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Three	purposes
• Develop	a	comprehensive	framework	to	understand	how	governance	

works	in	China

• Grounded	in	theory

• The	good	and	bad	of	governance	– it’s	not	all	bad	in	emerging	China

• Study	governance	mechanisms	that	adapt	to	China’s	institutional	

environment

• Something	indigenous

• Not	copying	from	the	U.S.

• Identify	governance	challenges	for	listed	firms

• Help	us	to	identify	research	topics



Past	research	seems	to	suggest	China’s	governance	is	all	
bad

• Asian	Financial	Crisis	in	1997

•We	have	focused	on	the	agency	conflicts	between	

controlling	shareholders	and	minority	shareholders	

(Claessens et	al.,	2002)

•Why	are	we	having	trouble	reducing	the	agency	conflicts?

• Research	questions	too	one-sided

•What	is	the	role	of	governance	and	how	does	it	really	

work?



Source: PWC World in 2050 Report



Similar	Predictions	

• Similar	ranking	for	the	OECD	GDP	long-

term	forecast

• “Asia	is	on	track	to	top	50%	of	global	GDP	
by	2040,	a	statistic	that	represents	a	real	

shift	in	the	world’s	economic	center	of	

gravity.”	Kevin	Sneader,	CEO	of	McKinsey	

&	Company.	



New	perspective

Understand	why	we	have	these	governance	features	in	China

• Concentration	of	ownership	e.g.	large	shareholders,	family	firms,	etc

• Opaque	accounting	– insider-based	accounting;	related	party	
transactions

• Political	connections	and	corruption

• Relationship-based	transactions	create	a	barrier	for	western	investors	
(the	“fault	lines”	in	Rajan,	2011)

If	these	features	were	all	bad,	they	would	not	even	exist.	Why	

do	we	have	these	features?



Top-down	Approach

Country Institutions
The legal system (the court and the law)

The government (regulations, public sector governance)
The society (religion, ideology, custom, social norm)

Markets
Product, labor, manager, raw material, financial capital

Firms
Firm boundary (vertical integration, diversification)

Ownership and control structures

Governance structures and accounting



Developing	a	relational	contracting	framework

•Still	a	top	down	approach	

•Key	link	is	relational	contracting

• Even	operating	activities	are	carried	out	in	closed	

networks,	not	markets

•Stakeholder	governance	approach

• Governance	is	about	aligning	the	interests	of	

stakeholders,	not	just	about	the	controlling	

shareholder	and	minority	shareholders



Outline

• Relational	contracting

•Why	relational	contracts	are	prevalent	in	China

• Relational	contracts,	corporate	governance	and	accounting

• Two	recent	papers	on	bridging	networks	and	markets

• Future	research



Relational	Contracting



Williamson	(1979)

•Transaction-cost	economics:	the	governance	of	

contractual	relations	

•Typical	contracts	in	the	market

• Classical	contracts	- highly	standardized,	identity	of	the	

parties	not	important,	formal	contracts	and	terms	and	

contingencies	(and	adaptations)	well	specified.



Idiosyncrasies

•When	contracting	parties	have	to	make	

transaction-specific	(idiosyncratic)	

investments,	classical	contracts	do	not	work.	

•How	to	define	transaction-specific	

investments?	Highly	specific,	no	other	

markets.



Relational	contracts

• Uncertainty	+	opportunism	will	make	
classical	contracting	difficult

• When	the	transactions	are	in	high	
frequency	and	idiosyncratic,	the	
contracting	cost	is	too	high	for	
classial	contracts	—>	relational	
contracts	or	vertical	integration	(one	
firm)



Characteristics	of	the	contracts

• The	major	characteristic	is	in	the	specificity	of	the	contract	(Macaulay,	

1963;	Klein	et	al.,1978;	Williamson,	1979;)

• Relationship-based	contracts	are	highly	specific.	

• Relationship-based	contracts	do	not	cover	a	discrete	set	of	transactions	or	

period	of	time.	

