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Abstract 
 

In relationship-based economies, operating transactions are carried out not in markets but within 
networks of related stakeholders. The paper presents a contracting framework to show that the 
primary objective of corporate governance and accounting in these economies is to facilitate firms’ 
relational contracts with their related stakeholders and protect the interests of these stakeholders. 
Resolving the firms’ agency conflicts with arm’s length capital providers is not necessarily the 
primary goal of corporate governance and accounting. Thus, to reduce the agency costs of raising 
arm’s length capital, firms will have to consider the interests of all its stakeholders when 
developing governance mechanisms that protect arm’s length capital providers. I discuss two 
recent China papers that show how information intermediaries’ embeddedness in firms’ social 
network bridges the information gap between the firms and their arm’s length shareholders. We 
also propose research opportunities for studying how accounting and corporate governance can 
bridge this information gap between relational networks and markets.  
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Corporate Governance, Accounting Information and Relational Contracts 

 
 
1. Introduction 
 

Political economy, social norm and legal development shape the ways businesses transact 

with each other. In the absence of well-developed markets and legal institutions, and the presence 

of heavy government involvement in the economy, firms in many emerging economies carry out 

their key operations within networks of related stakeholders rather than in open markets.1 To 

facilitate the relational transactions, these firms are typically controlled by a dominant shareholder, 

who can build relationships with stakeholders and maintain close connections with the government. 

This gives rise to an ownership and corporate governance structure that is more aligned with the 

interests of the firms’ related stakeholders than their arm’s length capital providers (Rajan and 

Zingales, 1998). The concentration of ownership control and private transactions within closed 

networks also lead to low accounting transparency (Ball et al., 2000a, b; Ball et al., 2003; Fan and 

Wong, 2002), exposing the arm’s length capital providers to the risks of being expropriated by the 

dominant shareholder.  

The dominant shareholder faces a dilemma when he raises arm’s length equity capital. On 

the one hand, he wants to reduce the agency conflicts with minority shareholders, which will then 

lower the cost of capital. On the other hand, the relational contracting practice, which gives rise to 

the agency conflicts, is shaped by the country’s institutions. Unless he changes the way of the firm 

																																																								
1 Past literature has shown that in many emerging economies, relationships can facilitate the relational credit system 
(Rajan and Zingeles, 1998), building political connections for property rights protection, government contracts and 
funding (Fisman, 2000; Fan and Wong, 2002; Leuz and Oberholzer-Gee, 2006), and business transactions that 
cannot be enforced by markets or law (Claessens et al., 2002; Khanna and Yafeh, 2007; Jian and Wong, 2010).   
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contracts with stakeholders, it is hard to alleviate the agency conflicts. However, contracting 

practice cannot be changed easily because the country’s institutions are very slow to change.  

In this paper, we present a contracting framework to show how relational contracts shape 

the way firms set up their corporate governance and accounting system. Specifically, we examine 

how firms make governance and accounting choices by trading off the benefits of facilitating 

transactions with related stakeholders and the costs of agency conflicts with arm’s length capital 

providers. For instance, subjecting the firm and its stakeholders to the dominant shareholders’ 

control will facilitate relationship building, but it will lead to private communication among the 

key shareholders, creating an information barrier to arm’s length investors (Fan and Wong, 2003). 

Hiring family members into the firms, preserving the control of the firms within the families, and 

building relationships with politicians are ways to enhance relational contracting, but it could 

further reduce information transparency (Chaney et al., 2011; Fan et al., 2012). Our analysis shows 

that firms in relational economies adopt a stakeholder governance system.  Firms’ first order 

concern is to properly enforce the relational contracts with their stakeholders and balance the 

interests of these stakeholders. Taking care of the agency conflicts with the arm’s length capital 

providers is not the only or even the primary objective of this stakeholder governance system.  

Nevertheless, there is a great demand for arm’s length capital in these emerging economies 

due to high growth. Thus, even under the stakeholder governance system, emerging market firms 

do develop mechanisms to alleviate the agency conflicts with arm’s length capital providers. These 

mechanisms have to adapt to the contracting environment that relies heavily on relationships. That 

is, while bridging the information gap between the firms and their arm’s length capital providers, 

these mechanisms need to protect the interests of the related stakeholders. I discuss two recent 

China papers (Li et al., 2019; DeFond et al., 2019) on how financial analysts and auditors utilize 
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their embeddedness in the listed firms’ social networks to increase the firms’ information 

environment and audit quality. Importantly, as emerging market firms exploit their social networks 

for contracting purposes, they also use them as a channel to communicate with their information 

intermediaries, who can then help them alleviate agency conflicts with arm’s length investors.   

Using this contracting framework, we explore three future opportunities for governance 

and accounting research in emerging markets. First, what are the governance mechanisms unique 

to relational contracting that can protect the interests of stakeholders and alleviate the agency 

conflicts with arm’s length capital providers? Are there other embedded intermediaries like 

financial analysts and auditors that also play the governance role in emerging economies? If social 

network is a channel through which intermediaries acquire private information about the firms, 

how can we prevent them from engaging in collusion and opportunism?  

Second, do firms voluntarily convey information about their key relationships to the market? 

Are there public sources (e.g. firms’ public disclosures, analyst reports, government’s policy 

reports, traditional and social media) that we can acquire information about the firms’ relationships 

with stakeholders? Can we use textual analysis to capture such information? Using big data 

technology, can we lower the information asymmetry between connected and arm’s length 

investors by providing to the latter firms’ relationships that previously can only be obtained 

through private networks? Finally, if the main goal of the stakeholder governance system is to 

protect stakeholders in the private networks, what is the role of financial disclosure and reporting 

in emerging markets? How can it be used for protecting arm’s length investors? How does this 

role affect the properties of accounting?  

