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Abstract

China’s banking sector is dominated by four distinct organizational forms: policy banks (PBs),
state-owned commercial banks (SOCBs), joint stock commercial banks (JSCBs), and rural credit
cooperatives (RCCs). Economic analyses have especially focused on the development of bank
efficiency and profitability over time. The equally important question - which of China’s banking
institutions promote economic growth - has not been explored. Our study uses a novel data set
covering the period 1997 to 2008 and employ Granger causality tests to estimate the financegrowth nexus of each of these bank types. Our results show that SOCBs and RCCs do not
Granger-cause GDP growth and that SOCBs even have a negative effect on manufacturing
growth. By contrast, PBs and JSCBs promote economic growth.

Keywords: China, Banking sector, Economic growth, Government-owned banks
JEL: E44, G21, O16
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1. INTRODUCTION
Populist accounts of China’s development model often refer to government-sponsored
“superbanks” as the engine of the country’s growth model (Sanderson and Forsythe 2013). This
perspective mirrors theoretical arguments in support of a developmental role of governmentowned banks as a ready tool politicians can use to channel household savings into productive
investment opportunities that would otherwise be missed by private banking institutions
(Hausman and Rodrik 2003; Andrianova et al. 2008).1 Government-owned banks are therefore
seen as important financial intermediaries contributing to social welfare and economic
development (Stiglitz 1994), and they seem particularly well-suited to increasing production and
employment for the poor (Banerjee 2003; Burgess and Pande 2005). Proponents of governmentowned banks also emphasize less excessive risk taking on the part of bank managers (DemirgücKunt and Detragiache 1998) and a closer interest alignment between central banks and
government-owned commercial banks, allowing for more effective monetary policy interventions
(Micco and Panizza 2006; Yeyati et al. 2007).
Notwithstanding, government-owned banks are not without risks. Theoretical and empirical
evidence shows that politicians often interfere in lending decisions to pursue political and
personal interests instead of economic goals (Shleifer and Vishny 1998; Shen and Lin 2012),
leading to the crowding-out of credit to more productive firms (Sapienza 2004). As China’s
example shows, it is often particularly politically unconnected private firms that lack access to the
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For example, the state can support sunrise industries and provide financial services in rural and

remote areas that are not adequately serviced by private banks (Stiglitz 1994; Burgess and Pande
2005).
3

politically controlled banking system and credit allocation (Nee and Opper 2010; 2012).
Historically, the financing of state-sponsored pet-projects has also contributed to the
accumulation of non-performing loans (Heremans and Pacces 2012). Tight government
regulation and supervision also opens up opportunities for rent-seeking activities, corruption and
elite capture (Barth et al. 2004; Morck et al. 2011).2 These problems are reinforced by standard
problems of corporate governance and soft budget constraints, which are commonly observed for
state-owned firms in manufacturing and service sectors (Shleifer 1998; Dewenter and Malatesta
2001).
Clearly, identifying the nature of the finance-growth nexus of China’s government
dominated banking system is crucial to understand the country’s growth model and development
path. First, the banking sector is the predominant channel of financing investment in China.
Between 1997 and 2005 alone, bank lending grew by 260 percent in real terms, underscoring the
capital-driven development model pursued by Chinese politicians. Second, throughout the entire
reform process, the central government has maintained substantial control over financial
allocation through direct ownership involvement in banking. The period under review is
particularly suitable for our analysis, as the banking system underwent a series of centralization
efforts intended to strengthen national government and party control over bank lending as a
readily available tool to mobilize capital for politically defined purposes Third, the national
government has actively experimented with diverse organizational forms of banks and different

2

In the case of interest rate ceilings, the elite can, for instance, appropriate subsidized credit

funds, whereas the poor are pushed into informal markets offering less-attractive lending terms
(Burgess and Pande 2005).
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ownership stakes, gradually transforming the socialist mono-bank system into an increasingly
diversified financial system combining fully state-owned policy banks (PBs) with statecommercial banks with majority state ownership (SOCBs), joint-stock banks with minority state
shares (JSCBs) and collectively owned rural credit cooperatives (RCCs).
Prior work on China’s banking sector has acknowledged the strong organizational
heterogeneity and highlighted differences in profitability and efficiency among these different
banking institutions (Ariff and Can 2008; Berger et al. 2009; Matthews and Zhang, 2010; Chang
et al., 2012). But, empirical evidence on China’s finance-growth nexus has largely neglected the
institutional and functional heterogeneity of banking sector (Aziz and Duenwald 2002; BoyreauDebray 2003; Liang and Teng 2006; Hao 2006; Rousseau and Xiao 2007; Hasan et al. 2009;
Cheng and Degryse 2010). This invites serious identification problems, when it comes to the
question which type of state-banks, and which lending strategies – if any – are in fact growth
promoting. Whether loans promote growth or not depends both on the banks’ lending policies
and the borrowers use of the capital – temporary consumption or long term investments.
Obviously, insights in China’s finance-growth nexus require a shift to macro-level analysis,
where each organizational segment of the banking industry is treated as an aggregate measure
responsible for one share in China’s lending portfolio. Using Granger causality tests and a factor
model separating idiosyncratic lending decisions from common shocks, we analyze the growth
effects of total, short-term, and long-term loans on a set of different macroeconomic variables for
the period from 1997 to 2008.
Our results provide a fairly mixed account of the different banks’ growth promotion
performance. Among the various financial institutions under review in this study, only traditional
policy banks and partly state-owned joint stock commercial banks are growth-promoting.
5

