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Abstract

This paper studies the lending pattern of banks in China to the manufacturing sector. As state-owned commercial banks dominate the Chinese banking sector, it is postulated that the local and central governments influence the loan activities of these banks. If such is the case, then political pressure from governments appears to matter in bank lending. Some scholars assume lending bias on the part of state-owned banks, and believe that there is no need to prove this bias. To fill the gap in the literature on the relationship between the lending behaviour of banks and bank borrowing by manufacturing firms, this paper studies the determinants of lending by banks in China to the manufacturing sector. 
Despite the efforts of the Chinese government to introduce competition and enhance governance mechanisms, the banking system is still dominated by state-owned banks and characterised by a high level of non-performing loans. This paper empirically investigates the determinants of lending by banks in China. Employing a dataset comprising 981 firms in the textile, clothing, toy, and watch and clock sectors in Guangdong Province in 2002, the empirical results suggest that firm ownership affects the access of firms to bank loans. However, with increasing marketisation in China, the bank credit management practices of a typical market economy also apply. In the context of the market-oriented assessment of loan repayment ability measured by common financial ratios and the working capital of firms, empirical evidence is found of bank credit management practices in the Chinese market.
1. Introduction
Despite the efforts of the Chinese government to introduce competition and enhance governance mechanisms, the banking system is still dominated by state-owned banks (SOBs) and characterised by a high level of non-performing loans (NPLs). In 2002, the official figure for NPLs was reported to be 25% of total loans, amounting to US$500 billion and equivalent to 40% of China’s GDP.
 However, in a recent report on the Chinese banking system by Ernst & Young, a figure for NPLs was reported six times higher than the official figure.
 What are the major reasons for the high level of NPLs in China? Partly because of the sensitive nature of information in the Chinese banking sector, there are neither published studies nor publicly available data on the pattern of lending by SOBs to the manufacturing sector in China. As the government owns both the SOBs and state-owned enterprises (SOEs), it is usually suggested that, given the paternalistic behaviour of the Chinese government, the former are obliged to grant loans to the latter in the form of “guanxi lending”: 
 that is, lending by SOBs to SOEs is largely due to political pressure (from the local and central governments) rather than based on commercial considerations (OECD, 2005). Some scholars assume lending bias on the part of SOBs, and believe that there is no need to prove such a bias. 

To fill the gap in the literature on the relationship between the lending behaviour of banks and bank borrowing by manufacturing firms, this paper investigates the determinants of lending by banks in China to manufacturing firms. Specifically, we aim to reveal the relationship between bank lending and firm ownership and consider selected control variables that are related to bank credit management practices, including firm size, profitability, working capital and collateral.
2. Literature Review and Research Hypotheses
Although several studies on issues related to lending bias in China have been published, such as those of Wei and Wang (1997) and Cull and Xu (2003), no research has been published on the determinants of bank lending to the manufacturing sector in China. Based on data for 370 cities between 1989 and 1991, Wei and Wang (1997, 28) found evidence that the lending behaviour of Chinese SOBs was positively biased towards SOEs. Based on a sample of approximately 700 SOEs in Shanxi, Jilin, Jiangsu and Sichuan provinces between 1980 and 1994, Cull and Xu (2003, 547) found that SOBs tended to grant loans to profitable SOEs, especially those that had the potential for good future performance because of their adoption of managerial reforms. Bank employees were motivated to allocate credit to profitable endeavours to qualify for bonuses that were dependent on the bank’s profitability (2003, 540).

There are major drawbacks to these two studies. First, the study of Wei and Wang (1997) is an indirect test of the lending bias of SOBs, whilst the study of Cull and Xu (2003) focuses only on SOEs. Second, the findings of both studies are useful but somewhat outdated, and do not reflect the impact of the reforms of SOEs and banks that have been implemented since the mid-1990s. Third, the scope of these studies is quite limited, and they are unable to identify potential variations in lending bias towards certain firms or industries. Hence, we are motivated to ask: does the type of bank ownership, in addition to bank credit management practices, matter for the access of firms to bank loans in China?

Firm ownership and bank credit
With the exception of equity injection by the government, borrowing from SOBs is the only way that SOEs can raise funds (Wei & Wang, 1997). It is expected that SOEs use guanxi to gain access to loans from SOBs. In contrast, privately funded companies accounted for only 5.7% of the total SOB loans in 1997 (Laurenceson & Chai, 2001, 213), although these companies accounted for 20% of the industrial output and 40% of retail sales in China. This is partly due to the lack of a credit rating system and the unavailability of the risk assessment records and criteria of private borrowers, and explains why a number of privately funded companies have had to resort to the grey money market and borrow at a higher interest rate. Thus, the following hypothesis is posited.
H1: There is a positive relationship between the debt-asset ratio of a firm and its state-owned equity share.