Our paper proceeds as follows. In section 2, we provide a discussion on relational contracts. 

Section 3 explains why relational contracts are prevalent in emerging economies. We analyze how 
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relational contracts affect the design of governance and accounting system in section 4. We discuss 

the two recent China papers on how embedded financial analysts and auditors enhance firms’ 

information environment and audit quality in section 5, and propose future research opportunities 

in section 6. We conclude the paper in section 7.  

 

2. Relational contracts 

Klein et al. (1978) and Williamson (1979), in their seminal work on relational contracts, 

argue that firms rely on relationships to contract when the transactions require specific investments. 

That is, the investments are highly specific to the transactions in the contract and has no alternative 

use for transactions in other contracts. The party that makes the specific investments will worry 

about being held up by its counterparty once it finishes making the investments. Since transactions 

that require specific investments typically last for multiple periods, formal contracts cannot specify 

all the contingencies, especially those that prevent the holdup problem, over the entire contracting 

period.  

One solution is for both parties to engage in a relational contract by exploiting an existing 

relationship or developing a new relationship. The relational contract is non-discrete (continuous) 

because the relationship is likely to be long-term or even permanent (e.g. family). The terms of the 

contract are implicit and highly specific, which can address the specificity of the investments. The 

contract does not have to specify many future contingencies and their resolutions because 

contracting parties can rely on their relationships to resolve disputes (Macaulay, 1963; Williamson, 

1979).  

(Granovetter, 1985, 2005) argues that firms exploit not just a dyadic tie but a social network 

to assist their business transactions. That is, a firm can be embedded in a network of relationships 
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with its stakeholders through managers’ or controlling shareholders’ social ties. The stakeholders 

can include customers, suppliers, other business members, capital providers and even regulators. 

The social network has three distinct values to the firms. It allows for transmission of information, 

even if the information is highly secretive. It creates trust among the members within the network 

because frequent interactions reinforce their beliefs that they will not betray each other. It also 

forms a powerful reward and punishment mechanism to discipline their actions. A member can be 

ostracized by all members in the group once he takes actions that deviate from its accepted norm.2 

This becomes more useful in environments where markets and legal system are not well developed 

to provide the information, trust and legal protection to the contracting parties.  

In order to enforce transactions that require specific investments, contracting parties will 

sometimes develop dyadic business ties. However, developing business ties is nontrivial. This type 

of relational contracts is viable only when the net benefits in developing the business ties are higher 

than those of alternative contracting mechanisms ranging from arm’s length contracts to vertical 

integration or not engaging in the transaction. Likewise, developing networks of social ties (i.e. 

not just between two parties) just for a particular business transaction will be so prohibitively costly 

that it is a rare option.3 Typically, contracting parties take advantage of their existing social ties to 

carry out relational contracts. Other than saving the costs of developing a new social network, 

exploiting one’s existing social network can create a high level of trust that is based on members’ 

own past experience. Also, in addition to future business opportunities, the expectation of future 

social interactions (e.g. social gatherings among friends and family) will serve as a collateral 

against any potential opportunism in the business transactions. In the next section, I will discuss 

																																																								
2 This mechanism can protect the interests of members within the network, but it may also lead to members within 
the network ganging up against individuals outside the network.  
3 Fan et al. (2007) find that many controlling families of Thai firms marrying their children to each other as a way to 
foster social ties. It is an effective but costly way of building social ties.  
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how firms in the emerging economies use their existing social ties for business transactions, 

making relational contracts prevalent.  

 

3. Prevalence of Relational Contracts in Emerging Economies 

3.1 Emerging markets 

In the aftermath of the Asian Financial Crisis in 1997, researchers began to attribute 

emerging economies’ financial problems to their contracting practice that is relationship-based 

(Rajan and Zingales, 1998). Rajan (2011) argues that since emerging market firms engage in 

relational contracts and their relationships are unknown to foreign banks, this creates serious 

information asymmetry between debtors and creditors during the financial crisis.  

There is a growing body of literature in accounting and finance that studies how these 

relationship-based transactions arise from firms’ concentrated ownership and corporate structure. 

That is, affiliated firms that belong to the same corporate group or are under the control of the 

same dominant shareholder have frequent (related party) transactions with each other (Khanna and 

Yafeh, 2005; Jian and Wong, 2010). For these cases, it is the common ownership of the two 

transacting firms that give rise to the related party transactions. However, relational transactions 

can involve firms that are connected through network ties rather than common ownership. Though 

these transactions do not result from two firms that share a common dominant shareholder, they 

actually have an effect on the ownership structure of each of the two firms. We argue that the 

relational transactions that are carried out inside a social network can shape on firms’ ownership 

and governance structures. In this section, we will discuss the underlying reasons why relational 

transactions based on social networks are prevalent in emerging economies. In the next section, 

we will explore how these transactions determine firm’s ownership, governance and accounting.  
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The underlying reason for the prevalence of relational contracting in emerging economies 

is that market and legal institutions are underdeveloped. Firms cannot rely on price signals or other 

publicly available information to select business opportunities and enforce the contracts that arise 

from these opportunities. Also, the legal protection is too weak to ensure that contracting parties 

will fulfill their promises specified in the contracts. In East and South East Asia, the Confucius 

influence produces a cultural norm that promotes business transactions among individuals within 

families and other close-knit social groups. Firms can therefore exploit their social networks to 

provide information, create trust and disciplining mechanisms for their business transactions 

(Granovetter, 2005).  There are plenty of prior research in economics and sociology which finds 

that firms relying on social networks as a contracting mechanism for trades in these Confucius-

based economies, other developing economies and even pre-modern Europe (Greif, 1993; 

McMillan and Woodruff, 1999; Park and Luo, 2001; Rauch and Trindade, 2002). 

