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Abstract:

The purpose of this study is to examine the impact of abnormal related party transactions on the cost of financing, with a focus on the
moderating role of government ownership. This research is applied in nature and follows a descriptive-correlational methodology. By using
panel data from 259 companies listed on the Tehran Stock Exchange during the years 2010 to 2021 and applying multiple linear regression,
the researcher found that abnormal related party transactions have a significant positive effect on the cost of financing. Based on the
tunneling hypothesis, it can be argued that in companies with weaker internal controls, controlling shareholders use abnormal related
party transactions as a means to transfer resources and wealth from minority shareholders to themselves. The second hypothesis of the
study revealed that state-owned enterprises amplify the effect of related party transactions on the cost of financing. In other words, due
to weaker internal controls in state-owned enterprises, more abnormal related party transactions are likely to occur, and managers of such
companies tend to use government resources through these transactions to serve personal or group interests. Accordingly, it is natural
that when these weaknesses are reported (e.g., in audit qualifications), the risk of default on bank claims by such companies increases.

Consequently, creditors and banks demand higher returns in exchange for granting credit to these firms.
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Extended Abstract

Introduction

Corporate financing activities are significantly influenced by the quality of financial transparency and governance
mechanisms within firms. One of the emerging areas of concern in this regard is the impact of related party transactions
(RPTs), particularly abnormal ones, on the cost of debt financing. RPTs refer to the transfer of resources, services, or
obligations between a company and related entities, which may not always occur at arm’s length prices and therefore have
the potential to distort financial fairness and investor trust (Habib et al., 2017). These transactions, when abnormal, are often
associated with tunneling behaviors—where controlling shareholders transfer wealth from minority shareholders to
themselves—thus posing risks for lenders and potentially increasing borrowing costs (Fang et al., 2018; Habib et al., 2020).
Moreover, information asymmetry between borrowers and lenders exacerbates the issue, as lenders might not possess
complete or accurate information about the borrower's financial condition, prompting them to impose higher interest rates
to hedge against risks (Suryani et al., 2018).

The potential misuse of RPTs becomes even more critical in the context of state-owned enterprises (SOEs). Government
ownership has been shown to weaken internal control structures and increase the frequency of opportunistic transactions
due to political interference and lack of market discipline (Liu et al., 2016). Consequently, state-owned firms often face higher
scrutiny from financial institutions, which may perceive them as riskier borrowers (Nguyen, 2020). While some theories, like
the efficient transaction hypothesis, argue that RPTs can improve resource allocation and reduce transaction costs within a
corporate group (Al-Hadi et al., 2018; Cai et al., 2015), empirical evidence tends to support the adverse effects perspective,
especially when internal controls are compromised (Chen et al., 2020; Kohlbeck & Mayhew, 2017).

Additionally, recent cross-national evidence underscores the relevance of ownership structures and governance quality.
For example, Eulaiwi et al. (2023) found that RPTs increased the cost of debt in Gulf countries, except where ownership by
royal or family businesses played a mitigating role (Eulaiwi et al., 2023). Achsanta et al. (2023) further confirmed that banks
view all forms of RPTs as risk factors, demanding higher returns (Achsanta et al., 2023). These findings highlight the
importance of addressing both the presence and the quality of RPTs, particularly in countries with substantial government
ownership in publicly listed firms. In light of these findings, the present study investigates whether abnormal RPTs significantly
influence the cost of debt in the Iranian context and whether this relationship is moderated by government ownership.

Methods and Materials

This study is applied in purpose and descriptive-correlational in method. The statistical population includes all firms listed
on the Tehran Stock Exchange (TSE) from 2010 to 2021. After applying systematic elimination criteria, such as exclusion of
financial intermediaries and ensuring data availability and continuity in trading, 259 companies were selected as the final
sample. The study employed panel data regression and used GLS estimation to address heteroscedasticity and
autocorrelation. Abnormal RPTs were calculated using the residuals from an auxiliary regression model, and government
ownership was treated as a dummy variable. Control variables included firm size, return on assets, sales growth, market-to-
book ratio, cash flow, capital intensity, agency costs, blockholder ownership, CEO duality, board size, auditor type, and firm
age. Two regression models were developed to test the direct effect of abnormal RPTs on financing cost and the moderating
effect of government ownership.

Findings
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Descriptive statistics indicated a mean cost of financing of 0.144 with a standard deviation of 0.144, suggesting moderate
dispersion in borrowing costs across firms. The mean value of abnormal RPTs was 0.128, indicating their non-negligible
presence in financial disclosures. Skewness and kurtosis values suggested that most variables were approximately normally
distributed.

The Chow and Hausman tests confirmed the appropriateness of using fixed-effects panel regression models. The
diagnostic tests also revealed heteroscedasticity and autocorrelation, prompting the use of GLS methods. The VIF test showed
no evidence of multicollinearity among the independent variables.

Model 1 tested the direct effect of abnormal RPTs on the cost of financing. The results indicated a positive and significant
coefficient for abnormal RPTs (B = 0.011, p < 0.01), confirming Hypothesis 1. The adjusted R-squared value was 0.260,
indicating that the model explained 26% of the variation in financing costs. Several control variables, such as return on assets,
capital intensity, and agency costs, also showed significant effects.

Model 2 incorporated the interaction term for government ownership and abnormal RPTs. The interaction coefficient was
positive and significant (B = 0.001, p < 0.05), confirming Hypothesis 2. This result suggests that government ownership
amplifies the positive association between abnormal RPTs and the cost of debt. The adjusted R-squared value remained at
0.260, showing consistency in explanatory power. Overall, both models supported the central hypotheses of the study.

Discussion and Conclusion

The results of this study provide compelling empirical evidence that abnormal related party transactions increase the cost
of financing for publicly listed firms. This finding aligns with the tunneling hypothesis, wherein controlling shareholders exploit
opaque RPTs to divert resources, thus elevating perceived credit risk. In markets where internal control mechanisms are
weak, such opportunistic behavior becomes more feasible and costly for minority shareholders and creditors alike.

The reinforcing role of government ownership further complicates this dynamic. State-owned enterprises often suffer
from governance inefficiencies, including bureaucratic oversight, politicized decision-making, and lack of accountability.
These deficiencies make SOEs more prone to abnormal RPTs and less transparent in financial reporting. Consequently, lenders
perceive a higher risk of default and respond by demanding higher interest rates. This finding suggests that state ownership

exacerbates agency problems and undermines the cost efficiency of debt financing.
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