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political connections We find that political connections are negatively associated with related-party
related-party transactions, transactions. In other words, politically connected firms are less inclined to exer-
opportunistic behavior. cise opportunistic behaviours by related-party transactions in comparison to other

firms. Moreover, additional analysis reveals that the negative relationship between
political connections and related-party transactions is more pronounced in larger
firms. Our findings not only extend the extant theoretical literature concerning the
stock political economy in developing countries including emerging capital mar-
ket of Iran, but also help investors, managers, capital market regulators, policy
makers and accounting standard setters to make informed decisions.

1 Introduction

The extant empirical literature shows consensus on the claim that politically-connected firms are
characterized by high influence [10], low dividend payout ratio and profitability [16], high rent-
seeking activities [4,11,12,33], and resource diversion [29]. Despite the substantial breakthroughs
achieved in the understanding of the impact of political connections, the process that underlies this
effect is almost unknown. Literature on related-party transactions abounds with the studies which
consider these transactions as mechanisms whereby political connections are exploited at the expense
of minority investors. Undertaking related-party transactions enable politically-connected firms to
meet their self-interests. This has been intensified owing to the lack of the protection of minority
shareholders’ interests as well as weak enforcement of the rules in the Iranian capital market. A Relat-
ed- Party transaction is a transfer of resources, services, or obligations between related parties, regard-
less of whether a price is charged.

As items of concern, these transactions are mostly diversified and complicated transactions that occur
between a firm and managers, CEOs, major owners or related parties. There have been controversial
views on the value of the existing related-party transactions in business transactions. Examples of
their benefits include low transaction cost, high firm value [7,18,19, 22], shorter negotiation processes
[19], and renewal of corporate operations [8]. Nevertheless, since related-party transactions are likely
to take advantage of shareholders control to implement earnings management, it may appear to be a
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source of loss to shareholders [8,13,19,20,25]. Although the literature considers related-party transac-
tions a contributing factor to improve efficacy [24], related-party loans seem to spoil firm value [2],
Firms use abnormal sale transactions, as a kind of related-party transactions, to divert the available
resources. For example, Wang and Yuan [36], put forward the view that earnings offer less infor-
mation content for firms with related-party sale level. Related- party transactions has received a great
attention to the academicians and several studies have been carried out both in developed and devel-
oping countries. However, a very few attention is done in the emerging countries in general and Iran
in particular. The capital market in Iran is very new and somewhat inefficient. Furthermore, presence
of the government in the ownership structure of Iranian companies, ownership concentration, and
other external and political factors such as trade and economic sanctions against Iran that distinguish
it from other countries, makes this country a good sample for research. As such, the focus of the study
is to acquire an understanding of whether the political connections affect the related-party transactions
amongst Iranian public listed companies.

This study also aims to provide additional evidence that supports or rejects prior research findings in
developed countries and to determine whether the findings can be generalized in Iranian market. For
this reason, we selected a sample of 485 firm-year observations from companies listed on the Tehran
Stock Exchange. The availability of data restricted our research horizon only on a five-year period
from 2013 to 2017. We find that political connections are negatively associated with related-party
transactions. Our paper contributes to the existing accounting and finance literature written on the
topic, in the following ways: First, the results of the study can advance theorizing about corporate
related-party transactions in the emerging capital markets in the developing countries like Iran. Sec-
ond, the evidence points to the extent to which political connections can influence corporate related-
party transactions. These findings contribute to the debate regarding the role of political connections
in reducing the related-party transactions, and provide valuable insights for managers, investors, capi-
tal market regulators and accounting standard-setters. In closing, the findings can raise novel ideas for
further study in the domain of political economy.

2 Literature review and Hypothesis Development

Political connections between firms and political figures can be traced to their mutual demands. Ow-
ing to various factors including the weakness of marketplace in meeting the requirements of enterpris-
es, avoiding political costs and tunneling economical and information resources, firms are motivated
to join these connections. Likewise, on the basis of resource dependence theory, political connections
degrade certainty in business environment through providing firms with key and valuable resources
[38]. On the other hand, political parties require government’s support to achieve their political, eco-
nomic, social and cultural goals. Moreover, political parties tend to have the support of corporates to
provide their necessary financial resources to meet their political needs like establishing campaign
headquarters. In addition, these connections can improve the government’s efficacy in dealing with
country’s vast needs [15]. Prior literature provided ample evidence on the benefits of political connec-
tions for firms, among which lower capital and debt costs, access to profitable public transactions,
higher growth opportunity, lower commitment to rules and weaker control and surveillance are of
paramount importance [11,4, 30,17]. Also, these firms enjoy tax benefits and bear less competitive
pressure imposed by marketplace. Additionally, political connections appear to exert adverse impact
on firms, especially on minority shareholders as they seem to provoke firms to tunnel corporate re-
sources and carry out earnings management [5].
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Related-party relationship is a typical characteristic of every business activity. For example, some
enterprises delegate parts of their responsibilities to secondary enterprises, joint venture and related
enterprises. Under these circumstances, firms with control, mutual control or considerable influence
manage to influence financial position, performance and flexibility of those enterprises. Related par-
ties may engage in undertaking transactions which unrelated parties do not conduct. A secondary en-
terprise, for instance, tend to sell its products to a primary enterprise at prices different from those
sold to customers. Likewise, prices of transactions between related parties are likely to be different
from those between unrelated parties.