3.2 The case of China 

3.2.1 Social norm of China 

To provide a deeper understanding of the reason for the prevalence of relational contracts, 

we analyze how institutions shape the way firms in China – the largest emerging market and the 

second largest economy in the world – do business. China historically lacked formal legal 

institutions for business development. The imperial courts in the Ming and Qing dynasties did not 

preside over commercial disputes. They relied on local gentry or village leaders to adjudicate 

business conflicts. Instead of basing their judgment on company laws enacted by the imperial 

courts, they used informal rules or norms (li in Chinese), which guided people’s social interactions, 

to govern business behavior (Faure, 2006).  
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Reliance on social norms rather than formal law for governing business transactions means 

that Chinese business people can only do business within their own social networks. When 

exploiting an existing relationship such as an old classmate for contracting, one will invest in 

building stronger relationship with the classmate in order to strengthen the trust between the two 

parties in the contract. One’s efforts in maintaining and strengthening the relationship is a form of 

specific investment (Williamson, 1979) because strengthening one’s relationship with the 

classmate does not have alternative use for contracting with another party.  

Another salient feature about these informal norms is that they are specific to each 

relationship rather than being the same for every relationship (Fei et al., 1992). That is, the rules 

that govern how a person treats his father is different from the rules that govern how treats a brother 

or a friend. The rules also vary based on the hierarchical distance between the two individuals in 

a tie or the closeness in relationship of the two individuals. The social norms in China, even when 

applied to the business context, are relationship-specific. This means that the rule that ensures a 

party to honor a relational contract will depend on the relationship between the two parties. A 

strong relationship will lower the possibility of any party reneging on the contract and increase the 

contracting parties’ willingness to accommodate each other when contingencies arise. Western law 

has a universal concept of equal protection to all. In a market-based transaction, it is governed by 

formal rules that protect everyone the same way, irrespective of their relationship with each other 

in the transaction.  

3.2.2 Political economy of China 

Another main reason for the prevalence of relational contracts is related to China’s political 

economy. The central government of China uses an M-form governance structure to decentralize 

its ruling power over the vast country (Qian and Xu, 1993). While the central government 
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maintains control of personnel appointments, local governments control the economic power over 

state-owned and non-state-owned firms in the regions. Despite the economic reforms, much 

economic power still resides in the control of the local politicians. The power is concentrated in 

the government because it has never been decentralized to the market, and private property rights 

are not well enforced. This power is tied to a large amount of public resources including 

government contracts, natural resources, public utilities, operating rights, licensing, tax benefits 

and subsidies.  

 This power that the local politicians possess is inalienable – cannot be sold in open markets. 

However, the politicians can derive private benefits from their power through private exchanges 

within their social networks. The network relationships can be useful for these exchanges because 

they can help to create trust, convey information in secret and enforce the private exchanges. This 

is analogous to the private exchange of social capital within social (non-political) networks. A 

person with high social status within a network typically possesses a high level of social capital 

(Coleman, 1988). This social capital cannot be sold in a formal market but can be exchanged via 

a social network for private benefits. In exchange for a gift, the person with social capital can 

introduce another person to the network or even help him to build trust in the network. This transfer 

of social capital is often called giving mianzi in Chinese society (Ho, 1974; King and Myers, 1977; 

Hwang, 1987).   

Similarly, politicians can give mianzi (transferring power) to the connected firm. For 

instance, a politician has the power to grant more favorable terms to a firm which enters into a 

construction or other service contract with the government. This is a relational contract because its 

terms are heavily dependent on the firm’s relationship with the government. However, giving 

mianzi can happen in other contexts such as politicians’ decisions to grant licenses, operating rights, 
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tax benefits and subsidies.4 Strictly speaking, these are relational transactions under the contexts 

but we adopt a broader definition in our discussion and consider these transactions relational 

contracting as well.  

This transfer of power from the politician and the firm does not only affect their contracts. 

It can have a ripple effect on the firm’s business contracts with other firms. For instance, if firm A 

obtains government resources from a politician through a social network, and uses the resources 

to do business with firm B, firm B needs to have close relationship with firm A or the politician in 

order to ensure that firm A has secured the resources. Firm B will need a stronger relationship with 

firm A or the politician, if the government resources are important to the contract. 

The Chinese government can exert its power to influence almost all aspects of the firms’ 

operations through granting operating rights, supplying raw materials and public utilities, enacting 

and enforcing labor law, levying taxes and fees, awarding subsidies and preferential industrial 

policies, and controlling capital raising outlets. As firms exploit their network ties with the 

government leaders to secure the use of these public resources, their form of contracting even at 

the operating levels becomes extensively relationship-based.5  

Two recent China projects find evidence consistent with the notion that China’s extensive 

use of relational contracts have shaped the kind of information that financial analysts need for 

forecasting. Wong et al. (2019a) find that Chinese analysts’ forecasts are more accurate when the 

topics of their reports are more idiosyncratic (firm-specific) and less industry-specific. This 

association is significantly stronger when firms are exposed to more political uncertainty (proxied 

																																																								
4 An example of giving mianzi can be found in a government official in a tax bureau granting a holiday to a firm in 
his region. Instead of issuing a written document about the tax holiday, the government official showed up in a 
dinner with the firms’ CFO and its external auditor, making a verbal acknowledgement to the auditor that he would 
support the firm and its CFO.  
5 Transferring of political power within the social network can often become rent seeking activities and corruption. 
Nonetheless, social networks can play a positive role by providing information and enhancing the trust that 
politicians need for allocating resources to the firms under their control.  
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by politician turnovers) and political interventions (proxied by provincial industrial policies in the 

five-year plans). Their argument is that when firms are subject to government intervention, they 

have to rely more on relationships for contracting. Since relationships are highly specific, the 

information that is needed to analyze how the contracts will impact firms’ future cash flow will 

also be highly idiosyncratic.  