Control variables – bank credit management practices

The major challenge of our study is to determine the actual relationship between bank lending and firm ownership. To control for factors that may influence bank lending behaviour, control variables related to bank credit management practices are incorporated into the model, including firm size, profitability, working capital and collateral. 
Firm size is generally believed to be a factor that determines the granting of loans. Because of the problems of moral hazard and adverse selection (Stiglitz & Weiss, 1981), small firms are informationally opaque, and have to rely more on “relationship lending”, that is, they may have a higher level of working capital constraints. Larger firms generally have a balance sheet strong enough to secure financial statement lending or sufficient available collateral to secure asset-based lending (Berger & Udell, 2002, F37-F38). Thus, we predict the following.
H2a: There is a positive relationship between the debt-asset ratio of a firm and its size.

The conventional view is that firms that have a higher level of profitability will find it easier to borrow from banks. Therefore, the following is hypothesised.
H2b: There is a positive relationship between the debt-asset ratio of a firm and its level of profitability. 
Similarly, it will be easier for firms with a higher level of working capital to borrow from banks (Chow and Fung, 2000).

H2c: There is a positive relationship between the debt-asset ratio of a firm and its level of working capital. 

Another common credit rating criterion is the availability of collateral. It is reasonable to expect that banks will be more willing to offer loans to firms if the firms are able to provide the banks with collateral. Hence, the last hypothesis is set out as follows.
H2d: There is a positive relationship between the debt-asset ratio of a firm and the firm’s collateral. 

3. Data and Methodology 
Data
Data for 2002 were collected from approximately 1,000 enterprises in the textile, clothing, toy, and watch and clock industries in Guangdong Province. After omitting those observations with missing values, 981 enterprises are included in our data analysis. The total output of our sampled firms was 67.3% and 10.4% of the total output of the four industries and all industries in Guangdong Province, respectively. The data were obtained from the Statistical Bureau of Guangdong Province. The dataset contained various economic variables such as gross output value, net value of fixed assets, total labour, type of ownership and various data on credit management. Five types of enterprise ownership were identified in this dataset: state-owned, collectively owned, privately owned, shareholding, and foreign ventures. 
The four industrial sectors in Guangdong Province were chosen for our case study for the following reasons. First, the availability of firm level data, to a large extent, relied on the accessibility of organisations in China to researchers. Second, Guangdong Province has been given more economic freedom since China launched its economic reforms in 1979. The results of our data analysis can be used as a yardstick to review the determinants of bank lending in the Chinese market.
There are several limitations to our dataset. First, we did not have data on the actual value of the loan amounts of firms. The measurement of firm loans was proxied by the total liabilities of the firms. Based on our field survey in Shenzhen, Guangdong Province, in 2005, about 70-80% of total liabilities were bank loans.
 Firms in China do not have many other funding alternatives for their businesses. Second, there is no information in our dataset about where firms borrow money. Firms could have borrowed money from China’s SOBs, other commercial banks, foreign banks or other types of financial institutions. In terms of market share, SOBs still dominate the loan market in China. In 2004, four SOBs captured 47.4% of the total of newly made loans in China.
 As a rough measurement, we assumed that firm borrowing was from banks in China and that a considerable amount was from SOBs. Bearing the above limitations in mind, our empirical results require careful interpretation.
Methodology

OLS regression analysis was used to analyse the data. Let Y = F(X,U) be a regression model, where Y is the loans that are available to enterprises (in terms of debt-asset ratio); X is a vector of the determinants of lending, that is, firm ownership and bank credit management practices, or their proxies; and U is the disturbance term. The regression model can be written as follows.
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The regression model is assumed to be in the additive form to facilitate the exposition. Our paper adopted a multiple regression model to examine whether firm ownership matters for bank lending in China. In addition, given the considerable progress of the market-oriented reforms in China’s banking sector, it is reasonable to investigate to what degree common bank credit management practices affect bank lending. Hence, we included the following credit assessment criteria: profitability, firm size, working capital and collateral.  

The regression model for estimation is specified as follows.

Loans = a0 + a1 SOE + a2 Collective + a3 Private Firm + a4 Shareholding Corporation + a5 Profitability + a6 Size + a7 Working Capital + a8 Collateral.                              
The determinants of the loans available to enterprises are as follows.
· Ownership: four ownership variables are included in the model for estimation, including SOE, collective, private firm and shareholding corporation. The omitted ownership group is foreign-financed enterprises. 

· Profitability: measured by return on equity.
· Size of a firm: measured by the log of labour.
· Working capital: measured by current assets over total assets.
· Collateral: measured by the log of net fixed assets.
Among the variables, firm size and collateral are usually highly skewed, and extreme values of the variables strongly affect the correlation with other variables. Thus, we took the log form of both firm size and collateral such that the log transformation would provide a close approximation of the normal distribution assumption that underlies the OLS method. 

4. Empirical Results

The results of the estimation of the equation using the OLS method are presented in Table I. We found that the estimated coefficients of all of the parameters were significant. Because we employed a cross-sectional dataset, heteroscedasticity could have been a problem. We performed the Breusch-Pagan (B-P) test for heteroscedasticity, with the specification that the error variance was directly related to working capital. No evidence of heteroscedasticity was detected in the model. 