• Relationship-based	contracts	do	not	need	to	specify	the	terms	for	

contingencies;	terms	for	contingencies	are	based	on	relationships;	

• They	also	have	a	broader	scope	than	legal-based	contracts.	



When	do	we	use	relational	contracts?

• Two	type	of	relational	contracting

• Vertical	integration	(VI)

• Developing	/	exploiting	existing	relationships

• VI	and	developing	relationships	can	be	costly

• Firms	exploit	existing	networks

• Social	networks	can	transfer	private	info,	build	trust	and	enforce	contracts	

(reward	and	punish)	– see	Granovetter (1985,	2005)



Prevalence	of	relational	contracts	in	China



Why	so	prevalent	in	emerging	economies?

• Underdeveloped	markets	and	legal	systems

• Relationships	serve	as	an	alternative	contracting	mechanism

•Culture	and	social	norm

•Political	economy



Underdeveloped	legal	and	market	institutions

• Company	Law	only	entered	China	in	the	beginning	of	the	twentieth	

century

• Merchants	sought	private	property	rights	protection	via	developng

patron-client	relationships	with	politicians

• Business	disputes	were	adjudicated	by	village	leaders	using	informal	

rules

• Business	contracts	were	signed	following	ritual	in	the	ancestral	hall

• In	the	absence	of	corporate	law	and	the	imperial	recognition	of	a	

going-concern	of	a	corporation,	religious	trust	provided	a	solution	to	

traditional	China	concerning	incorporation	without	the	institution	of	

the	imperial	charter.	



Social	norm

• Chinese	prefer	to	associate	with	people	that	have	permanent	relationships	

(close	ties)	– agrarian	society	(“From	the	Soil”	by	Fei et	al.,	1992).

• Confining	business	transactions	in	a	geographic	location	and	people	with	

close	ties	leads	to	transaction	specific	investment. i.e.,	there	is	no	alternative	

market.	

• This	can	lead	to	hold-up	problems	and	standardized	contracts	will	not	be	able	

to	protect	such	transactions.	

• Informal	rules	and	norms	of	private	networks	are	used	for	contracting.

• These	rules	and	norms	are	highly	specific	because	relationships	are	specific	

(Fei et	al.,	1992).	



Political	economies

• Frequent	exchanges	between	government	and	firms	are	assets	(resources)	that	

cannot	be	bought	and	sold	in	the	market.	

• They	control	the	usage	public	resources:	natural	resources,	public	utilities,	operating	rights,	

labor,	financial	capital,	licensing,	tax	benefits,	subsidies,	etc.	

• The	government	does	not	privatize	the	usable	rights	but	kept	in	the	government.	

• We	cannot	use	standardized	contracts	to	enforce	the	exchange	of	these	assets.	

• Again,	the	exchanges	create	the	need	for	highly	specific	contracts	based	on	
relationships.	Standardized	contracts	will	not	be	able	enforce	the	transactions.	

• The	exchanges	are	similar	to	giving	mianzi to	transfer	social	capital	in	a	social	

network	=	transfer	of	power	(public	resources)	in	a	political	network.



Ripple	effect

• This	can	have	a	“spillover”	effect	on	contracts	

between	two	firms,	one	of	which	obtains	key	

resources	based	on	a	relationship	contract

• A	obtains	resources	from	the	government	based	on	a	

relationship

• In	signing	a	contract	with	A,	B	has	to	know	how	

secured	A’s	relationship	with	the	government	in	order	

to	ensure	that	A	has	the	resources.	



Governance	and	Accounting



Again,	the	two	key	points

• Firms’	basic	operations	are	not necessarily	done	in	the	

market	

• Corporate	governance	is	not only	used	to	alleviate	agency	

problem	between	investors	and	firms,	but	to	facilitate	

relational	contracting.	