Consistent with the argument that knowledge of the Chinese firms’ network relationships, 

especially with the government, is essential for analysts’ forecasting, Wong et al. (2019b) find that 

foreign joint venture brokerage analysts, who face the institutional barriers to access political 

sensitive information or incorporating such information into their standardized forecasting models, 

are less accurate in their forecasting for firms that are subject to more political intervention. They 

also find that local brokerage analysts report more political content in their reports than that of the 

joint venture analysts, and only the content of the local brokerage analysts has a positive relation 

with forecast accuracy. Taken together, the evidence suggests that firms’ reliance on relational 

contracts with the government is high and there is an institutional barrier for foreign joint venture 

analysts to access or incorporate information about these relationships into their forecasts.  

 

4. Corporate Governance and Accounting System 

The stakeholder-based corporate governance system is a firm’s organizational design that 

resolves conflicts with its stakeholders. The conflicts arise when transactions between the firm and 

its stakeholders are not carried out in perfect and complete markets. Otherwise, the markets, which 

offer price signals to reflect true value and allow participants to costlessly switch contracting 

parties, can discourage opportunism and reduce the agency conflicts in their exchanges. If the firm 

operates in markets that are highly underdeveloped, serious contracting conflicts may arise in these 
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operating transactions. The firm has to adopt the stakeholder-based governance system that can 

resolve agency conflicts even in day-to-day contracting activities.  

However, if the firm’s operating activities are carried out in open and matured markets, 

there will not be serious contracting problems in their operating transactions. This firm will adopt 

a shareholder-based governance system with the primary focus on resolving the agency conflicts 

with outside shareholders. Past U.S. literature on agency costs (Jensen and Meckling, 1976; Fama 

and Jensen, 1983; Watts and Zimmerman, 1986) focuses on the conflicts between the firm and its 

shareholders.  

In emerging economies, firms’ operating transactions are carried out not in matured and 

open markets, but in closed networks of relationships. These transactions involve stakeholders 

such as suppliers, customers, employees, banks, and government agencies that are highly 

relationship-based.6 Relational contracts become even more common if the firms gain access to 

politicians’ power or government resources through social ties (Wong et al., 2019 a, b). The firms 

adopt a stakeholder approach for its governance because conflicts will arise if the firms do not 

properly manage their relationships with the stakeholders. In the following subsection, we will 

discuss how a firm’s corporate governance design reduces the transaction costs of these 

relationship-based contracts.   

4.1 Governance design for relational contracts 

One organizational design for lowering the costs of relational contracting is concentration 

of ownership. This will have a direct effect on corporate governance because a firm’s ownership 

structure will affect its board and management structure.  Professional managers or the board of 

directors that do not have effective control of the firms can be removed by outside shareholders in 

																																																								
6 Even many of the emerging market firms serve arm’s length customers in foreign markets, their production, 
financing, labor supply and regulations are heavily dependent on social ties.  
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a hostile takeover. By giving effective control of the firm to an owner, the firm will have stability 

in leadership since the owner cannot be removed in a hostile takeover. This will enable the 

controlling owner, together with his directors and managers, to build long-term relationships with 

the government and other stakeholders, facilitating the firm’s relational contracting (Claessens et. 

al., 2002; Fan and Wong, 2002).  

The concentration of ownership can further facilitate relational contracting in a number of 

ways. First, when the firm and its stakeholders (e.g. suppliers, customers and banks) are under the 

control of dominant shareholders, they can communicate among themselves privately. Comparing 

to diffuse ownership, firms with concentrated control are under less pressure to make public 

disclosures to arm’s length shareholders. This allows the firm to keep confidential trade secret, 

and strategic decisions and private exchanges with related stakeholders including the government. 

Second, emerging markets are subject to more volatility due to frequent macro and political shocks 

(Bekaert and Harvey, 1997; Morck et al., 2000). Concentration of control allows the firms to 

respond quickly to any shifts in the markets.  

Third, relationships are an individual’s specific assets essential in relational economies. 

However, these assets cannot be sold in open markets. They are considered social capital that can 

only be transferred within a private network. If these relationships are used as core assets for the 

firm in relational contracting, it is best to collocate the decision rights and ownership to the person 

that has these relationships. This will give the person with the specific assets enough decision 

rights and incentives to maximize the return of these assets. Also, the specificity of the assets make 

external monitoring difficult. Giving the person with specific assets controlling ownership 

increases the alignment of interests with outside shareholders (Fama and Jensen, 1983).  
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This specific asset argument for explaining ownership concentration in relational 

economies can also shed light on why family control is a good governance mechanism for 

relational contracts. Although specific assets cannot be easily transferred in an open market, it can 

be passed down in a family (Fan et al., 2012; Bennedsen et al., 2015). That is, a person can transfer 

his relationships to his children because kinship ties are considered the most important and 

permanent relationship base in social networks (Jacobs, 1979; Fei et al., 1992). Allowing the firm’s 

relationships to perpetuate into future generations in the family can enhance the value of the 

relationships in the contracts. This will also serve as an effective collateral against malfeasance 

because any loss in the family reputation will not only damage the existing contracts but all the 

contracts that can potentially be made by the future generations.7 Family firms that rely heavily on 

relationships for contracting will expand the families’ kinship ties through marrying their offspring 

to families with strong business ties (Bunkanwanicha et al., 2013). They will also groom their 

children as heirs so that they can preserve the relationships within the families.  