Lending by the dominant state-owned commercial banks, which still hold more than 50% of loans
and assets, dampens growth in the short run. Moreover, the lending activities of rural credit
cooperatives are negatively related to growth. Although lending by rural credit cooperatives spurs
agricultural production, these positive growth effects are outweighed by negative effects in other
sectors. Overall, our results underline the importance of a more fine-grained approach to the
study of the finance and growth nexus and the potentially developmental role of distinct statecontrolled banking institutions. Institutional and functional features apparently combine to shape
different lending strategies, which do not invite general conclusions. If anything, our results
suggest that lending by state-controlled banks can be growth-promoting, but it requires distinct
contextual features.
The remainder of the paper is organized as follows. Section 2 provides a summary account
of China’s banking sector, briefly sketching the dynamic development and diversification of
financial institutions over time and highlighting the major institutional and functional differences
among the four most important banks. Section 3 describes our data and methodology. Section 4
moves on to the empirical analysis and a discussion of the observed finance-growth effects, and
section 5 presents the study’s conclusions.

2. ORGANIZATIONAL DIVERSITY IN CHINA’S BANKING SECTOR
The organizational and institutional framework of China's banking sector today is, to a large
extent, the product of a series of government-initiated reforms launched in an effort to shape a
financial system that is both designed to serve the government’s ambitious economic reforms and
is susceptible to continuing state guidance and political control over capital allocation.
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The core of today’s financial system was formed in the early 1980s, when the socialist
monobank system was dissolved by gradually separating out four functionally diversified SOCBs
designed to operate as wholly state-owned banks under the direct guidance of national credit
plans. In parallel, the RCCs started to offer financial services in the rural areas. After this
formational stage, the focus of financial reforms shifted in the early 1990s to the
commercialization and transformation of SOCBs into market-driven banks (Lardy 1998). In an
effort to disentangle policy loans from standard commercial loans, policy lending was formally
transferred from SOCBs to the country’s newly founded three policy banks, each of which was
designed to focus on distinct development tasks and economic sectors. Concurrently, the central
bank gradually changed its policy from credit planning to indirect instruments of credit control
such as open market operations, which replaced mandatory credit quotas by 1998. The
organizational diversification of China’s financial sector continued with the approval of jointstock commercial banks, city banks, private banks and foreign banks as new domestic market
players.
Today, the financial sector is highly diversified (see Table 1), albeit with a continuing
emphasis on banking institutions involving varying shares of state and public ownership. In the
analysis that follows, we focus on the evolution of the four most prominent organizational forms:
PBs in charge of policy lending and SOCBs, RCCs, and JSCBs in charge of commercial lending.
By the end of our observation period in 2008, these institutions jointly held 83% of the financial
assets and nearly 85% of the total loans (Almanac of China's Finance and Banking 2009).3
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These institutions' market positions also remained relatively unaffected by new market entrants,

such as foreign banks (Berger et al. 2009). As of 2010, years after the entry of foreign banks into
7

[TABLE 1]

Although all financial institutions are subject to state guidance and political intervention,
they continue to differ in terms of organizational heritage, governance, and formal institutional
incentives and constraints. This diversity is reflected in the differentiated set of domestic
regulations and supervisory rules guiding banking activities. For the purpose of our analysis, we
differentiate broadly between banks solely responsible for the provision of policy-directed loans,
resembling the concept of traditional development banks, and those providing commercial loans.

Policy lending
The provision of policy loans is the responsibility of three different state policy banks instituted
in 1994. Each of these banks specializes in developmental goals in line with the state’s medium
and long-term economic planning and is organized around distinct economic activities: the
Agricultural Development Bank (ADB); the China Development Bank (CDB), which is primarily
responsible for infrastructure projects; and the Export–Import Bank of China (Exim). Given their
prominent strategic role, PBs are fully state-owned entities under tight political regulation and
guidance. This is also reflected in the choice of geographic locations. The number of branches is
small and limited to centrally administered cities and provincial capitals. Locations typically
coincide with provincial offices of the China Banking Regulatory Commission, the country’s
banking supervisory body. In line with the functional specialization of the three different policy

the Chinese market, these foreign banks still held less than 2% of China’s banking assets (China
Banking Regulatory Commission 2011).
8

banks, the purpose of loans varies widely. However, due to the dominant position of the CDB,
large-scale capital construction projects, typically in the range of 0.5 to 10 billion CNY, represent
the most common loan type.4

Commercial lending
The Commercial Banking Law (1995) holds all commercial banks responsible to lend “in
accordance with the needs of the national economic and social development and under the
guidance of the industrial policies of the State” (Art 34). The actual degree of political
intervention and closeness of state bank relations, however, varies substantially, in keeping with
the differences in the degree of state ownership and organizational heritage.
State owned commercial banks (SOCBs) have operated as political lenders throughout the
entire reform period, although the intensity of the involvement by local and central government
authorities has varied with different political factions and leadership priorities (Cull and Xu
2003). While operating under a relatively decentralized setting well into the mid-1990s, Premier
Zhu Rongji used the apparent threat of the Asian Financial Crisis as a welcome external factor to
bring SOCBs under closer central supervision and control, insulating SOCBs against local
political involvement. In 1998, the local government lost its influence over recruitment decisions
in local bank branches, and banks were placed under the central monitoring of the politically
staffed Central Finance Work Commission (CFWC, later replaced by the China Banking
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Since 2006 as well, ADB has contributed to investments in capital construction projects by

