EM.

This study investigates whether RPTs are associaittdEM in Greece, where
due to weaknesses in institutional environmentestor protection and financial
reporting, controlling shareholders are more likaty expropriate minority

shareholders’ wealth. In order to examine this jotexh this study investigates
the association between EM and RPTSs to seek evedehether EM is conducted
to mask the extraction of resources resulting filRRITs or not. An association
between EM and RPTs provides evidence that manageds controlling

shareholders extract firm resources by conductiRg$Rand they aim to conceal

this extraction using EM.
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| start by introducing the study and setting thekigaound in Chapter One. Next,
| discuss the Greek context and its relevant pactiés in Chapter Two which
discusses the investor protection environment, @wtooy environment, audit

market and regulation and corporate governancetsu@velopments in Greece.

In Chapter Three, the theoretical background of shely was detailed and
explained. The main overarching theories discusgeere Agency Theory and
Transaction Cost Economics as they are considerdak topposing theoretical
underpinnings that explain the nature of RPTs. Aoldally, Stakeholder and

Stewardship theories were discussed as alterndatvkgency theory.

A review of the RPTs literature was provided in @tea Four. In this chapter, |
begin with a discussion on RPTs, how these aawitiave been associated with
corporate scandals and the expropriation of sh&ehavealth. | present the
definition of RPTs, the main types of different RPTthe proxies used to
operationalise RPTs and comment on the weaknedst®wse proxies. | also
accumulate and present evidence on the determinadtsonsequences of RPTs
and discuss the weaknesses and challenges of RBdarch. A review of the EM
literature was provided in Chapter Five. This ckaptliscussed different
definitions, determinants, consequences and proxsesl to measure earnings

management.

In Chapter Six, | investigate the association betwBPTs and EM. Chapter Six

examines the relationship between EM and RPTs Her firms listed on the
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Athens Stock Exchange (ASE). Moreover, it examities association between

earnings management and various identifiable catpagovernance activities.

In Chapter Seven | investigate the relationshipybeh RPTs and accounting
quality for the firms listed on the ASE. In partiay in this chapter | compare
accounting quality across two groups of firms. Tingt group consists of firms
that conduct material RPTs and the second sampiggvas constructed of firms

that do not conduct RPTs valuing more than 1% effiim’s total assets.

8.3 Research Objectives, Questions and Findings

Based on the review of the RPTs literature thisaesh aimed to achieve specific
objectives to fill in the gaps in the literatureherl current research had the

following objectives:

1. Assess the extent of EM and RPTs in Greece

no

Investigate the association between the existehB®®s and EM in Greece.

w

Investigate the association between corporate ganee and EM in Greece.

4. Investigate the association between corporate gavee and RPTs in Greece.

o

Investigate the impact of RPTs on the quality afoamting reports in Greece.

The current study applies the same measure usBgrnyaert and Thomas (2012).
Ryngaert and Thomas (2012) measured RPT using angiwariable equal to

one if the sum of related party transactions dssdoin the annual report of the
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firm in the firm-year observation exceeds 1% offih@a’s total asset for the same
year, and zero otherwise. The mean for RPTs is &8shown in Chapter Six,
Table 6.2, which is reflects that 80% of the firm<sreece conduct RPTs with an

aggregate value exceeding 1% of the firm’s totakts

The median for EM in this study is -0.407 whicksi®wn in Chapter Six, Table
6.2. EM is measured using the income smoothing ureassed in Gopalan and
Jayaraman (2012). The descriptive statistics aatatiwith the EM variable
show a degree of variation in the practice of ineamoothing within sampled
Greek listed firms as discussed by Leuz et al. $2@dd Gopalan and Jayaraman
(2012). The minimum value for EM which is -2.74dicates that the volatility in
earnings is higher than the volatility of cash fowOn the other hand the
maximum value is -0.021 which indicates a signiiicdevel of income

smoothing .

