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Objective: Investors and creditors pay special attention to the market value
and internally generated cash flow by companies; however, according to
agency theory, the existence of opportunistic related party transactions
(RPT) may have a different impact on their decision. This study examines
how different types of RPTs influence the sensitivity of a firm's investment
and external financing decisions.

Method: Employing a descriptive-correlational methodology, this applied
research analyzed a final sample of 134 companies (804 observations) from
the population of all firms listed on the Tehran Stock Exchange between
2018 and 2023.

Results: The results show that opportunistic RPTs are associated with a
significant decrease in the sensitivity of external financing to the Tobin’s Q.
According to the research results, opportunistic RPTs are associated with an
increase in the sensitivity of investment to the Tobin’s Q. Also, the
relationship between investment sensitivity to internally generated cash flow
and the relationship between external financing sensitivity to internally
generated cash flow in the presence of opportunistic RPTs is not significant.

Conclusion: According to the results, opportunistic RPTs affect the decision
of creditors, but this has not been observed in the case of investors. Also,
investors and creditors pay more attention to the market value than to the
internally generated cash flow in the company in making decisions. This study
has a contribution by separating RPTs into two types normal and opportunistic
and examining them more closely from the perspective of conflict of interest.
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Introduction

This study aims to investigate the relationship between related party transactions (RPT) type
and sensitivity of investment and external financing decisions among companies listed on the
Tehran Stock Exchange. Major corporate financial scandals in the United States and Europe
over the past decades have undermined public confidence in the financial reporting process and
auditing function. RPTs appear to have been a major problem in these financial scandals. As
RPTs disclosure in the notes accompanying financial statements is required by accounting
standards, one of the important responsibilities of independent auditors is to examine RPTs.
By looking more closely at the types of RPTs, we can conclude that not all RPTs necessarily
carry a high risk and possibility of distortion, and on the contrary, they are sometimes beneficial
for the efficiency of operations in companies. Therefore, RPTs can be divided into two
categories based on the type of transactions: normal RPTs and opportunistic RPTs. Normal
RPTs are transactions that are carried out in the normal course of business of the company and
follow fair and market conditions. In contrast, opportunistic RPTs are transactions that are
carried out for the benefit of one party (usually a related party) and with the aim of transferring
benefits from the company to that party; for example, selling an asset at a price below market
value.

When faced with high agency costs, company managers engage in unethical activities
through opportunistic actions. Accordingly, when surplus cash is generated as a result of
profitable activities, managers are motivated to misuse these funds, which may be done through
inappropriate investments and lead to investment inefficiency. Therefore, company managers
may abandon plans with positive net present value and accept plans with negative net present
value through transactions with related parties in order to achieve their personal interests; this
will result in the investment not being optimal in relation to the company's performance. Based
on the results of previous research, companies with higher market value and better internal
performance and liquidity have more investment opportunities and amounts, and opportunistic
transactions with related parties can be used to secure the personal interests of managers or a
specific group, which causes investment inefficiency and reduces its sensitivity to the
company's performance. Also, RPTs can affect access to external financing. Especially in
companies where such transactions lack transparency or are made with opportunistic motives,
the credibility of financial information is reduced and the risk perceived by lenders and
investors increases. This can lead to an increase in the cost of capital, a decrease in market
confidence, and ultimately, a decrease in the company's ability to attract external financial
resources; therefore, the relationship between RPTs and external financing can play an
important role in determining the level of investment of companies and the quality of their
financial decisions. Therefore, the research hypotheses are as follows:

Hypothesis 1: Opportunistic RPTs are associated with reduced investment sensitivity to the
Tobin’s Q.

Hypothesis 2: Opportunistic RPTs are associated with increased investment sensitivity to
firms' internally generated cash flows.

Hypothesis 3: Opportunistic RPTs are associated with reduced sensitivity of external
financing to Tobin’s Q.

Hypothesis 4: Opportunistic RPTs are associated with increased sensitivity of external
financing to firms' internally generated cash flows.

Method

Employing a descriptive-correlational methodology, this applied research analyzed a final
sample of 134 companies (804 observations) from the population of all firms listed on the
Tehran Stock Exchange between 2018 and 2023.

To test the research hypotheses, the multivariate regression method based on panel data was
used.
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Results

The results show that opportunistic RPTs are associated with a significant decrease in the
sensitivity of external financing to the Tobin’s Q. According to the research results,
opportunistic RPTs are associated with an increase in the sensitivity of investment to the
Tobin’s Q. Also, the relationship between investment sensitivity to internally generated cash
flow and the relationship between external financing sensitivity to internally generated cash
flow in the presence of opportunistic RPTs is not significant.

However, the study confirms a significant and negative relationship between opportunistic
RPTs and the sensitivity of external financing to the Tobin’s Q index. This indicates that firms
engaging in such transactions tend to rely more heavily on internal funds when making external
financing decisions, possibly reflecting increased financing constraints or reduced access to
external capital markets due to perceived risks associated with opportunistic behavior.
Conversely, the anticipated association between opportunistic RPTs and the sensitivity of
external financing to internal cash flows is not statistically substantiated.

Conclusions

The first hypothesis assumed that in companies with opportunistic RPTs, investment
sensitivity decreases with an increase in the Tobin’s Q ratio; however, the results of the study
reject this negative relationship. In the presence of opportunistic RPTs, there is a positive and
significant relationship between Tobin’s Q and investment sensitivity, which may be due to
investors' inattention to these transactions and their opportunistic nature. The results of the
second hypothesis indicate that in companies where opportunistic RPTs exist, there is no
significant relationship between the internally generated cash flow and investment sensitivity.
This lack of significance may be due to the lack of attention to the opportunistic nature of RPTs
and, the weakness of corporate governance controls. In contrast, the third hypothesis, which
examined the relationship between the Tobin’s Q ratio and external financing in the presence
of opportunistic RPTs, was negative and significant. The findings showed that in companies
where opportunistic RPTs occurred, there is a negative and significant relationship between the
Tobin’s Q index and external financing. In other words, opportunistic RPTs are associated with
reduced sensitivity of external financing to Tobin’s Q. In the presence of opportunistic
transactions, a high Tobin’s Q index does not motivate lenders, especially financial institutions
and banks. On the contrary, the existence of these transactions increases risk and uncertainty
and leads to a decrease in the willingness of foreign investors to provide facilities to such
companies. The fourth hypothesis, which examined the effect of opportunistic RPTs on the
sensitivity of external financing to internally generated cash flow, was also rejected. In other
words, although opportunistic RPTs are associated with an increase in the overall level of
external financing, this financing does not show a significant response to the internally
generated cash flow.
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