Shareholder-based	governance

Arm’s	length	investors	have	agency	
conflicts	with	managers	can’t	be	

resolved	in	markets

Investors

Operations	are	mainly	performed	in	
market	setting

Agency	problems	alleviated

Operating	activities

Firm

Managers
as the key insiders

Corporate	
governance	
to	protect	
outside	
investors

No	
governance	
needed
Agency	
conflicts	not	
arising	in	
market	
competition

Incomplete
markets

Complete
Markets



Stakeholder-based	governance

Arm’s	length	
investors	have	
agency	conflicts	
with	controlling	
owners	and	
related	

stakeholders	
can’t	be	resolved	

in	markets

Investors

Operations	
are	mainly	
performed	
in	market	
setting
Agency	
problems	
alleviated

Operating	activities

Firm
Controlling owner 
as the key insider

Corporate	
governance	
to	protect	
outside	
investors

Corporate	
governance	
to	protect	
related	
stakeholders

Related	stakeholders:	investors,	
suppliers,	customers,	
employees,	regulators	

Related	stakeholders

No	
governance	
needed
Agency	
conflicts	not	
arising	in	
market	
competition



Governance	and	relational	contracts

Key	difference	in	market	vs.	relational	economy

• Relational	economy:	involve	related	stakeholders	when	

carrying	out	their	most	fundamental	production	activities.	

• Stakeholders:	suppliers,	customers,	employees,	regulators	/	

government,	and	capital	providers.	

•Market-based	economy:	most	of	the	operational	activities	are	

arm’s	length.



Governance,	cont’d

• In	such	a	relational	economy,	firms’	governance	is	not	only	a	system	to	

reduce	the	agency	conflicts	between	the	insiders	and	outside	

shareholders.	It	is	a	system	set	up	to	coordinate	and	protect	the	

interests	of	the	firms’	stakeholders	so	that	the	relational	contracts	are	

properly	carried	out.	

• The	focus	on	the	governance	is	not	in	reducing	agency	problem	in	the	

JM	(1976)	framework.	The	focus	is	to	enable	/	facilitate	firms	to	

engage	in	relational	contracts	with	stakeholders.	



Governance	features:	1.	concentrated	control



Some	special	features	of	the	governance	system	with	
concentrated	control

• Can	respond	to	changes	quickly

• This	is	the	location	of	decision	rights	in	a	person	with	

relationships.	Such	specific	assets	are	inalienable	so	this	

colocation	is	necessary	(Fama Jensen,	1983)

• Power	has	to	be	concentrated	in	one	person	(or	family)	so	that	personal	relationships	

can	be	fostered.	

• Communicate	privately	among	stakeholders	with	concentrated	owners



Governance	features:	2.	family	ownership



Explains	why	there	are	many	family	firms

• Relationships	– specific	assets	– can	be	preserved	in	the	family	by	

passing	down	to	future	generations

• The	perpetuation	of	relationships	can	increase	the	value	of	the	

collateral	against	malfeasance

• Grooming	heirs	to	ensure	smooth	succession	is	key	for	family	firms

• Families	will	intermarry	to	extend	relationships	(Bunkanwanicha et	al.,	

2013)



Governance	features:	
3.	Good	relationship	with	government



Building	political	relationships

• Concentration	control	allows	building	political	relationships

• Long-term	relationship;	keep	secret

• This	enables	politicians	to	give	“mianzi”	to	the	firms,	i.e.	exchange	of	public	resources

• Fisman (2001)	first	paper	to	captures	value	of	political	relationships

• Firms	benefit	from	tax,	state	subsidies	and	bank	loans	(Faccio,	2006)

• Entreprenuers get	involve	in	politics	or	even	run	for	presidency	(Bunkanwanicha and	

Wiwattanakantang,	2008)



Governance	features:	
4.	Opacity	in	accounting



Accounting	is	opaque

• Rely	more	on	private	communication	within	network

• Info	is	proprietary	and	can’t	be	disclosed	publicly

• Even	if	firms	want	to	disclose,	relationships	are	hard	to	disclose	– too	

soft	– and	hard	to	verify

• More	smoothing	of	earnings	

• (Ball	et	al.,	2000b,	2003)	– protect	from	public	scrutiny

• Stakeholders	want	stability	(Ball	et	al.,	2000a)



