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Abstract

A related party transaction(RPT) is a business transaction between two
related parties to transfer resources, services or obligations regardless of
whether a price is charged. A related party relationship means that a party
(individual or group) has control, joint control, or significant influence over
the other, or two parties or more are controlled or influenced by one party.
Horizontal competition means business competition relationship between lis-
ted companies and their controlling shareholders.

As China introduced a market economy quite lately, it was not until
1992 that China’s tax code and implementation rules began to bring RPT's
into regulatory fold. Generally speaking, there was a lack of regulations
governing RPTs from 1993 to 1996, On May 22™ 1997, the Ministry of Fi-
nance(MoF) promulgated Related Party Transactions and Their Disclosure
that defined the scope; type and disclosure of RPTs. As the first piece of
legislation on RPTs and their disclosure, the rules for the first time regula-
ted RPTs of listed companies. Since 1997, regulations governing RPTs and
their disclosure have gradually been developed. Inappropriate RPTs are
closely regulated.

To further regulate RPTs of listed companies, the Shanghai Stock Ex-
change(SSE) published SSE’s Guidelines for RPTs of Listed Companies

which summarized existing rules, detailed the procedures for decision-mak-
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ing and disclosure of RPTs, relaxed some restrictions and tightened overall
regulation.

First, summary of existing rules. The guideline summarized existing
rules on RPTs to provide “one-stop” guidance for listed companies to go
through the procedure of decision-making of RPTs and carry out the duties
of disclosure,

Second, detailed procedure, On the basis of existing rules, the guideline
detailed the procedure of information disclosure and decision-making of
RPTs and provided advices for pricing methods for disclosure of RPTs. As
such, the guideline provided legal basis for regulation of RPTs and ensured
registration of information of related parties as required by listing rules.

Third, relaxation of restrictions, As there is a convergence of regula-
tions globally, the guideline referenced listing rules of Hong Kong Exchange
and provided detailed explanations for situations where exemptions can be
made to reduce regulatory costs.

Fourth, increased regulation. On the basis of summary of cases, the
guideline made some new rules to fill in the regulatory vacuum,

Fifth, enlarged scope of related parties and types of RPTs to strengthen
regulation,

Sixth, clear requirement for auditing committee or RPT control com-
mittee of board of directors to take responsibility for managing RPT. The
committee has the authority to manage information of related parities and to
review RPTs when they occur and provide opinions,

The guideline provides a clear framework for disclosure and decision-
making procedure for RPTs of listed companies, and to some extent im-
proves transparency of RPT and reduces occurrences of inappropriate RPTs.
Nevertheless, abusive RPTs are still endemic in China’s stock markets,
which severely hamper market development.

First, due to RPTs, there is a lack of objective basis for evaluation of

corporate performance. In RPTs, deal pricing are quite uncertain, and there
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isn’t clear explanation for the deviation from market pricing. Consequently,
it is very difficult for outside investors to obtain objective information to
evaluate corporate value. Asset restructuring is an important part of RPTs
of listed companies. When listed companies make heavy losses and face the
danger of delisting, related parties will do their utmost to dress up corporate
profits. As a result of abusive RPTs, there is not an objective basis for cor-
porate performance evaluation.

Second, RPTs are important tools for related parties to “tunnel out”
corporate assets and infringe on interests of minority shareholders, The in-
fluences of related parties on corporate operation and financial decisions give
them opportunities to hurt interests of minority shareholders through RPTs.
Mutual guarantee and financing are major forms of RPTs and also important
ways of “tunneling out” corporate assets.

Third, RPTs impede “organic growth” of listed companies, Prevalent
RPTs weaken self-discipline and self-development of listed companies. Reli-
ance on related parties results in narrow product mix and slow business de-
velopment, which imposes big operational risks on listed companies.

Fourth, related parties cheat investors in stock market through dressing
up corporate financial statements, Companies issue shares at inflated prices
by faking profits through irappropriate RPTs. Additionally, because of abu-
sive RPTs to manipulate profits, stocks of companies with poor financial
performance are chased by speculative investors. These inappropriate RPT's
caused a lot of corporate scandals and cheated investors in market. Conse-
quently, investors lost confidence in stock markets,

To address the problem of abusive RPTs, the report makes the follow-
ing policy recommendations;

First, clearly define and expand scope of related parties. According to
the characteristics and disclosure requirements of RPTs, RPTs can be divid-
ed into four categories; RPTs related to day to day operation; RPTs related

to assets and ownership transfer; RPTs between companies and related par-
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ties in transactions of debt, guarantee, and investments. Efforts should be
made to ensure fair price of assets and compliance of decision-making and
strengthen follow-up regulation of asset acquisitions. Though asset acquisi-
tions are finished after assets ownership is transferred, it takes a long time
for the impact of asset acquisition on corporate performances to be felt.
Hence, regulation should be long term.

Second, establish effective internal control mechanism for RPTs.
1)Corporate governance should be improved to create an internal environ-
ment conducive to establishment of an internal control mechanism for RPTs.
2)Risk control measures should be introduced, which include independent
director’s review of RPTs and director liability. 3) A RPT internal control
mechanism should cover definitions of related parties and RPTs, RPTs re-
view, pricing and disclosure, 4)An evaluation and reporting system of RPTs
should be introduced to assess and monitor effectiveness of RPT internal
control.

Third, improve pricing policy of RPTs: enhanced independence to re-
duce horizontal competition of listed companies with controlling shareholders;
more research on transfer pricing methods in RPTs to put in place regula-
tions suitable for China’s transfer pricing in RPTs; Increased regulation of
disclosure of pricing in RPTs and better accounting rules for disclosure; in-
creased regulation of accounting, law, and asset appraisal firms,

Fourth, improve disclosure of RPTs. To ensure timely disclosure,
training of corporate management in charge of disclosure should be strength-
ened to familiarize them with regulations. Meanwhile, regulatory efforts
should be stepped up to use various means to ensure compliance with timely
disclosure requirements, Enforcement should be strengthened to ensure
completeness and consistency of RPT information disclosure. Additionally,
efforts should be made to ensure truthfulness of information disclosure by
pressing ahead with enterprise reform, improving corporate governance and
legislation, increasing active regulation and penalty for violation of rules.
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