Regarding the second research objective, univaaiate multivariate analysis in

Chapter Six and in particular Tables 6.3 and 6alwsh negative and significant
association between RPTs and EM. The significadt raggative relationship in

the multiple regression models as shown in Tabde €uggests that RPTs can
explain part of the variation in EM, however, notthe predicted direction. This
negative association indicates that although RPIghtmbe used to manage
earnings or mask the extraction of firm resourcesnf shareholders, those

transactions are not necessarily linked systenitimaincome smoothing. When
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RPTs are conducted to manipulate earnings or mdscéion of resources, this
might affect accruals or cash flows, but it does necessarily affect both
together (Chen et al., 2011). The results of thveeot study does not indicate an

association between RPTs and income smoothing kmirav

The negative association might also be attributedlegitimate corporate
governance activities. Denis and McConnell (2008) @ordon and Henry (2005)
specified corporate governance as a main factorcramitigate the relationship
between EM and RPTs and move RPTs from a facebrdfict of interest to an
efficient transaction by providing efficient andesftive monitoring. Independent
auditors can be seen to act as one of the morgtddals that has the aim of
assuring that financial statements reflect the egoa reality of firms. The results
of the current study indicates that Big 4 audimnrhave higher audit quality and
are associated with less EM. These results arefisgm and consistent with
prior literature (Francis et al., 1993). Addititlgathis study provides evidence
that the negative association between RPTs andsEtributed to audit quality.

Results in Table 6.5 in Chapter Six, show the tesaflthis test.

The relationship between corporate governance andnEGreece raised by the
third research objective is also presented in Ghrapix in Table 6.4. The results
for the variable Big 4 which measures audit quabty well show negative
significant relationship with EM. This relationshimplies that the presence of

one of the Big 4 audit firms as external auditoassociated with lower values of
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EM. This means that Big 4 audit firms are assodiatgh lower levels of income
smoothing represented by the low value of the b&i&M. These results are
consistent with the results of DeFond and Subrawmrany1998), Francis et al.
(1999) and Becker et al. (2008) whose results stgdethat significantly lower
levels of EM are associated with the presence Biga4 auditor. Results for

board size and board independence are insignificant

The fourth research objective was to investigatetidr RPTs are associated
with corporate governance or not. Table 6.3 in @rafix also shows that RPTs
are not correlated to any of the corporate govaraaativities examined with the
exception of having a Big 4 auditor. This was molime with prior literature (e.g.

Gordon et al., 2007; Kohlbeck and Mayhew, 2010)esehcontradicting results
might be due to the differences in investor proadecenvironment. Prior research
shows that the effectiveness of corporate govematvities is affected by the

investor protection environment (La Porta et @00@).

Finally, the fifth research objective is achievedGhapter Seven. Table 7.1 in
Chapter Seven presents results comparing the gudliaccounting reports for
RPTs and non-RPTs firms in the period between 2069 2011. It shows that
firms having RPTs do not exhibit less accountingliqy than non-RPTs. The
first finding in this Chapter indicates that RPTiems do not exhibit higher

variability of change in net income.
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The second finding in Chapter Seven is consistdht the first in that it indicates
that the ratio of the variance of change in nebine, ANI*, to the variance of
change in cash flonACF*, is not significantly lower for RPTs firms thdor
non-RPTs firms. The third finding indicates thatretation between accruals,
ACC*, and cash flow, CF*, is more highly negativar hon-RPTs firms. This
shows that the hypothesis that the likelihood tR&Ts firms take actions to
smooth earnings more than non-RPTs firms shouldepected. Finally, the
relationship between RPTs and SPOS is negativ®@3@nid insignificant, which
suggests that RPTs firms do not report small p@siarnings more frequently.
This does not provide evidence of managing earnioggrds an earning target.
This indicates that firms that conduct RPTs withtenal amounts (equal to 1%
or more of the firms’ total assets) are as likelyg¢port small positive earnings as

their non-RPTs counterparts.

The findings reported in Chapter Seven supporfitieengs reported in Chapter
Six and shows that the results of the study aregbfor alternative proxies of
RPTs and EM. Additionally, the results are robustoas normal scores of

continuous variables as shown in Table 6.4, Chaiter

8.4. Contributions and Implications of Research

The research makes theoretical contributions arsdpeticy implications. First,
the research contributes to several streams oétiites. This research contributes
to EM and RPTSs literature by investigating the linktween them in a unique

context with poor investor protection. Moreover, cibntributes to corporate

174



governance literature and extends the literatur@aounting quality. Second,
this research has policy implications related te dmsclosure of related parties
and RPTs that would allow more transparency anteption for the investors.
Theoretical contributions are discussed in Sedidnl while policy implications

are discussed in Section 8.4.2.