Balance	the	good	and	bad

• KEY:	Balancing the	demands	of	relational	networks	and	

markets

• Optimal	governance	mechanisms	are	set	up	to	facilitate	relational	transactions	e.g.	

controlling	shareholders,	building	relationships,	opacity,	income	smoothing

• Focusing	only	on	the	agency	conflicts	between	controlling	shareholders	and	minority	

shareholders	will	leave	us	with	a	very	limited	and	incomplete	view	about	the	

governance	of	these	markets



From	non-arm’s	length	to	arm’s	length	financing,	cont’d	

Private communication
within network

Public communication in the market

Fault lines (Rajan, 2012)



The	role	of	embedded	intermediaries



How	does	it	work?

The	role	of	a	middleman

• Embeddedness	allows	the	intermediaries	to	understand	the	

relationships.	Without	the	knowledge,	it	is	hard	to	evaluate	firms’	

contracts

• Market	mechanisms	need	to	be	in	place	to	alleviate	malfeasance

• Network	knowledge	is	used	in	by	a	market	intermediary	to	bridge	the	

info	asymmetry	between	private	networks	and	markets



Role	of	analysts	in	relationship-based	economies

Firms	in	emerging	

economies	want	

to	raise	capital	

with	arm’s	length	

investors	(not	

only	from	families	

and	friends)

Hard	to	disclose	

information	about	

relational	transactions	

because	the	underlying	

relationships	are	

proprietary	and	hard	to	

verify



Non-arm’s 
length firms

Market

Public: verifiability, 
proprietary 
and 
political costs 

Private: limited to 
firm’s private network
High cost of capital
when accessing 
arm’s length  
capital

Disclosure dilemma and solution
Li, Wong and Yu (TAR, forthcoming)

?

X One possible 
channel: 
connected 
analysts



Mosaic	theory

• Knowledge	of	a	firm’s	relationship	with	a	key	customer	
can	help	you	to	predict	the	firm’s	future	performance

• An	immaterial	piece	of	info	to	others	may	be	v.	
significant	to	you	if	you	have	the	knowledge	of	their	
relationship

• How?	You	are	better	able	to	verify	and	interpret	any	
signals	about	the	relational	transaction.	

• News	about	the	relationship.

• Public	signal	about	a	big	loss	in	one	year	may	not	be	
the	end	of	the	relationship	with	the	customer	or	it	
may	not	lead	to	losses	in	future	years.		



Auditors	can	serve	as	embedded	intermediaries

• DeFond,	Li,	Wong	and	Wu	(2019)	find	that	China’s	auditors	develop	locality	

specialization	– social	capital	that	allows	them	to	understand	the	network	

relationships	of	their	clients	in	a	locality

• Clients’	relational	contracting	requires	knowledge	of	their	network	relationships

• Knowledge	of	relationships	is	specific	and	inalienable	– not	easily	transferrable	

• Networks	relationships	are	local	à locality-specific	knowledge

• Auditors’	social	capital	no	only	giving	them	knowledge	but	collateral	against	

malfeasance

• Auditors’	locality	specialization	is	associated	with	fewer	misstatements,	fewer	

Type	II	errors	and	no	increase	in	Type	I	error	in	MOA



Future	work



Future	work

New	governance	mechanisms?

•What	new	governance	mechanisms,	other	embedded	

intermediaries	or	other	methods,	can	perform	an	effective	

governance	role	in	emerging	economies?	

• How	do	we	ensure	embedded	intermediaries	perform	the	

governance	role	and	not	engage	in	collusion?

• Can	relationships	be	communicated	by	firms	or	over	other	

platforms?



Future	work,	cont’d

Big	data	and	textual	analysis

•Can	big	data	and	textual	analysis	help	

arm’s	length	investors	to	learn	about	

firms’	relationships

•This	will	help	arm’s	length	investors	to	

bridge	the	information	asymmetry



The	slides	and	paper	are	available	in	
“tjwong.org”



Thank	you