Financial position, performance and flexibility of a business enterprise may be affected by Related-
Party relationship, even if no transaction is conducted. The presence of the relationship is in its own
merit sufficient to influence the enterprise’s transactions with related parties. For example, when a
firm is taken over by another one, it may terminate its relationship with that business due to the com-
petition between this business and one of the businesses in the group [4]. Moreover, the linkage with
related parties seem to compel either of the parties to avoid a certain activity as a result of the appre-
ciable influence of the other party. For example, a secondary enterprise is likely to be halted from
engaging in research and development activities according to the orders issued by the primary enter-
prise. Given the mentioned arguments, the awareness of transactions, account balance and related-
party relationship seem to influence financial statement users while evaluating business activities like
risk evaluation opportunities. Paying attention to the content of the relationship, rather than its legal
format is of paramount significance in assessing every possible relationship with related parties [11].
Various views have been proposed about the pros and cons of employing related-party transactions in
politically-connected firms. In the absence of effective market mechanism, transaction costs rise, and
firms are inclined to utilize related-party transactions to enhance operational efficacy, reduce transac-
tion costs and increase return on assets. On the contrary, related-party transactions like borrowing and
exchange of assets can be characterized as an opportunistic behaviour undertaken to expropriate cor-
porate resources and shareholders’ rights. Additionally, tunnelling corporate resources through relat-
ed-party transactions, due to complexity and possibility of concealing its consequences by manipulat-
ing financial reporting, is less likely to be discovered. Overall, politically-connected firms are more
inclined to use related-party transactions due to the ease of resource exchange between firms and po-
litical parties [15].

From a different perspective, the relationship between political figures and firms are founded upon
goals beyond business profitability. In other words, while non-politically-connected firms merely ac-
centuate profitability and use any instruments like related-party transactions, politically-connected
firms operate regarding various goals like wealth equality, employment, industry renewal, economic
stability and national self-sufficiency [23,24, 3]. Habib et al. [15] Political connections, financing and
firm performance: Evidence from Chinese private firms, investigated political connections and relat-
ed-party transactions in a sample of 1775 firms listed on the Indonesia Stock Exchange during the
years 2007-2013. They finally documented that politically-connected firms use more related-party
transactions in comparison to their non-political counterparts. They also put forward the view that the
variable of political connections is significantly correlated with the variable of related-party transac-
tions. This appears to demotivate politically-connected firms to undertake abnormal related-party
transactions to promote business profitability. As stated before, very little attention is paid to the em-
pirical investigation of the effects of political connections on the related-party transactions. Neverthe-
less, a stream of research which have separately employed the variables of the current study are pre-
sented as follow: Wong et al. [37] examined the increase or decrease of sale value in related-party
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transactions among similar business groups. They found that these transactions can enhance
firm value. In a study entitled “The relationship between related-party transactions and control own-
ership”’’, Minjung et al. [26] concluded that although these transactions reduce firm value in Korean
firms, they are more pronounced when ownership is greatly controlled. Boubakri et al. [4] was con-
cerned with exploring whether political connections affect corporate performance and financial deci-
sions. They documented that political connections facilitate firms’ access to funding resources. Chen
et al. [6] considered the effect of political costs on earnings management in listed Chinese firms and
concluded that firms implement earnings management to lower political pressures. Niessen and Ruen-
zi [27] lent support to claim that politically-connected firms in Germany operate financially better
than their non-political counterpart. Song et al. [34] studied earnings management in politically con-
nected firms in China during the years 2006-2008. Their findings revealed that politically-connected
firms are less engaged in earnings management than other firms.