extending its business scope to include credit for agricultural development and construction of
rural infrastructure (ADB Annual Report 2006).
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regulatory Commission), which answers directly to the Central Committee and is entrusted to
guarantee bank operations in line with the guidance and decisions of the State Council. In the
same year, Zhu Rongji launched a major restructuring and recapitalization strategy to improve the
economic viability of SOCBs. At the heart of the reform was a transfer of approximately 40
percent of the banks’ non-performing loans to newly established asset management companies.5
To restrain the creation of new non-performing loans, the central government also reduced
intervention by rent-seeking local governments and introduced a personal responsibility system
for bank managers. Subsequently, the implementation of strict targets to reduce non-performing
loans has temporarily slowed growth in bank lending while redirecting lending activities towards
reforming China’s ailing large and medium SOEs. Briefly, SOCBs were primarily in charge of
reforming and maintaining China’s state-owned manufacturing economy.
The pendulum swung back towards stronger local political involvement when the new
leadership under Hu Jintao and Wen Jiabao sought to consolidate their local power base. The
renewed move towards local policy interests, however, was also accompanied by gradual
commercialization and governance reforms. In 2005, the first public offering of an SOCB
introduced a period of partial privatization to improve corporate governance mechanisms and
internal risk management (see Cousin 2011). Although stock listings after 2005 have ended
complete state-ownership of commercial banks, majority shares held by the state still guarantee
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From 1999 to 2005 alone, the state cleaned the balance sheets of China’s financial institutions

by transferring 2038.9 billion CNY worth of non-performing loans to newly established Asset
Management Companies (AMCs) responsible for loan management. Nearly 95% of this amount
was directed toward SOCBs (China Financial Statistics 2007).
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continuing political interference. 6 Political control, nevertheless, may be waning due to
increasingly diversified stakeholder interests (Berger et al. 2009).
Rural credit cooperatives are collectively run local banks. Formally registered as publicly
owned legal persons, RCCs are held accountable for their individual profits and losses and face
considerable bankruptcy risk (Garcia-Herrero et al. 2006). 7 They are subject to less guidance
from the central authorities, although they are still facing a complex web of diverse stakeholder
interests at the grassroots level. Run and managed by their members, such as local investors, local
governments, and County RCC Unions, RCCs experience various forms of government
interference through local party secretaries and the County RCC Unions (Gao 2012). 8 A
comparison of bank-specific loan approval rights based on survey data collected in 2005,
however, suggests that RCCs may still enjoy substantial autonomy in terms of lending decisions
(Shen et al. 2009). Nevertheless, given their strict limitation to local business lending, their
business operations are critically constrained when compared with other commercial lenders.

6

At the end of 2011, the state held 57.13% of the total shares of CCB, 67.60% of the shares of

BOC, 82.7% of the shares of ABC, and 70.7% of the shares of ICBC (annual reports of the
respective banks).
7

See, for instance, RCCs Regulation on the Administration of RCCs (1997) and Regulation on

the Administration of County-level RCC Unions (1997). Because the evaluation criteria of
County RCC Unions primarily focus on financial performance, the grassroots RCCs are
motivated to maximize profit and the efficiency of capital.
8

Central supervision is rather indirect because only the so-called RCC Unions are placed under

the direct supervision and administrative responsibility of the Central Bank.
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Joint stock commercial banks are the youngest organizational type under review here. State
ownership of these banks remains modest, with shares between 15 and 25%, although there are
two JSCBs with relatively strong state ownership involvement (at 62% and 70%; see Appendix A
for details). In line with larger non-state shares, JSCBs are – unlike SOCBs – fully responsible for
any non-performing loans and face substantial bankruptcy and takeover risk.9 Institutional and
private shareholder interests guide management decisions (Lin and Zhang 2009), although JSCBs
were also affected by Zhu Rongji’s centralization efforts. Like the PBs and SOCBs, they were
placed under the control of the CFWC, which even exerted approval rights over management
appointments. Overall, however, JSCBs prioritize profit considerations, which is also reflected in
the relatively modest share of 2.1% of non-performing loans compared to 8.0% for SOCBs
(China Banking Regulatory Commission 2007).

A comparison of the distinct lending strategies shows that all commercial banks favor
short-term loans with maturities of up to one year. Such short-term loans limit opportunities for
major, large-scale technical investments with longer amortization periods. Short-term loans are
predominantly used to bypass liquidity constraints and finance working capital. Only SOCBs
have a substantial proportion of medium-term loans, representing 40.7% of their loan portfolios
(see Table 2). However, even for medium-term loans, the majority of lending is for purposes
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Internationally well-documented examples include the 1998 bankruptcy of the Hainan

Development Bank (HDB) and the 2004 takeover of the Shenzhen Development Bank by
Newbridge Capital, a US investment firm (Podpiera 2006). However, in the case of HDB, all
deposits were guaranteed by the government (Jia 2009).
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other than capital construction or technical improvements, with the latter only receiving 4.9% of
the total SOCB loans granted between 1997 and 2005. Borrowers are traditional state-owned
companies, corporatized state-owned firms, and partly privatized joint stock companies operating
in the manufacturing and commercial sectors. 10 In line with the smaller degree of political
interference and the greater scope of organizational autonomy, JSCBs commonly lend to smallscale state owned enterprises (SOEs) not prioritized by political leaders. Lending to the newly
founded private enterprises operating in the industrial and commercial sector remains limited (see
Table 2; see also Lu et al. 2007). Nevertheless, JSCBs extend substantially more short-term loans
for “other” purposes. Such consumption and investment loans typically benefit private
individuals and households but are also provided to small-scale household enterprises and
businesses. Lastly, RCCs primarily cater to the financial needs of local farmers, small-scale
township and village enterprises, small-scale individual and private manufacturing companies,
and rural supply and marketing cooperatives. Given the relatively weak financial basis of these
RCCs, the average loans are comparatively small, the loan maturities rarely exceed one year (as
indicated by an extremely large share of short-term lending of 91%, see Table 2), and the banks’
client bases are limited. Loans are granted to finance modest organizational improvements of
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Although precise data on the ownership structure of customers are scarce, the information

available for the China Construction Bank provides a good indication of the general trend among
the SOCBs. Here, SOEs hold approximately 50% of outstanding loans, whereas joint stock
enterprises make up 20% and private enterprises receive only 10-15% of total loans (CCB Annual
Reports 2005 - 2007).
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township-village enterprises, bridge the seasonal liquidity constraints of households, or pay for
educational expenses.