8.4.1 Theoretical Contributions
There are three main differences between the dustmy and related prior

studies. This study differs from the studies comeldidoy Cheung et al. (2009),
Jian and Wong (2010) and Lo et al. (2010) in thstitutional setting. These
studies were conducted in the Chinese context wisclaffected by highly
concentrated ownership and the tendency for cdimgolshareholders to
expropriate shareholders. The inferences deduced finese Chinese studies do
not necessarily apply to other markets (Gordon Bieery, 2005). The vast
majority of RPTs studies to date have been condueseng samples from Asian
countries which exhibit a unique and different itositonal setting which suggests
that those results may not be generalisable tor aititings (Gordon and Henry,
2005). Therefore, investigating the relationshipdifferent settings provides a

contribution to the literature by addressing timsitiation.

This study also uses different measures from thdsepted by Gordon and Henry
(2005). I refrain from following Gordon and Heni3005) measuring RPTs using
monetary values as this includes nontrivial measerd¢ errors (Ryngaert and

Thomas, 2012). | also avoid following them in theage of the Jones (1991)
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model to estimate discretionary accruals alsoniratiempt to avoid or reduce
measurement errors (Dechow et al., 2010). Fingtig, study also differs from
the study conducted by Ryngaert and Thomas (20b&)hwnvestigates whether
ex-ante RPTs have a differential impact on firmueatompared to ex-post RPTs
in the US context. Their study relying on the hista dimension of the
transaction to categorise RPTs and provides eveldram a strong investor

protection environment.

This study contributes to a growing literature dvi.EPrior studies have provided
evidence that executives engage in EM through atx(tiealy, 1985; Healy and
Whalen 1999; Kothari, 2001; Fields, 2001) or thiouge manipulation of real
activities (Roychowdhury, 2006). Healy and Whald®99) argue that while
RPTs could be used to manage earnings, the evidendee link between EM

when measured by an accrual based measure and iRRisted. This aim of

this study has been to provide empirical evidentevbether RPTs are normal
transactions conducted solely for normal businesd eorporate governance
purposes, or a mask that may be used to hide thecégn of firm resources or to

manipulate financial statements.

This study contributes to the corporate governditeeature by examining the
link between internal governance activities and EAthough prior work has
provided some evidence that corporate governanae isiportant determinant of

EM, the results of these studies remain contradict(Garcia-Meca and
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Scanchez-Ballesta, 2009) and not sufficient to dsawstantive conclusions
(Larcker et al., 2007). This study provides furtleeidence on the association
between EM and corporate governance in Greecerddwts suggest that audit
guality is associated with lower levels of incomaosthing and hence, EM.
Additionally, it shows that the negative associatimetween EM and RPTSs is
robust only to the subsample of companies beingtedidby Big-4 firms. This

indicates that audit quality plays a major rolgha association between EM and

RPTs.

This study also extends the literature on RPTs xgméning the relationship
between accounting quality and RPTs. Prior studaese investigated and found
evidence of an association between earnings mareageand RPTs (Chen et al.,
2011; Jian and Wong, 2010; Aharony et al 2010)s€hstudies have used
indirect measures of earnings management that cootdbe attributed to
accounting quality or financial reporting systerhey used changes in ratios such
as ROA or price earnings (Chen et al.,, 2011; Aharenal., 2010) operating
profits (Jian and Wong, 2010) as an indicator ohiegs manipulation involving
IPOs without investigating accounting quality dttiies. Therefore, the question
whether RPTs are associated with lower accountuality was not empirically

investigated by earlier studies.

Finally, prior accounting quality literature fo@ssalmost entirely on comparing

accounting quality between firms applying IFRS #émelr non-IFRS counterparts.
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Thus, this study aims to extend the scope of adowyirquality literature by

examining whether RPTs are associated with loweswatting quality.

8.4.2 Policy Implications

Researchers always have to rely on information BT &disclosed by the firm.

This implies that RPTs that are not disclosed angactions with parties who are
not known to the public or auditors remain unobsdnAlthough auditor failure

to recognise or to disclose a related party igdc@e one of the most common ten
audit deficiencies, in the biggest related paransactions, namely Adelphia and
Enron, the auditors were clearly aware of RPTs eeldted parties in these
contexts (Gordon et al. 2007). These undisclosausactions are more likely to
be used for achieving private benefits by contnglishareholders as controlling
shareholders are likely to be motivated to condtleeir private benefits so that
external shareholders do not observe those bendtitsrefore, the nature of
RPTs can provide opportunities for controlling geders to achieve private
control benefits through undisclosed RPTs. Thisgsats that one solution that
could possibly mitigate the effect of this problemthat the regulations and
accounting standards oblige auditors and not the tio disclose all relations and
transactions with related parties they are award@twt could help the public and

the researchers to assess the degree of opportimtieconducted RPTSs.