Nikoomaram et al. [28] examined connection-oriented economy, political connection and accruals
quality in a sample of firms during the years 2005-2009. They indicated that political connections
attenuate accruals quality. Darabi and Davoodkhani [9] reported that related-party transactions are
negatively associated with firm value. Sarlak and Akbari [32] investigated the relationship between
related-party transactions and earnings management in firms listed on the Tehran Stock Exchange.
They come to this conclusion that related-party transactions are significantly correlated with earnings
management. In addition, Salehi et al. [31] examine the impact of institutional ownership on the Rela-
tionship between tax and capital structure. They find that tax has a negative and significant impact and
institutional ownership has a positive and significant impact on capital structure. In addition, the insti-
tutional ownership in corporate companies impacts and adjusts the relationship between tax and capi-
tal structure. In the light of this theoretical and empirical literature, it is possible to formulate the fol-
lowing hypothesis:

H;: There is a significantly negative association between political connections and related-party
transactions.

3 Research Methodology

We select all publicly- listed companies in Tehran Stock Exchange (TSE) over the entire duration of
the estimation time period (2013-2017) as initial samples. Of these initial samples, companies with
long periods without transactions and firms that are either missing financial variables or that have
insufficient data are eliminated. Financial institutions, banking, finance and investment firms are also
eliminated, since their accounting and reporting environments differ from those in other industries.
This gives a final sample of 485 firm-year observations from the fiscal years 2013 to 2017. Table 1
discusses the breakdown of sample procedure (panel A) as well as the number of sample per industry
(panel B).

To investigate the association between political connections and related-party transactions, the authors
estimate the following multivariate regression model:

RPTi¢ = po+ p1 PCONis + B2 SIZEi+ + 3 LEVii + fs GWTH;: + B5s BIG ir + IND FE + YEAR FE + &ix (D

Where:
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The dependent variable of the current study is the related-party transactions, which following Sarlak
and Akbari [32], is calculated as sum of disclosed related-party transaction prices in notes to the an-
nual financial statements divided by beginning assets of the firms.

The independent variable used in our study is political connections. We define political connections
(PCON) as a dummy variable that equals 1 for politically connected firms and 0 otherwise. Theoreti-
cally speaking, previous literature has proposed such major characteristics for politically-connected
firms as the presence of government- or parliament-dependent members of boards and/or the presence
of government-affiliated majority shareholders (owning at least 10 percent of the firm's shares) in
firms [28].

Table 1: Sample selection process

Panel A: Sample selection procedure

Explanation Observations

Initial sample from 2013 to 2017 1,525
Less: Firm-years with long periods without transactions (290)
Less: Firm-years with insufficient or Missing data (505)
Less: Financial institutions (245)
Final sample 485
Panel B: Industry distribution

Industry Observations Percent
Automotive 60 12.37%
Mining and metal products 55 11.33%
Non-metallic minerals 50 10.31%
Cement and plaster 50 10.31%
Metals 50 10.31%
Rubber and plastic 45 9.28%
Machine tools 40 8.25%
Oil, gas and petrochemicals 45 9.28%
Food 45 9.28%
Pharmaceuticals and healthcare 45 9.28%
Total 485 100%

We include a set of control variables that prior research has found to be associated with the related-
party transaction [31,1,21,35]. SIZE is the logarithm of firm’s total sales.

Table 2: Variable definitions

Variables Definition

Dependent Variable

RPT Related-party transactions divided by total assets.

Independent variable

PCON Dummy variable, equal to 1 for politically connected firms, and 0 otherwise.

Control Variables

SIZE Firm size measured as the logarithm of firm’s total sales.

LEV Leverage measured as the total debts divided by total assets.

GWTH Firm growth opportunities , defined as the market value of equity divided by book value of equity
BIG Dummy variable, equal to 1 if the firm is audited by BIG auditing firms, and 0 otherwise.
IND Industry dummy to control for industry fixed effect.

Year Dummy variables to control for fiscal year effect.
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LEV is financial Leverage measured as the total debts divided by total assets. GWTH is firm growth
opportunities, defined as the market value divided by book value of equity. BIG is a dummy variable
that takes a value of 1 if the firm is audited by BIG auditing firms, 0 otherwise. In the regression mod-
el we also control for industry and year effects. Table 2 summarizes the definition of variables used in
this paper. Since the panel data are superior to time-series and cross-sectional models with respect to
the number of observations, low probability of multicollinearity among variables, bias reduction in
estimation and heterogeneity of variance [14], the multivariate regression model based on panel data
was employed to test the research hypothesis.

4 Empirical Results

4.1 Descriptive statistics

Table 3 presents the descriptive statistics of the research variables for the sampled firms during the
years 2013-2017.