[TABLE 2]

In summary, China’s banking sector is composed of a diversified organizational mix of partially
or fully state or publicly owned financial institutions, each operating under distinct institutional
incentives and constraints and specializing in specific lenders and credit types. Despite that
precise measurements of individual qualities are difficult to obtain, the stylized comparison
provided in Table 3 summarizes some of the most important cross-organizational differences with
respect to ownership, political independence, budget constraints and functional characteristics.
Institutionally, JSCBs and RCCs should enjoy stronger profit incentives and greater operational
autonomy. Functionally, however, the local market limitations of RCCs may well outweigh these
advantages. PBs and SOCBs come closest to the standard model of government-owned banks
characterized by limited operational autonomy and intense political interference (Shleifer and
Vishny 1998). PBs and SOCBs (prior to their public listing in 2005) also enjoy comparatively
weaker profit incentives, which suggests the existence of standard problems of corporate
governance and soft budget constraints. Nevertheless, the implications for the finance-growth
nexus may well differ between both banks given the different types of loans (political versus
commercial) granted and a different mix of central and local involvement over time.
Clearly, this stylized illustration underscores our argument for the need of a disaggregated
analysis of linkages between lending activities and growth performance in China. Our working
hypothesis is that the organizational, institutional and functional diversity of state banking is
14

associated with different effects on economic growth. If confirmed, our findings provide the
empirical grounds for a more nuanced debate on the growth effect of government-owned banks,
not only in China but as a policy instrument in general.

[TABLE 3]

3. EMPIRICAL STRATEGY
(a) Method
In the finance-growth literature, the causal relationship between bank lending and economic
growth is commonly tested using Granger causality tests (see, e.g., Bell and Rousseau 2001;
Gries et al. 2009; Rousseau and D’Onofrio 2013). The Granger causality test is not a causality
test in a strict sense because it cannot, in its simplest form, detect instantaneous causality (for a
detailed discussion, see, e.g., Granger 1969). The test may also yield spurious results if both
variables respond to a common shock and the responses to the shock are staggered. The test,
therefore, only reveals causal effects under certain restrictions (see, e.g., Granger 1969; Sims
1972).
In the finance-growth literature, these restrictions are unlikely to have any substantial effect
on the power of the test. Although there is an ongoing debate on the question of whether bank
lending influences growth, or vice versa (see, e.g., Yilmazkuday 2011), there is no strong
indication to assume simultaneous lending and growth effects. Time lags between both effects
represent the standard behavioral response pattern. Once an investor receives a loan, contracts
must be signed and projects need to be initiated. Possible efficiency gains from improved
15

resource allocation are thus likely to occur in future periods. Similarly, assuming causality runs
from growth to lending, investors typically respond to increased economic growth with a distinct
time lag because companies rarely operate at full capacity and investors want to be certain not to
prematurely respond to short-term peaks in demand. Although one can construct cases in which
growth and lending can occur simultaneously, these cases do not represent the standard responses
of banks and investors. Therefore, despite their weaknesses, Granger causality tests offer an
appropriate tool for exploring the finance-growth nexus.11
We use two sets of Granger-causality tests to explore the causal relationship between
lending and growth. One set of tests explores the short-term causal relationship, and the other
explores the long-term causal relationship. A potential problem is that the tests assume strict
exogeneity of the independent variables. State involvement, for example, by monetary policy
interventions, or business cycle fluctuations may equally affect bank lending and growth. Such
joint shocks can lead to spurious conclusions regarding the causal relationship unless they are
controlled for in the test. One standard approach to control for the common shocks is to include
additional variables such as macroeconomic and policy variables in the test regressions. This
strategy, however, poses the risk of omitting an important variable. We therefore chose an
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One way of dealing with the potential simultaneity problem would be to identify an exogenous

shock in bank lending that affects only a certain group of banks and exploit such an exogenous
shock to implement a difference-in-differences method. Unfortunately, all banking institutions in
China considered within the investigation period have responded similarly to changing economic
circumstances (as the large share of common component indicates), and this approach is thus
infeasible.
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alternative strategy where we first estimate a factor model to separate between common shocks
and idiosyncratic lending decisions before we test for Granger causality.
In the factor model, the common factor captures all variation in the data that is common for
all bank types, for example, business cycles and monetary policy decisions. The idiosyncratic
component captures changes in lending that are unique for each bank type and thus represents
variations in lending caused by the respective bank type’s individual lending decisions (Dave et
al. 2013). Thus, instead of including additional regressors in the causality test, we can use the
factor model to separate between the common shocks and the idiosyncratic component, which is
the component we are primarily interested in.
Specifically, using the factor model, lending is modeled as,
𝑙𝑏𝑚𝑡 = 𝜃𝑏𝑚0 + 𝜃𝑏𝑚1 𝑓𝑚𝑡 + 𝑧𝑏𝑚𝑡 ,

(1)

where b denotes the bank type, m denotes the loan type (total loans, short-term loans, or longterm loans), f is the common factor, 𝜃𝑏𝑚1 are the factor loadings, and z is the idiosyncratic
component. Having estimated the common component (f) and the loadings, we then estimate the
idiosyncratic component 𝑧̂ as follows:
𝑧̂𝑏𝑚𝑡 = 𝑙𝑏𝑚𝑡 − 𝜃̂𝑏𝑚0 − 𝜃̂𝑏𝑚1 𝑓̂𝑚𝑡 .