Another important corporate governance mechanism that can enhance relational contracts 

is building political connections. Fisman (2001) finds that firms gain access to a large amount of 

government resources through their relationships with the government. Faccio (2006) provides 

evidence that this phenomenon is not only restricted to emerging economies but it can be found in 

firms worldwide. Firms with political connections pay less tax, receive more state bank loans and 

government subsidies. Past literature has found that firms in emerging economies hire CEOs or 

directors that are ex-government officials or have strong political connections. Some of the 

																																																								
7 This is an important collateral because future generations’ prosperity could enhance their ability to worship them 
as ancestors. This mechanism was particularly effective in China during the time when ancestral worship was still 
widely practiced (Fukayama, 2011).  
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controlling owners also serve in the parliament or even run for presidency (Bunkanwanicha and 

Wiwattanakantang, 2008).  

Relational contracting and firms’ concentrated ownership structure will have an effect on 

their accounting system. As argued earlier, since firms and their stakeholders are controlled by 

dominant shareholders, they do not have to rely on public accounting information for 

communication. Rather, they can communicate with each other privately. This will allow the 

stakeholders to keep proprietary information private, especially when they receive preferential 

treatments from politicians with whom they share strong social network ties. Even if the firms can 

ignore the proprietary costs and disclose publicly details about their contracts with the connected 

stakeholders, the terms of the contracts are implicit and many of them depend on the relationships 

with the stakeholders. This will make the information that they want to disclose hard to verify. 

Consistent with this argument, past research has found that as the concentration of control of 

emerging market firms increases, the perceived quality of the accounting information, measured 

by earnings response coefficient, goes down (Fan and Wong, 2002).  

A salient accounting property of relational contracting is that earnings exhibit a pattern of 

smoothing rather than timely loss recognition. Ball et al., (2000b, 2003) argue that firms in 

emerging economies smooth their earnings to avoid scrutiny by the government or the public.  

Those that do not have strong political connections smooth their earnings to avoid government 

intervention. Any extreme earnings would alert government officials to increase taxation when 

there is a windfall profit or increase regulations when they run into financial distress. Politically 

connected firms also smooth earnings because extreme earnings attract public scrutiny which may 

embarrass the politicians with whom the firms are associated.  
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Other stakeholders that engage in relational contracts with the firms such as customers, 

suppliers, employees, banks and strategic investors will demand for smoothed earnings as well 

(Ball et al., 2000a). As argued in Macaulay (1963) and Williamson (1979), social norm will shape 

the way firms and their stakeholders enforce the contracts and resolve disputes. One commonly 

accepted norm is contracting parties put priorities in preserving the relationships, even at the 

expense of forfeiting short-term gains. Therefore, to maintain stable relationships with all 

stakeholders, the firms will make a commitment to smooth their earnings so that all the current 

and future relational contracts will not be subject to short-term fluctuation due to unforeseen 

economic and political factors.8  

  Following this argument, smoothing of earnings has two purposes. First, it will allow the 

firms to provide steady supplies to customers and payments to suppliers, employees, banks and 

strategic investors. Second, it signals to all the connected stakeholders that the firms’ relationships 

with their stakeholders are stable. Otherwise, any fluctuation in earnings will signal that there are 

significant disruptions in the firms’ relationships (e.g. a key supplier stopping shipments or the 

main bank recalling a big loan). These public signals are necessary even for connected stakeholders 

that are in the firms’ private networks. Although each stakeholder can communicate privately with 

the firm and have knowledge about its relationship with the firm, it does not have full knowledge 

about the firm’s relationship with other stakeholders. Stakeholders can rely on their social 

networks to acquire information about the firm’s relationships with other stakeholders, but the 

public signals such as earnings and cash flows can provide confirmation about the private signals 

they obtain in the private networks.  

																																																								
8 An example is Olympus, the Japanese camera company, which smoothed its earnings instead of taking a one-time 
loss for the speculation investments made in the 1980’s in order to main stable relationships with its suppliers, 
employees and main banks.   



	 17	

Taken together, firms that engage in relational contracts adopt a governance system that 

focuses more on the interests of all the stakeholders – stakeholder approach – and not necessarily 

just of the outside shareholders – shareholder approach. That is, reducing the agency conflicts with 

arm’s length capital providers is not the only or even primary objective of the stakeholder approach 

in governance. In fact, the governance mechanisms in the stakeholder approach often conflict with 

the interests of the arm’s length capital providers. For instance, the appointment of directors that 

help the firms to build relationships rather than protecting the interests of minority shareholders or 

hiring family members that perpetuate firms’ opacity instead of professional managers that can 

engage arm’s length investors. In accounting, private communication among stakeholders or 

smoothing of earnings that facilitate firms’ relational contracting will create distrust with arm’s 

length shareholders.  

However, given the contracting environment, the stakeholder approach adopted by 

emerging market firms is an optimal choice. Having concentrated ownership, low transparency 

and smoothed earnings may not be desirable to the arm’s length capital providers, but for the firm 

as whole, it could be the best arrangement for its relational contracts. Hiring independent directors, 

professional managers or increasing the transparency of the accounting system may disrupt their 

relationships, increasing contracting costs. Given that emerging market firms continue to rely on 

relational contracts for key operating transactions, their top priority is not in addressing the agency 

conflicts with arm’s length capital providers. 