Table 3: Descriptive statistics for all variables

Variables N Mean Median Minimum Maximum Std. Deviation
RPT 485 0.373 0.161 0.000 7.613 1.021
PCON 485 0.462 0.000 0.000 1.000 0.407
SIZE 485 12.086 11.967 9.865 14.563 0.761
LEV 485 0.596 0.598 0.145 1.409 0.193
GWTH 485 3.172 2.451 -21.351 28.177 3.055
BIG 485 0.262 1.000 0.000 1.000 0.442

Notes: RPT - related-party transactions divided by total assets ; PCON - 1 for politically connected firms, and 0
otherwise; SIZE - log of firm’s total sales; LEV - Total debt divided by total assets ; GWTH- Market value of equity
divided by book value of equity ; BIG- 1 if the firm is audited by a Big auditor, and 0 otherwise.

As indicated in the table, the price of related-party transactions accounts for 37 percent of the corpo-
rate assets. In addition, 46 percent of the sampled firms are politically connected. Moreover, the mean
value of financial leverage implies that approximately 60 percent of the assets of the sample firms
were financed by debt. It is also noteworthy that the market value of the owner’s equity in the vast
majority of the studied firms is believed to exceed its book value, which is confirmed by the mean
value of growth opportunity (3.172).

4.2 Regression results
In panel data analysis, in order to distinguish the usage of pool or panel data method, it is necessary to
test F-limer and to determine the fixed effect or random method usage, Hausman test was used.

Table 4: The results of tests used for the research model

Test Statistics Result
F-limer test 7.618™ panel data method
Hausman Test 19.062™ fixed effects method
Jarque-Bera test 2.103 Normality of residuals
LR test 403.51™ Heteroscedasticity
Wooldridge test 1.337 Lack of autocorrelation

Notes: ** and * denote significance at the 0.01 and 0.05 levels, respectively .
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Additionally, Jarque-Bera test is performed to examine whether residuals show normal distribution or
not and to identify heteroscedasticity and serial autocorrelation, the Likelihood Ratio (LR) test and
Wooldridge test were employed respectively. The results of the tests are represented in Table 4.

As can be seen, F-limer test and its level of significance suggests the use of panel data method. The
results of Hausman test and its level of significance indicate that the model has to be estimated using
fixed effects method. Since the significance level of Jarque-Bera test is greater than 0.05, the normal
distribution of residuals, is confirmed.

The results of LR test reveal that the research model suffers from heteroscedasticity, which can be
removed by estimating the model using Generalized Least Square method. The level of significance
for Wooldridge test points to the lack of serial autocorrelation in the model. In addition, to ensure the
lack of multicollinearity among explanatory variables, the multicollinearity was assessed using Vari-
ance Inflation Factor (VIF). As indicated in Table 5, the values of this statistics for the explanatory
variables are less than 10, thereby confirming the lack of multicollinearity. The results of testing the
research hypothesis are presented in Table 5.

Table 5: The results of testing the research hypothesis

Variable Exp. Sign Coefficient Std. Error t-Statistic VIF
C +/- 0.291™ 0.093 3.108 -
PCON +/- -0.113" 0.049 -2.278 1.22
SIZE - -0.155™ 0.052 -2.988 1.17
LEV + 0.014 0.026 0.535 1.23
GWTH + 0.002 0.004 0.533 1.14
BIG - -0.061" 0.031 -2.005 1.19
Industry FE Yes
Year FE Yes
Festat. 9.102 Durbin-Watson stat 1.944
R 0.561 Adjusted R’ 0.535

Notes: ** and * denote significance at the 0.01 and 0.05 levels, respectively PCON - 1 for politically connected firms,
and 0 otherwise; SIZE - log of firm’s total sales; LEV - Total debt divided by total assets ; GWTH- Market value of equity
divided by book value of equity ; BIG- 1 if the firm is audited by a Big auditor, and 0 otherwise.

Considering F-statistics and level of significance, one can conclude that the fitted regression model is
significant at the 5% level. Given the value of adjusted R?, the researchers reached the conclusion that
independent and control variables explain about 53% of changes of the dependent variable. As indi-
cated in the above table, the estimated coefficient and t-statistics of the variable of PCON are negative
and significant at the 0.05 level. Therefore, the research hypothesis is accepted.