(2)

where 𝜃̂𝑏𝑚0 and 𝜃̂𝑏𝑚1 are the estimated parameters and 𝑓̂𝑚𝑡 is the estimated common factor. We
then perform Granger causality tests based on vector autoregressive (VAR) models using the
idiosyncratic bank lending component, z. The VAR models offer better forecasts of shorter
horizons than the extended Vector Error-Correction models (Naka and Tufte 1997), and they
perform well in explaining relationships between various macroeconomic variables (Kamin and
Rogers 2000; Masih and Masih 2001; Gündüz and Kaya 2014). By performing the analysis in
two steps, we reduce the effect of an omitted variables problem by having removed the effect of
17

all variables affecting all bank types using the factor model. The common factor and the factor
loadings are estimated using principal component analysis following the approach by Bai and Ng
(2004).12 This method allows the factor to be both dynamic and potentially non-stationary.
Differentiating between the short- and long-run Granger-causal relationships is important
because we do not have information regarding the objective functions state banks and their
principals apply. Clearly, the quality and timing of a potential finance-growth nexus depends on
the question of whether state banks aim to pursue strategic, long-term goals (which may not result
in an immediate response in terms of growth promotion) or respond to social, economic, and
political needs with a focus on short-term effects.
The short-run tests are based on the following two Granger test regressions,
𝑥𝑖𝑡 = 𝛼𝑥0 + ∑𝐽𝑗=1 𝑥𝑖𝑡−𝑗 𝛼𝑖𝑗 + ∑𝐽𝑗=1 𝑙𝑏𝑡−𝑗 𝛽𝑖𝑗 + 𝜀𝑖𝑡 ,

(3)

𝐻
𝑙𝑏𝑡 = 𝛼𝑏𝑜 + ∑𝐻
ℎ=1 𝑥𝑖𝑡−ℎ 𝛼𝑏ℎ + ∑ℎ=1 𝑙𝑏𝑡−ℎ 𝛽𝑏ℎ + 𝜖𝑏𝑡 ,

(4)

where xit is growth in the real economy and lbt is the idiosyncratic growth rate in a real bank
lending from bank-type b that has been estimated using (2). The causal relationship is tested by
testing whether 𝛽𝑖𝑗 = 0 for all j=1,…,J and/or 𝑎𝑏ℎ = 0 for all h=1,…,H. 13 Because we use

12

The Phillips-Perron unit root test shows that all variables are integrated of order 1 in levels and

of order 0 in first differences. As a robustness check, we also employ the augmented DickeyFuller (ADF) test, which confirms the conclusion of the Phillips-Perron test.
13

The lag length is chosen using the Bayesian information criterion because it is commonly

observed to perform better than the Akaike information criterion (see, e.g., Wang and Liu 2006;
Acquah 2010). As a robustness check, we also consider Akaike information criteria, but the
choice of information criterion does not affect our overall conclusions.
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growth rates, these tests explore the short-run relationship. To test the long-run relationship, we
employ Toda and Yamamoto’s (1995) modified Granger causality test for non-stationary data.
This test is similar to the test described by equations (3) and (4), but additional lags of the
dependent and the explanatory variables are added to the regression models to control for nonstationarity. These tests are based on estimating the two test regressions,
𝐷
𝑋𝑖𝑡 = 𝑎𝑖0 + ∑𝐽𝑗=1 𝑋𝑖𝑡−𝑗 𝑎𝑖𝑗 + ∑𝐽𝑗=1 𝐿𝑏𝑡−𝑗 𝑏𝑖𝑗 + ∑𝐷
𝑑=1 𝑋𝑖𝑡−𝑗−𝑑 𝑟𝑖𝑑 + ∑𝑑=1 𝐿𝑖𝑡−𝑗−𝑑 𝑞𝑖𝑑 + 𝑒𝑖𝑡

(5)

𝐻
𝐷
𝐷
𝐿𝑏𝑡 = 𝑎𝑏𝑜 + ∑𝐻
ℎ=1 𝑋𝑖𝑡−ℎ 𝑎𝑏ℎ + ∑ℎ=1 𝐿𝑏𝑡−ℎ 𝑏𝑏ℎ + ∑𝑑=1 𝑋𝑖𝑡−𝑗−𝑑 𝑟𝑏𝑑 + ∑𝑑=1 𝐿𝑖𝑡−𝑗−𝑑 𝑞𝑏𝑑 + 𝜖𝑏𝑡 ,

(6)

where Xit is the logarithm of the real economic measure in levels and Lbt is the logarithm of
idiosyncratic real bank lending in levels. To control for the non-stationarity, D additional lags of
the dependent and explanatory variables are added to the test regression, where D is equal to the
integration order of the respective variables. That is, if X and L are integrated of order 1, one
additional lag of these variables is included in the test regressions. The causal relationship is
tested as in the stationary case by testing whether 𝑏𝑖𝑗 = 0 for all j and 𝑎𝑏ℎ = 0 for all h.