Nonetheless, firms in emerging markets cannot simply relying on private capital to finance 

their growth. Accessing arm’s length capital requires the commitment to build trust and protect 

minority shareholders, which may conflict with their practice in relational contracting. In the next 
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subsection, we discuss how emerging market firms develop alternative mechanisms within the 

relational contracting environment in dealing with the agency conflicts with minority shareholders.  

 

5 Alternative Governance Mechanisms and Relational Contracts 

In this subsection, we review two recent China papers that explore how firms adapt to the 

relational business environment and use alternative mechanisms to improve the firms’ information 

environment and audit quality. Before I start discussing the papers, I will provide the background 

for the development of stock markets in China, which led to the demand for corporate governance 

that protects the interests of arm’s length shareholders of these listed firms.  

Prior to the economic reforms that started in 1979, all China’s firms were controlled and 

owned by the state. Private ownership was not allowed in the communist regime. In the 1980’s, 

China experimented with non-state enterprises, allowing villages, rather than the central or local 

government, to own and operate these entities. With the establishment of two stock exchanges in 

Shanghai and Shenzhen in 1991 and 1992, many of the state-owned enterprises (SOEs) were 

converted into joint stock companies and were given the permission to issue a minority portion of 

shares to the public. The state was required to retain majority control of the firms.  

With the emergence of these partially privatized SOEs in the stock exchanges, the 

government had to develop a whole host of market and regulatory infrastructure and to ensure the 

smooth operations of the equity markets. In 1993, the government promulgated the Company Law, 

which specified the fiduciary duty of the board and the property rights of the shareholders. The 

Company Law was subsequently revised a few times, with the latest update in 2014. The 

government also set up a securities regulator, China’s Securities Regulatory Commission (CSRC), 

to enforce the rules that govern firms’ behavior in protecting outside shareholders.  
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The government has learned from the West, especially the U.S., in developing the corporate 

governance practice for the listed firms. They have adopted substantially the International 

Financial Reporting Standards (IFRS) for China’s listed firms as their reporting standards in 2005, 

and copied the entire Generally Accepted Auditing Standards for China’s auditors in 1996. China’s 

listed firms are required to have board of directors that serve a similar function as that of their U.S. 

counterpart. One third of the directors are required to be independent of the controlling owners of 

the listed firms. The information intermediaries are also developing rapidly in China. There is a 

well-functioning auditor market, financial analyst market and mutual fund market in China.  

As discussed in subsection 3.2, despite the economic reforms, firms are still exposed to 

heavy government intervention. The central and local governments control public resources that 

are essential to the listed firms’ operations. Although there are privately controlled firms emerging 

in the stock markets, the large listed enterprises are primarily state-controlled firms. There is no 

independent judiciary in China. The courts are found to be in favor of firms that are located in the 

same jurisdiction as the courts (Firth et al., 2011; Lu et al., 2015). Civil litigation against fraud 

committed by the listed firms has been permitted since 2000 but the defendants have to be first 

identified by CSRC as violators before any civil claims are heard by the courts.  

Prior literature in accounting and finance has found ample cases of malfeasance in the 

governance and accounting system in China. The malfeasance focuses on the expropriation of 

majority shareholders against the minority shareholders. A common theme is that the corporate 

governance and accounting system in China does not seem to be providing protection to the 

minority shareholders. Clarke (2006) argues that independent directors fail to perform their 

governance function because of the country’s weak legal environment. There are serious earnings 

management activities among the listed firms (Aharony et al., 2000; Chen and Yuan, 2004). Listed 
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firms exploit the frequent related party transactions to manage earnings (Jian and Wong, 2010) 

and tunnel resources to the parent SOEs (Jiang et al., 2010). Even the adoption of IFRS leads to 

unintended consequences. Because markets are not well-developed in China, firms can use the fair 

value accounting permitted by IFRS to manage earnings (He et al., 2012). China’s listed state-

owned firms do not have a strong demand for Big 4 or the Top 10 audit firms in China (DeFond 

et al., 1999; Wang et al., 2008). Recent research finds that auditors and mutual fund managers take 

advantage of their personal ties with the audit clients and investees, respectively, to extra private 

benefits (Guan et al., 2016; He et al., 2017; Gao et al., 2019).  

This body of literature provides strong evidence the corporate governance mechanisms that 

may work well in market-based economy fail to take care of the interests of the outside 

shareholders in a relational economy. When emerging market firms lack the incentives to protect 

minority shareholders because their primary concern is protecting the interests of the connected 

stakeholders, these traditional governance mechanisms do not work well in such an environment. 

Pistor and Xu (2005a, b) argue that when legal system is not well established in China, especially 

when China does not have independent judiciary, China’s securities regulator takes up the 

governance role from the court in protecting the shareholders. They call this the administrative 

governance system, which involves government’s participation in selecting firms for IPOs, and 

setting up of bright line rules to regulate firms’ rights offerings and maintenance of their listing 

status.  

Administrative governance is not necessarily the only solution to emerging market firms’ 

predicament. There is an emerging research agenda that examines how China’s listed firms 

develop alternative governance mechanisms to alleviate agency conflicts with arm’s length 

investors. These mechanisms evolve out of the relational contracting environment, but they can 
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address the agency risks of the minority shareholders, helping firms bridge from the relational 

contracting environment to the arm’s length environment when accessing the equity markets. I 

will discuss two papers about these alternative governance mechanisms in the following two 

subsections.  