8.5. Limitations and Suggestions for Future Research

The RPTs literature suffers from the several weages This section sheds the

light on this weaknesses of RPTs research and mieeseme suggestions to
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constrain these weaknesses in the future. Moredkier,section discusses the

main limitation of the current study.

The main problems in the RPTs research are thedhotulti-county studies and
international comparisons and the insufficient cage of RPTs by research
databases. The main limitation in the current stgdhat the sample size and the
context of the research do not allow the resultsetgeneralisable. | discuss these

weaknesses and limitations hereafter.

First, RPTs are mainly discussed as either a toolexpropriate minority
shareholders or manage reported earnings. Althaheghincidence of both
investor expropriation and earnings management raepe the institutional
background and investor protection (La Porta etl#99; Leuz et al., 2003), the
RPTSs literature is silent on the role of institui@b and contextual differences
across countries in examining the association EtwRPTs and shareholder

expropriation or earnings management.

There is dearth of studies comparing RPTs evidawcess countries. With the
exception of Dayha et al. (2008) who examine tHatimship between RPTS,
corporate governance and firm value no study coi®R®#3s in more than one
country to the best of the researcher’'s knowleddfdough this helps researchers
to remove external variables that might affectitivestigated relationship, it also
keeps RPTs literature with an observed weaknesiseas is no evidence on how

the negative outcomes of RPTs might vary as thetutisnal background and
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investor protection environment changes. Similacagporate governance, it is
possible that the institutional background can igyificant role in constraining

the negative effects of RPTs and ensure that RRT efficient transactions that
are conducted solely for business purposes. Fangbea more evidence on the
effect of the interaction between RPTs and inveptatection on firm value,

stock returns and ROA needs to be presented. Thepr@blem now that persists
with the current state of RPTs research is the ddavidence on the determinants

of the effect of RPTs on firm value and sharehdderalth.

Second, another main weakness in RPTs researci whght be contributing to
the first weakness is the availability of data. amto other disclosures, data on
RPTs must be manually collected from annual repditiss might be one of the
main difficulties of collecting cross country dafar RPTs as RPTs are
complicated transactions where disclosed trangatidescribe a lot of
information like the type, value and parties of th@nsaction. | hope that this
study will encourage data providers to make mordRRBata available. The
availability of detailed RPTs data will allow theguit of additional interesting
research questions for RPTs studies. Additionaltlis research was constrained
by data availability as a result of the lack of é&mdata sets across countries. For
example, in this research several attempts wereert@maéhclude other countries
with weak investor protection laws similar to Gree@hese attempts were not
successful because of the large number of firmsoumntries such as France,

Spain, Netherlands and Italy that publish only odidated financial statements.
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The availability of consolidated financial statersemnly eliminates data on
transactions between subsidiaries and retains famy balances for the parent
firm. Careful examination of the accounting infotioa available in these
countries indicated that only a trivial number mimFyear observations could be
found severely reducing the usefulness of attergpthoss-country comparison.

This has made a cross-country comparison a vefigutfventure.

Finally, the main limitation for this study is thatfocuses on the link between
RPTs and EM in the Greek context. The Greek context be considered
distinctive because of the reported relatively poowestor protection,

enforcement mechanisms, and reporting quality( ledw., 2003; Hail and Leuz,
2006). Hence, investigating the link between RPid EM in this context is

important as it supports the notion that RPTs are necessarily a mean for
managing earnings. This implies that these resuitht not be generalisable to
other countries. More research needs to be comdluctea cross country level to
assess the impact of institutional factors on RBAd their effects so that the

generation of more generalisable conclusions nbghthade possible.
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Appendices