(b) Data
We consider three different measures of bank loans: total, short-term, and long-term loans. The
differentiation between short- and long-term loans is important because short-term loans may be
more plagued by ad-hoc political intervention at the local level. Reportedly, government officials
in China are careful to avoid the social unrest often associated with rising local unemployment
levels. It has been observed, for instance, that the employment policies of state-owned companies
follow a counter-cyclical pattern, hinting at political interference to maintain surplus employment
during economic downturns. The inclination for politicians and firms to lobby for short-term
liquidity loans is therefore more pronounced. Long-term loans, in contrast, are more likely to
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reflect strategic political interests and government-mandated development plans addressing the
expansion of distinct priority sectors specified by China’s medium- and long-term development
plans.
The data are collected from China Financial Statistics (2007), which offers a unique
compilation of Chinese banking statistics not previously publicly released. The data frequency is
monthly, and the data cover the period from 1997M1 to 2005M12. Although these unique data
allow us to perform a fine-grained analysis, the time period is relatively short. We therefore test
whether our benchmark results also hold for a longer time period. For this robustness exercise, we
compile additional total loan statistics from the annual Almanac of China’s Finance and Banking.
These almanacs contain total loans to non-financial institutions, albeit only at a quarterly level.
Combined with total loans from the China Financial Statistics, this information provides us with
a longer time series for total loans that stretches from 1997Q1 to 2008Q4. The almanacs,
however, do not distinguish between short- and long-term loans and, consequently, lead to a less
detailed analysis of the longer sample.14 Figure 1 illustrates the total lending volumes for each
bank type.

14

The bank loan statistics contain two breaks: one in 2001Q1 for JSCBs and one in 2007Q1 for

RCCs. The break for JSCBs is caused by an additional bank being added to the group of JSCB
banks. The RCC break coincides with the intervention of the Central Bank, which removed a
substantial amount of non-performing loans from the RCCs' balance sheets. In parallel,
ownership reforms reduced the RCC sector from 19,348 legal entities at the end of 2006 to fewer
than 8,509 by the end of 2007. To control for these breaks, we include dummy variables in our
test regressions.
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[FIGURE 1]

Real economic activity is modeled using six different estimates of the real economy: GDP,
agricultural production, manufacturing production, service production, total factor productivity,
and capital stock (see Appendix B for details). GDP is the most commonly used measure of real
economic performance in the finance-growth literature. Because individual bank lending is
unevenly distributed across economic sectors, it is not to be expected that potential growth effects
would necessarily be represented in overall GDP growth. We therefore also separately test for
growth effects for agriculture, manufacturing, and services. Moreover, considering the
differences between typical borrowers and in loan size and maturity, bank loans are likely to
affect growth through different transmission channels (Bonfigioli 2008). For example, the
dominance of infrastructure investments in PBs’ lending is likely to affect capital accumulation
and productivity. JSCBs and RCCs, in contrast, typically prioritize short-term lending (see Table
2), which is less likely to affect the rate of capital growth but may nonetheless increase
productivity. By relaxing firms’ short-term budget restrictions, such short-term loans may allow
for internal restructuring, the introduction of new quality-control systems, and human capital
improvements. As an extension of the standard analysis, we therefore also include capital growth
and total factor productivity (TFP) in our analysis.
Differentiating between the effect of bank lending on capital growth and the effect on TFP
growth is not trivial. Loans for productive purposes can be used to either expand the capital stock
or replace old capital with new and more productive capital. By including capital and TFP
separately in our tests, we can explore not just the growth effects of the bank loans but also their
potential use. Several cross-country studies have shown that income differences among countries
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are to a large extent explained by differences in TFP. Increasing the rate of TFP growth is thus
crucial for developing countries to permanently close the income gap with developed countries.
However, sustained TFP growth is generally more difficult to achieve than capital accumulation
(Easterly and Levine 2002). Exploring the causal relationship between bank lending and capital
as well as between bank lending and TFP growth offers important insights into the role financial
markets play in the catching up process.
All real economic variables, except TFP, are collected from Thompson Financial Statistics
Datastream. Because GDP data are only compiled on a quarterly basis, we construct matching
quarterly observations of the lending data by using the last month of the respective quarter. Bank
loans are deflated using the GDP deflator. GDP, agricultural production, manufacturing
production and service production are deflated using their respective deflators. All variables have
been seasonally adjusted15. Total factor productivity growth is estimated as the Solow residual
from a Cobb-Douglas production function with constant returns to scale,
𝑃𝑡 = 𝐺𝑡 − 𝛾1 𝐶𝑡 − (1 − 𝛾1 𝐸𝑇 ),

(7)

where P is the logarithm of TFP, G is the logarithm of real GDP, C is the logarithm of the real
capital stock, and E is the logarithm of the employment level. We use the standard assumption
that 𝛼1 = 0.3 (Baekert et al. 2011). As a robustness check, we confirm that our results also hold
if the capital intensity is assumed to be 0.4 or 0.5.
Both a CUSUM test and a Chow break point test reveal a structural break in the short-run
but not the long-run parameter values for JSCBs and SOCBs after 2001Q4 for the 1997Q1 to
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We use the Census X12 filter in EViews 7.1 to seasonally adjust the variables, which is the

technique used by the U.S. Census Bureau.
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2005Q4 sample and a break after 2003Q3 for the 1997Q1 to 2008Q4 sample. These breaks
coincide broadly with the relaxation of central control over commercial bank lending towards the
end of Zhu Rongji’s leadership and increasing responsiveness towards local political interference
under Hun Jintao’s and Wen Jiabao’s leadership. 16 To account for this break in our tests, we
define a dummy variable that separates the two periods. This yields the regression
𝑥𝑖𝑡 = 𝛼𝑥0 + ∑𝐽𝑗=1 𝑥𝑖𝑡−𝑗 𝛼𝑖𝑗 + ∑𝐽𝑗=1 𝑑𝑥𝑖𝑡−𝑗 𝛼𝑖𝑑𝑗 + ∑𝐽𝑗=1 𝑙𝑏𝑡−𝑗 𝛽𝑖𝑗 + ∑𝐽𝑗=1 𝑑𝑙𝑏𝑡−𝑗 𝛽𝑖𝑑𝑗 + 𝜀𝑖𝑡 ,