5.1 Embedded financial analysts and firms’ information environment 

Li et al. (2019) posit and find that China’s listed firms use financial analysts that are 

socially connected with their senior executives to communicate with arm’s length shareholders. 

They call these financial analysts embedded intermediaries and their connections are based on 

school ties and same birthplace. As discussed in previous sections, emerging market firms that 

engage in relational contracts face a dilemma in their disclosure and reporting decisions. The firms 

and their connected stakeholders prefer to communicate privately since the information about their 

relationships is either too proprietary or hard to verify when reported to the public. However, their 

lack of transparency will lead to high cost of capital if they want to raise arm’s length capital.  

Consistent with the conjecture that these connected analysts are serving the information 

dissemination role, they find that the presence of these embedded analysts can increase the 

information environment of the firms measured by the accuracy and informativeness of the 

forecasts of the unconnected financial analysts (i.e. analysts that are not connected with the firms). 

These results are stronger for firms that engage in more relational contracting or have incentives 

to raise arm’s length capital.  Moreover, their evidence shows that when the unconnected analysts 

share the same mutual fund manager client with the connected analyst, their forecasts become 

more accurate and informative, suggesting that the private information is disseminated through a 

private channel and not necessarily just through herding. This suggests that their results cannot be 

explained by the unconnected analysts simply copying the connected analysts’ forecasts after they 



	 22	

are publicly released, thereby increasing these unconnected analysts’ forecast accuracy and 

informativeness. 

It is interesting to note that the connected analysts do not drive out the unconnected analysts 

that follow the same firms, reducing the firms’ overall information environment. One potential 

reason suggested by the authors is that an analyst, who is unconnected to a particular firm, can be 

connected to other firms. Also, there is a demand for their service even if they are not connected 

to a particular firm. Not all mutual fund managers and arm’s length investors have private access 

to the connected analysts and they will benefit from consulting with these unconnected analysts, 

who can help them verify and interpret the connected analysts’ forecasts.  

Documenting that the embeddedness of financial analysts can lead to a positive outcome 

in firms’ information environment raises a question why these analysts’ social networks do not 

lead to opportunism (e.g. colluding with the firm they follow to fool the market). One possible 

reason is that financial analysts, as market intermediaries, care about their reputation. They rely 

heavily on the commission fees of arm’s length institutional investors’ and the analysts will only 

be paid if they provide useful information. It is hard for these analysts to deceive the institutional 

investors because their earnings forecasts and price targets can easily be checked against the actual 

earnings and price outcomes shortly after the predictions.    

5.2 Embedded auditors and audit quality 

Another recent paper that finds China’s intermediaries take advantage of their 

embeddedness to perform a governance role is DeFond et al. (2019). In this paper, the authors 

argue that in relational economies, auditors need to have a high level of understanding of their 

client companies’ relationships in order to audit their relational contracts. Deep knowledge of the 

relationships requires the auditors to be embedded in the network themselves. An auditor just 
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having a one-to-one relationship with his client company is not enough. Interpreting how the 

relationships affect the contracts involves continuous interactions between the auditors and 

members of the network, enabling the auditors to gain a good grasp of the relationships that are 

dynamic and nuanced. Therefore, this knowledge resides in individual auditors and cannot be 

easily transferred to other auditors even in the same office.  

Consistent with these arguments, DeFond et al. (2019) find that China’s auditors develop 

locality-specific knowledge which is significantly positively associated with audit quality, proxied 

by client companies’ misstatements in their financial reports. Auditors are considered locality 

specialists if they are ranked high in a particular province based on market share measured in audit 

fees. They argue that client companies’ relationships tend to be localized in China because key 

relationship bases such as birthplace, family, school and work ties are localized. In addition, there 

are significant provincial trade barriers in China which promote business transactions within 

provinces rather than across provinces (Young 2000; Jie, Qiu and Sun 2003; Poncet 2005). The 

authors argue when the auditors are embedded in the client companies’ social networks, they have 

a larger market share in the locality. The client companies prefer to hire locality specialists because 

they have the social capital which enables them to audit their clients’ relational contracts.  

However, it is not obvious that auditors’ social capital in client companies’ stakeholder 

network can lead to higher audit quality. Their network relationships with client companies can 

result in collusion, destroying their independence and lower audit quality. The authors of the paper 

argue that the auditors’ social capital not only provides them with the knowledge to audit relational 

contracts, it can serve as a collateral against opportunism and increase audit independence. Since 

in China, reporting a misstatement can damage an auditor’s reputation, resulting in loss of clients 

(Chen et al., 2019). The loss of reputation can mainly come from a sign of mistrust by the 
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government, which the client companies will want to avoid. Therefore, an auditor’s locality 

specialization can serve as a collateral because any loss of reputation due to collusion can lead to 

loss of existing clients and any future clients that come from the auditor’s social network.9  

 
6. Future Research 

This section presents a few future research directions in the corporate governance and 

accounting of firms that engage in relational contracts. While aligning the firms’ interests with 

their connected stakeholders is the primary objective of their governance and accounting system, 

our discussion focuses on how firms can address the agency conflicts with arm’s length capital 

providers. Therefore, I put more emphasis on how firms can enhance the governance mechanisms 

and disclosure and reporting of accounting information that protect arm’s length investors.  