4.3 Sensitivity Analysis

To shed more lights on the topic of discussion and conduct a sensitivity analysis on the research find-
ings, other tests were also performed. In the first test, the results of the study were meticulously con-
sidered with respect to the variable of firm size. To do so, firms were classified as large firms (with a
size larger than the median of the whole sample) or small firms (with a size smaller than the median
of the whole sample) such that large firms were assigned the value of 1 and small firms got the value
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of 0. Then, the moderating effect of firm size on the relation between political connections and relat-
ed-party transactions were examined, and the results were presented in Table 6. As indicated, the es-
timated coefficient and t-statistics of the interactional variable of PCON*SIZE is negative and signif-
icant at 0.05 level, i.e. association between political connections and related-party transactions is more
pronounced in larger firms.

Table 6: The results of the fitted model with respect to the variable of firm size

Variable Exp. Sign Coefficient Std. Error t-Statistic
VIF
C +/- 0.295™ 0.091 3.247 -
PCON +/- -0.125" 0.055 -2.258 1.24
SIZE - -0.171" 0.053 -3.198 1.21
PCON *SIZE +/- -0.118" 0.056 -2.071 1.26
LEV + 0.012 0.026 0.489 1.17
GWTH + 0.002 0.004 0.535 1.19
BIG - -0.064" 0.029 -2.206 1.23
Industry FE Yes
Year FE Yes
Fostat. 0834™ Durbin-Watson stat 1.962
R’ 0.585 Adjusted R® 0.561

Notes: ** and * denote significance at the 0.01 and 0.05 levels, respectively.

In another test, the relation between political connections and related-party transactions was investi-
gated for each research years. Table 7 represents the significance of the variable of political connec-
tions (PCON) separately for each year. As indicated in the table, the coefficients for PCON are nega-
tive across all years. As such, one can conclude that the results are still robust while the sample was
reduced and the research hypothesis was examined for each individual year of the research period.

Table 7: The results of regression analysis in each research year

Years Coefficient t-Statistic
2013 -0.082 -1.165
2014 -0.122 -1.672
2015 -0.145" -2.051
2016 -0.163" -2.226
2017 -0.182™ -2.603

Notes: ** and * denote significance at the 0.01 and 0.05 levels, respectively .

5 Conclusions

The available evidence on the significant effect of political connections seems to suggest that these
connections not only enhance firm value, but also facilitates access to lenders, and hence reducing
debt costs and the likelihood of bankruptcy. On the other hand, there have been dissenters to this
view, suggesting that political connections appear to be at the expense of minority shareholders’ inter-
ests. Empirical evidence reveals that politically-connected firms seek to achieve certain goals like
high financial leverage, profitability and low dividend payout, high rent-seeking activities and tunnel-
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ing. Despite considerable breakthrough in figuring out the impact of political connections, the source
to which it is attributed is already unknown. On the other hand, related-party transactions refer to ac-
tivities concerning the transfer of resources, services, or obligations between related parties, regard-
less of whether a price is charged. Therefore, related-party transactions seem to allow firms to expro-
priate resources and implement earnings management at the expense of minority shareholders. Thus,
the current research aims at investigating the relationship between political connections related-party
transactions in firms listed on the Tehran Stock Exchange. According to the theoretical framework
and evidence reported by prior literature, the results of testing the research hypothesis are obtained as
follows: The results of testing the research hypothesis point to a negative and significant correlation
between political connections and related-party transactions.

To put it differently, increased political connections can mitigate related-party transactions, which, in
turn, implies that politically-connected firms with such goals as wealth equality, employment, indus-
try renewal, economic stability and national self-sufficiency seek to go beyond business profitability,
in that they are less motivated to conduct abnormal related-party transactions to promote their busi-
ness profitability. The findings of this study contradict those obtained by Habib et al. [15], which sug-
gest that political connections seem to enhance Related- Party transactions. The different economic
conditions of Iran and Indonesia lies at the heart of this issue. The findings of the study recommend
investors and market activists to pay attention to corporate political connections while making in-
vestment decisions, and consider it as a factor influencing managerial behavior towards related-party
transactions.

Monitoring institutions like stock exchange is also suggested to monitor financial reporting process of
these firms and impose certain obligations upon firms to disclose information relating to their political
connections. Moreover, accounting market regulators are expected to enhance their level of surveil-
lance on the performance of audit firm which audit politically-connected firms to promote audit quali-
ty. In conclusion, it should be noted that our study has several limitations. First, it analyzes only five
years of data (2013 to 2017) which limits the generalizability of the results to other time periods. Sec-
ond, the model used in this study may omit some variables correlated with the related-party transac-
tions. While we have added some control variables, we may not have successfully identified all poten-
tial correlated omitted variables. Despite the aforementioned limitations, our findings could be proved
valuable to investors, managers and regulators since they have implications for all these related par-
ties.
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