(8)

𝐻
𝐻
𝐻
𝑙𝑏𝑡 = 𝛼𝑏𝑜 + ∑𝐻
ℎ=1 𝑥𝑖𝑡−ℎ 𝛼𝑏ℎ + ∑ℎ=1 𝑑𝑥𝑖𝑡−ℎ 𝛼𝑏𝑑ℎ + ∑ℎ=1 𝑙𝑏𝑡−ℎ 𝛽𝑏ℎ + ∑ℎ=1 𝑑𝑙𝑏𝑡−ℎ 𝛽𝑏𝑑ℎ + 𝜖𝑏𝑡 ,

(9)

where d is the dummy variable that takes a value of one after the indicated break. In the Granger
causality tests, we test jointly whether the parameters are equal to zero both before and after the
break. We also analyze the effect of the break on the banks’ abilities to promote growth.

4. RESULTS AND DISCUSSION
(a) The role of idiosyncratic lending over time
As the first step of our analysis, we explore the extent to which growth in lending over time
reflects idiosyncratic behavior linked to individual financial institutions and the extent to which
lending patterns reflect common monetary policy and business cycle effects. Table 4 summarizes
our results. Two observations stand out. First, JSCBs realized the highest quarterly average
lending growth (6.5% per quarter) between 1997Q1 and 2005Q4, which is certainly connected
with the younger organizational age of these lending institutions relative to the age of the SOCBs
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The 2001 break also corresponds to China’s WTO accession, allowing us to take into account

its possible impact on bank lending.
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as well as the retrenchment period in SOCB lending that lasted until 2002.17 For the other bank
types, the average quarterly lending growth varies between 1.9% (SOCBs) and 2.4% (RCCs).
Both PBs and SOCBs exhibit slower growth in short-term loans compared to long-term loans,
which reflects a growing use of both banks as facilitators for government directed capital
accumulation. The JSCBs and RCCs, in contrast, have increased short-term and long-term
lending at comparable rates. The contraction of short-term lending by SOCBs over the period also
indicates that banks constrained the occurrence of rolling over of short-term loans that often
granted without any concern for the creditworthiness of the borrower (Cousin 2011). This trend is
consistent with the reduced political support for small, local SOEs (Cao et al. 1999). The
observed pattern is broadly confirmed for the longer sample: here, lending growth by JSCB
reached, on average, 5.6%, whereas lending growth otherwise remained between 1.9% (SOCBs)
and 2.8% (PBs).
Second, our analysis reveals a substantial variation in the respective roles of the common
and idiosyncratic components in explaining lending growth in China. Lending by PBs is least
affected by common shocks. Depending on loan type, the common factor only explains between
3% and 18% of the variability in lending growth between 1997 and 2005. This result is in line
with the distinctive role policy banks, particularly the China Development Bank, play as
facilitators of large-scale, politically driven infrastructure projects. For commercial banks, the
explanatory power of the common factor is naturally higher and ranges between 40% and 60%
for total lending. For JSCBs, the common factor achieves the highest explanatory power,
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These growth rates have been corrected for breaks in the time series in 2001Q1 (JSCBs) and

2007Q1 (RCCs).
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confirming the aforementioned stronger market orientation (and insulation from ad-hoc policy
interventions) of these banks. Over time, the common factor explains a larger proportion of the
variation in comparison with what the shorter sample (1997-2005) shows. However, also in the
longer sample, the difference in the degree of market orientation between JSCBs on the one hand
and SOCBs and RCCs on the other persists.
The common factor explains more of the variation in total loans than for short- and longterm loans irrespective of bank type. Over time, there has been a re-allocation of the lending
portfolios and a shift from short-term to long-term lending. Part of the variation in short-term and
long-term loans is thus due to this re-allocation and not due to common chocks such as business
cycle fluctuations. The relative share of the variation explained by the common factor is thus
higher for total loans than for short-term and long-term loans.
[TABLE 4]