In section 5, I have discussed two recent studies that examine how financial analysts and 

auditors exploit their embeddedness in the social networks to enhance their knowledge of the listed 

firms’ relationships and the associated contracts. Many new questions regarding how we can 

alleviate arm’s length investors’ agency problem is worth addressing. What new governance 

mechanisms, other embedded intermediaries or other methods, can perform an effective 

governance role in emerging economies? Can independent directors that have strong market 

reputation while being embedded in the firms’ network serve such a role? Gao et al. (2019) find 

that the network relationships of China’s mutual fund managers and their investees lead to serious 

malfeasance. What are the conditions that cause the embedded financial analysts and auditors to 

																																																								
9 It is important to note that the auditor’s social capital involves his social ties with network of client companies and 
their stakeholders in a locality. Therefore, he is not willing collude with one client and sacrifice his relationships 
with other clients and their stakeholders. This is different from the dyadic relationship between an auditor and his 
client in Guan et al. (2016) and He et al. (2017). It is more like the multilateral monitoring mechanism in Greif 
(1993).  
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perform an effective governance role, and why are these conditions missing in mutual fund 

managers as documented in Gao et al. (2019)?  

There are other questions that could enable us to gain a deeper understanding of the role of 

embedded intermediaries in emerging economies. How does a person’s social capital provide 

collateral against opportunism arising from business transactions within social networks? Are the 

relationships developed over a long period prior to the contract or they can be cultivated shortly 

before or during the contracting period? Can the relationships or knowledge of the relationships 

be transferred within a broader social network, not just within a family? How does the collateral 

against malfeasance and transferability of network knowledge affect the ways these intermediaries 

organize themselves into a firm and divide their work within the firm? For instance, how do they 

monitor each other if the knowledge they possess is highly specific and non-transferrable? How 

do they divide their work based on their network knowledge and can they scale up if they are 

constrained by its transferability? 

Other than embedded intermediaries, are there other ways for arm’s length investors to 

obtain information about firms’ relationships or relational contracts? Do firms voluntarily disclose 

their relationships directly or provide public signals about these relationships?10 Where do they 

make such disclosures and what kind of signals are used for communicating their relationships? In 

recent years, there are new platforms for communicating this private information. Web users that 

are embedded in the firms’ social network can disseminate information about the firms’ 

relationships via online stock platforms and personal blogs. Do online stock platforms provide 

																																																								
10 A firm may have the incentives to voluntarily disclose the strength of its important relationships with the 
government and other stakeholders if the market has questions about the stability of the firm’s relationships. Hong et 
al. (2015) argue that disruption of a firm’s political relationships can significantly affect a firm’s stock returns since 
it damages its future contracting ability. 
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information about firms’ relationships? Who are these contributors and how can we identify them 

among hundreds of thousands of contributors that may only produce noise? 

With the development of network and textual analysis methods, we can study how 

investors can glean information of firms’ relationships. Using public information of the CV of 

politicians and directors and senior executives of listed firms in China, Piotroski et al. (2019a) 

have built a database of firms’ network relationship with factions of politicians. This can help us 

identify firms’ relationships in a political network. Piotroski et al. (2019b) and Wang et al. (2019) 

have used textual analysis to study the tone of traditional and social media and topics of official 

and non-official traditional media. Using network and textual analysis techniques, we can study 

how arm’s length investors can retrieve information about firms’ relationship from these public 

sources. For instance, we can track the information about firms’ relationships from speeches of 

connected politicians, business transactions of connected stakeholders and other information about 

the firms’ relationships in traditional and social media using textual analysis.  

Another direction for future research relates to the role and properties of financial 

accounting information in relational economies. If firms heavily rely on internal communication 

with key stakeholders, do public disclosures and reporting serve any purpose? Is it for 

communicating with connected stakeholders or with minority shareholders? Since emerging 

market firms are likely to engage in smoothing of earnings, what can minority shareholders, and 

connected and unconnected stakeholders learn from firms’ disclosures and reporting? Addressing 

these questions is important because many accounting academics and policy setters have adopted 

a shareholder approach in corporate governance to study and design accounting policies for 

emerging economies. By studying how relational contracts shape the role and properties of 

accounting and disclosures, we can develop better practice and devise more appropriate standards 
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and policies that protect arm’s length investors and balance the interests of all other stakeholders 

in these economies.  

 

7. Conclusion 

Emerging market firms face the challenge of agency conflicts with arm’s length capital 

providers in the domestic and global capital markets. It is not an easy task to reduce the conflicts. 

Simply copying U.S. corporate government and accounting practice is not going to solve the 

problem. Not only because these countries suffer from poor legal and regulatory environment, the 

underlying cause of the agency problem is related to the prevalence of relational contracts in these 

markets.  

Since emerging market firms engage in relational contracts with their key stakeholders, the 

primary objective of the firms’ corporate governance and accounting is to protect their related 

stakeholders and facilitate contracting with them. Alleviating agency conflicts with arm’s length 

capital providers is not the only or even the main focus of the firms’ governance system. To device 

governance mechanisms that can protect arm’s length investors, they have to balance the demands 

of the stakeholders inside their private networks and those of the investors that are from the open 

markets.  

This paper has presented two recent China papers that examine how financial analysts and 

auditors, who are embedded in the listed firms’ relational networks, can bridge the information 

gap between the firms and their arm’s length shareholders. I also propose a number of future 

research directions using this contracting framework to understand corporate governance and 

accounting in emerging markets. It is worth devoting efforts to study how emerging economies 

could develop governance mechanisms, embedded intermediaries or other methods, that can adapt 
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to the relational contracting environment while protecting the arm’s length capital providers. With 

the rise of new online platforms and textual analysis technology, we could study whether and how 

arm’s length investors can learn about firms’ relationships from the new data sources and 

analyzing methods. The last research direction is to understand how relational contracting affects 

the role of disclosure and reporting in the emerging economies. This will enable us to device ways 

to bridge the information gap between firms and arm’s length investors.   
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