To investigate whether firm ownership matters for a firm’s access to bank loans, we examined the coefficients of the ownership variables. In contrast to the omitted group of foreign-financed firms, the results suggest that state-owned firms had the highest degree of access to bank loans. The next most likely to have access were, in descending order, shareholding corporations and collectively owned enterprises. Among the various ownership types, private firms had the most difficulty borrowing from banks in the Chinese market. This set of results is not unexpected. It seems that banks in China usually regard private firms in China as carrying relatively highest loan risk. A survey conducted by the Fujian government revealed that 86 percent of privately-funded small and medium-sized enterprises (SMEs) in her province have difficulty in securing bank loans. The 48 most financially reputable SMEs in Fujian received less than half of the 2.58 billion bank loans that they sought in 2004 (Jiang, 2005).
Given the paternalistic behaviour of the Chinese government, SOBs may have been influenced by the government to give higher priority to state-owned firms to access bank loans. Thus, our sample data offer strong support for our first hypothesis, that is, guanxi matters for bank lending largely because of the paternalistic behaviour of the Chinese government. More often than not, some branch managers of SOBs face considerable pressure from (local) government officials to lend on a non-commercial basis to support local government. This has been admitted by Mr. Shuqing Guo, the chairman of Construction Bank of China. One way or another, the branch managers usually have to comprise with the local government officials as the managers need local support. In addition, Mr. Mingkung Liu, the chief of China Banking Regulatory Commission said that the operational risks of banks are enormous because inconsistencies in debt repayment procedures are very common in the Chinese market.
 In short, firm ownership still matters firms’ access to bank loans.
We turn now to the estimation results of the control variables related to bank credit management practices. The relationship between bank lending and all four credit assessment criteria was found to be positive. The estimated coefficients of profitability, firm size and working capital were significant at the 5% level of confidence, whilst the estimated coefficient of collateral was mildly significant at the 10% level. These results support the four sub-hypotheses, that is, common bank credit management practices affect bank lending behaviour. The results suggest that despite our empirical evidence that ownership of firms still matters for bank lending, after three decades of reform, banks in China follow bank credit management practices similar to those of their counterparts in typical market economies in handling loans.
5. Conclusion
This paper attempted to examine empirically the effects of firm ownership on firm access to bank loans. Employing a multiple regression technique, we estimated a model with the data of 981 firms from four industries in Guangdong Province in 2002. The findings of our empirical tests support the hypothesis that firm ownership matters in bank lending. Among the several ownership types, state-owned enterprises had the highest degree of access to bank loans. In contrast, private firms had the most difficulty borrowing from banks. It is no surprise that privately owned firms usually seek funding from unofficial financial channels. Because of the government’s paternalistic behaviour, state-owned enterprises find it easier to borrow money from banks. If SOEs do not perform well, a large number of non-performing loans results. 
Finally, and not unexpectedly, after a series of economic reforms over three decades, banks in China in many ways follow the common bank credit management practices of a market economy. A higher degree of openness in the Chinese banking sector has engendered a higher level of competition. It is expected that banks will pay more attention to the ability of firms to repay loans. Of course, we have to bear in mind that our analysis is based on only a single year of data in Guangdong Province. Given the vast disparity in the Chinese market, it is suggested that further research covering various regions in China is needed before this paper’s findings can be generalised to other provinces.
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Table I: Regression Results of the determinants of bank loans to manufacturing firms in Guangdong Province of China, 2002
	
	The Model

	Intercept
	0.082

(1.114)

	SOE
	0.217

(2.823)**

	Collectives
	0.071

(2.550)**

	Private firms
	0.047

(1.678)*

	Shareholding Corporations
	0.111

(2.602)**

	Profitability (ROE=returns on equity)
	0.697x103
(1.967)**

	Size (Log Labour)
	0.021

(2.311)**

	Working Capital (Current asset/total asset)
	0.257

(6.152)**

	Collaterals (Log net fixed assets)
	0.011

(1.625)*

	Adjusted R2
	0.066

	Breusch-Pagan Test
	0.226


**,*: significant at 5% and 10% respectively.
� Ming Pao, 14 October 2003, p.B2.


� Bloomberg, ‘Bank slams ‘distorted’ estimate of bad loans’, South China Morning Post, (12 May 2006); Agence France-Press, ‘Ernst & Young withdraws ‘erroneous’ bad loan report’, South China Morning Post, (15 May 2006).


� To avoid the terminological confusion on relationship, transaction and policy lending, the term guanxi lending is used in this paper.


� The lead author conducted a field work to a large-sized enterprise employing 4,800 employees located in Shenzhen in December 2005. It is a listed company in the Hong Kong Stock Exchange. The interviewees were two senior staff members in executives and finance departments. To maintain the confidence, the names and the ranks of the interviewees were kept anonymous. 


� Ming Pao, 5 December 2005, p.B6.


� Dickie (2005), Anderlini (2006).
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