Appendix 1
Related Party Transactions Literature: Summary iotdihgs
Authors Country Findings
Hwang et al. (2013) China Disclosure regulatiorupess discretionary abnormal accruals of firms eimgpign RPTs.
Yeh et al. (2012) Taiwan Good governance conss&mTs, related sales is correlated with seasaqgity efferings and thg
condition of capital issuance.
Ryngaert and Thomas USA Overall RPTs are not significantly associatétthwobin's Q, Ex ante RPTs are not associated w
(2012) operating profitability and are positively relatiedTobin's Q.
Ex-Post RPTs are negatively associated with piufitg, declined share prices upon disclosure,
increased likelihood that the firm will enter fir@al distress or deregister.
Lei and Song (2011) Hong Firm value is negatively associated with RPTs.
Kong
Peng et al. (2011) China When a firm is in a hgditmancial position, controlling shareholders arere likely to use
RPTs to tunnel from the listed firm to benefit ath@eember firms.
When a firm is in poor financial condition, contnoy shareholders are more likely to use
RPTSs to prop up the listed firm.
Lo and Wong (2011) China Firms that make voluntiisglosure of the pricing methods of RPTs are rneglgtassociated with

earnings management (abnormal RPTs) and RPTs imesiiperformance-linked bonuses
and earning targets. They are positively associatddindependent directors and governmental
ownership.
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RP

Chen et al. (2011) China Controlling shareholdargcture operating RPTs in pre-IPO period and thtR&s are associated
with firm performance followed by a negative futyrerformance.

Nekhili and Cherif (2011) France| RPTS are mainfluenced by voting rights of controlling sharehaldgoard size, independence
audit committee, Big 4 auditors, debt ratio. RP&gatively affect firm value.

Kohlbeck and Mayhew USA RP firms have significantly lower valuationgdamarginally lower subsequent returns than non-F

(2010) firms.

Jian and Wong (2010) China Firms prop up earniygssing abnormal related sales to their controlbmgners.

Lo et al. (2010) China Firms with independent bodrdility, experts on audit committee are lesd\ike engage in
transfer pricing manipulations through RPTs.

Aharony et al. (2010) China RP sales could be oppartunistically to manage earnings upwards imptieelPO period
non-repayment by Chinese parent company of netaoutsig corporate loans.
Earnings management via abnormal sales.

Ge et al. (2010) China Reported earnings of firelkng goods or assets to related parties exhilutver valuation

coefficient that other firms. This result is onlgserved after a new fair value measurement rule
for RPTs came into effect.
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Jiang et al. 2010

China

Results show the widesprsadf corporate loans by controlling shareholtieextract funds
from listed firms. These loans are of long termuratand made to related parties. Firms with
large other receivables experience worse futureatipg performance and are much more likely
to become candidates for delisting.

Cheung et al. (2009a)

Hong
Kong

Publicly listed firms enter deals with RP at unfaraible prices compared t similar arms' length
deals. Firm acquire assets from RP by paying agnighice compared to similar arms' length
deals. In contrast, when they sell assets to cblzdeties, they receive a lower price. With the
exception of the presence of an audit committegarate governance have limited impact on
transaction prices. Firms with AC pay lower pritefRP for acquisitions and receive higher from
RP from divestments.

Cheung et al. (2009b)

China

Minority shareholdeensto be subject to expropriation through tunmglbut also gain from
propping up from RPTs. On balance, there seems todye tunnelling than propping up. Both
types of firms have larger state ownership comptodle rest of Chinese market but firms
are larger and have larger state ownership thars faubject to tunnelling. Propped up firms
are more likely to have foreign shareholders anktoross listed abroad compared to firms that
subject to tunnelling. Propped up firms also tembdve worse operating performance in the fisc
year preceding the announcement of the relateg prarisaction. Finally, related part transaction
representing tunnelling are accompanied by lessnmdtion disclosures compared to related parf
transactions representing propping.
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Berkman et al (2009) China Issuance of Related &tees is less likely at smaller firms, at morditable firms with
higher growth prospects. They also find that tlemtdy and ownership of block holders affect
the likelihood of expropriation. Q, ROA and dividkyield are significantly lower, and that leverd
is significantly higher, at firms that issued relhiguarantees.
Gao and Kling (2008) China Independent board meslaerdit without non-clean opinion and dispersederghip
prevent tunnelling, 2) Belonging to a business griesuing B or H share enhances tunnelling.
Institutional ownership does not prevent embezztgroéassets. Governance mechanisms
Gallery et al. (2008) Australiad  They find only weakidence on the association between strong goveenand RPTs. The
results show that financial condition dominatesdieision to engage in RPTs and suggests tha
external monitoring (associated with larger firrpesand the quarterly reporting phase)
are a more effective restraint on the magnitudeRTs
Dayha et al. (2008) 22 Firm values are lower for RPT firms and independtrctors reduce the occurrence of RPTs
countries
Balsam and Gifford (2007) USA RPTs are positivedgaciated with CEO tenure, insider ownership, ex@S0 compensation.
RP loans which are prohibited by SOX act 2002 dedtiost SOX
Cheung et al. (2006) Hong Firms announcing connected transactions earn gignifexcess returns, significantly lower than
Kong firms announcing similar arms' length transactidomgestors cannot predict expropriation
and revalue firms only when expropriation does occu
Gordon and Henry (2005) USA Adjusted absolute atabaccruals are positively associated with RPTs
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Appendix 2

Regressions Accounting Quality Measures

RPTs

Size

Sales growth

Leverage

CF

BIG4

Technology

Real Estate

Utilities

Travel

Retail

Health Care

Personal

Food and
Beverage

Construction

Basic Materials

Chemicals

0.004

0.001

0.043

0.054

0.007

0.020

0.008

-0.004

-0.007

-0.005

-0.055

-0.005

-0.005

-0.010

0.007

0.006

0.041

0.000

0.079

0.872

-0.031

-0.052

-0.035

0.023

-0.053

-0.024

-0.070

-0.031

0.040

-0.019

-0.045

0.047

207

-0.004

0.002

0.067

-0.020

-0.085

0.068

-0.010

.002

-0.118

-0.029

-0.052

-0.031

-0.029

-0.066

-0.063

-.032

.000

-.096

.051

126

-.018

.013

.099

A71

-.048

.094

.031

.032

.055

.065

-0.657

0.050

-0.009

1.579

0.254

-0.025

18.881

19.262

20.039

-0.037

18.986

18.877

18.251

19.074

19.102

17.766



Oil and Gas 0.004 0.133 -0.054 -.051 19.462

R Square 0.223 0.069 0.144 0.199 0.142
Durbin Watson 2.243 2.607 2.621 1.964

Dependent A NI ACF ACC CF SPOS
Variable

This table reports the regression results of equoati,2,4,5 and 6 of Chapter Six. Those regressions
were run to construct accounting quality proxiegduén the study. All models control for year.
Column 1 shows the regression coefficients of dgnafl): ANI= o + Bl SIZE+ B 2 SALES
GROWTH+ B 3 LEV+ B 4 CF+ B 5 BIG 4+¢. The variance of the residuals from this equation
constructed\NI*the first proxy for accounting quality. Columnshows the regression coefficients of
equation (2)ACF= o 0+ B 1 SIZE+ 2 SALES GROWTH+f 3 LEV+ B 4 CF+ B 5 BIG 4+¢.
The variance of the residuals of this regressiaiésvariability ofA CF*. The ratio of variability of
ANI* to the variability of A CF* is the second proxy for accounting qualityli®ons and 4 shows the
regression coefficients of equations (4) GFe+ B 1 SIZE+ B 2 SALES GROWTH+B 3 LEV+ B 4

BIG 4+ ¢ and (5) ACC=0a 0+ B 1 SIZE+ B 2 SALES GROWTH+ 3 3 LEV+ f 4 BIG 4+¢,
respectively. The third proxy for accounting qualis based on Spearman's correlation between
accruals and cash flows. The residuals of the ssgga of each of accruals and cash flows are wsed t
assess the correlation between accruals and @ash. fColumn 5 shows the regression coefficients of
the logistic model in equation (6): SPO&=0+3 1 RPT+p 2 SIZE+ 3 SALES GROWTHS$ 4
LEV+ B 5 BIG 4+. SPOS is the fourth proxy for accounting qualithis model examines whether
RPTs firms have are more likely to report smallifpdos income. RRPT represents related party
transactions, is a dummy variable equal to 1 if RBTals Assets > 1 and O otherwise. Size is the
natural logarithm of firm’s total assets. Salesvgiois the percentage of sales growth rate. Leerag
measures long-term debt and is calculated as ttweafatotal long-term debt to the book value ofio
assets. CF is the annual net cash flow from opeyatctivities divided by end of year total assets a
BIG 4 is an indicator variable that equals onehi firm is one of the Big 4 audit firms and zero
otherwise. Industry dummies are indicators thagirecthe value of 1 when the firm is operatingha t
industry dummy. All models control for year.

* **and *** indicate significance at 10%, 5% and4l, respectively.
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