(b) Short-term growth effects between 1997 and 2005
Our analysis of short-term growth effects confirms substantial differences across bank types and
loan maturities (see Table 5). For PBs, total lending Granger causes both GDP and TFP growth.
These effects are primarily driven by long-term loans that causally explain GDP growth and TFP
growth, whereas short-term loans only have a temporary effect on manufacturing. For the service
sector, long-term loans have a bidirectional Granger causal relationship with GDP. For
agricultural, manufacturing, and capital growth, total policy bank lending follows rather than
precedes short-term growth, reflecting the banks’ role as a political tool employed to respond to
rather than drive market development. This finding is most pronounced in the case of agricultural
production, which Granger causes PB lending in the form of both short-term and long-term loans.
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This behavior is closely linked with the lending policies of the Agricultural Development Bank of
China, which finances purchases of surplus grain and edible oil production from farmers to
stabilize market prices.
Lending by SOCBs, China’s major commercial lender, in contrast, does not generate any
positive short-term effects on growth with respect to total lending. Total lending activities also do
not follow economic activity, leaving the lending performance virtually disconnected from
activities in the real economy. For short-term lending, our tests suggest that SOCB loans reduce
growth in GDP, manufacturing, and TFP below the levels they would otherwise have occupied.
Still, the effect is relatively small, and overall growth remains positive despite this negative
effect. This result is in line with the use of SOCBs as primary lenders to ailing SOEs undergoing
reforms, while crowding out loans to more productive, often non-state enterprises not supported
by central and local government directives. Incidents of repeated political interference in an effort
to rescue prioritized large-scale state-owned enterprises have been widely reported (Wei and
Wang 1997; Cull and Xu 2003; Shih et al. 2007). Our results, however, indicate that these
government-designed rescue packages, often in the form of debt-equity-swaps and interestsubsidized loans for technological improvements, have failed to produce positive growth effects.
The only positive effect of SOCB loans in the short run is in the relationship between long-term
loans and agricultural production. Because the structural break tests indicate a break in the
parameters after 2001, we also compare the parameter estimates of the period before (1997 to
2001) and after the break (2002 to 2005). The identified short-term effects of SOCB lending,
however, are confirmed, and the negative effects of SOCB loans increased slightly rather than
decreased in the second period compared to the effects observed for the first period, despite
action against non-performing loans. These results tentatively suggest that the return of local
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political interference after 2002 has led to a further deterioration of loan decisions in the short
run, as local leaders were eager to support social objectives in an effort to create a “well-off
society”, as propagated by the new central leadership.18
Based on our estimations, JSCBs are the most effective among China’s commercial lenders
in terms of short-term growth promotion. Although the market share of JSCBs had only reached
20% of total loans by the end of 2005, the JSCB lending Granger caused growth in GDP and
manufacturing production by strengthening both TFP growth and capital growth. Similar to the
result observed for SOCBs, the structural break test indicates a break in the short-run parameters
after 2001Q4. An analysis of the respective sub-periods shows that the positive growth effects
generated by JSCB lending increased in the latter period, which might suggest that the waning of
central supervision was not replaced by local interference to same extent as was the case of
SOCBs. In light of the rapid expansion in JSCB lending (with an average growth rate of 6.5%), it
is reasonable to assume that growth effects increase as the banks’ market share gradually
expands. The positive growth effects of total lending are not matched by similar effects stemming
either from short-term or long-term loans. A possible explanation is that the lending portfolios of
JSCBs have changed substantially over the observation period, with a redistribution of loans
toward short-term lending. Once we include an interaction term between short-term and longterm lending in the Granger causality regressions, we find positive effects on growth.
Lastly, RCC lending generates positive growth effects in the agricultural sector. As a
downside, however, RCC lending also negatively Granger causes manufacturing production and
TFP growth. RCCs lend to local small-scale ventures and agricultural enterprises, and these loans
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Results are available upon request.
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are efficient in the sense that they expand overall agricultural production. However, these small
ventures often operate below average total factor productivity, and an expansion of these local
ventures reduces overall productivity in the economy. Moreover, an expansion of the agricultural
sector increases the competition for resources with manufacturing production, thus resulting in
negative effects on this sector.
We conclude with a review of the growth effects associated with the common factor. In the
short-run, a shock to the common factor has a positive effect on both GDP growth and
agricultural production. However, the common factor has no short-term effects on manufacturing
or services. This pattern is consistent with casual accounts reporting that expansive policy
measures, such as low-interest-rate policies, introduced in an ad-hoc manner may not benefit the
best lenders but instead politically connected ones. During the global economic crisis, for
instance, state-owned companies reportedly used stimulus money for stock market investments
rather than productive uses. It is also notable that the common factor is Granger caused by capital
growth corresponding to China’s strong commitment to following a capital-driven growth
strategy (Andersson et al. 2013).

[TABLE 5]

(c) Long-run growth effects between 1997 and 2005
Shifting our attention to the linkage between idiosyncratic lending behavior and long-run growth
effects, the general account is comparable, revealing no major differences in the banks’ abilities
to influence short-run or long-run growth objectives (see Table 6).
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PB lending registers a bidirectional Granger causal effect between lending and TFP growth.
Typically, there is a three- to four-quarter lag between short-run PB loans and TFP growth. This
difference in lags is in line with the typical lending pattern of PBs, which provide financing for
major capital investments such as infrastructure construction. Although these projects do not have
immediate productivity effects, they can generate productivity effects for a large part of the local
and regional economy once projects develop and reach completion. These positive growth effects
of PBs are thus indirect rather than direct. Otherwise, PB lending follows rather than precedes
growth in GDP, agriculture, and manufacturing. This result holds for both short- and long-term
loans.
For SOCBs, the main lenders in China’s market for commercial loans, the long-run
account, seems particularly bleak. Not only do our estimates fail to reveal positive growth effects
(and present a negative causal relationship between short-term lending and manufacturing
growth), but SOCB lending between 1997 and 2005 also does not follow trends in domestic
demand. In fact, SOCB lending appears virtually disconnected from economic realities over this
period. Clearly, SOCBs fail to play the role of a strategic lender that is emphasized by Chinese
policymakers and legally prescribed.
Although JSCB lending loses its positive impact on GDP growth observed in the short-run
analysis, total JSCB lending still spurs long-term manufacturing growth and total factor
productivity growth, which reinforces the superior lending decisions made by JSCBs relative to
those made by SOCBs. This further undermines the developmental view of state banking,
asserting that state-ownership and political involvement may be better adapted to spur long-term
economic development. Lastly, the long-term perspective confirms the difficult position of RCCs,
which exert a positive effect on agricultural production but at the expense of manufacturing and
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TFP growth. Clearly, these effects are closely associated with the local role of RCCs, limiting
their economic activities to relatively confined lending markets, making efficient capital
allocation rather difficult.
In the long run, the common factor is the only lending component that Granger causes GDP
growth and capital accumulation. Thus, despite China’s highly interventionist approach to
financial institutions and domestic lending, by 2005, the only effective means to spur long-term
GDP growth are monetary policies and market responses.
To summarize the analysis of long-term growth effects, none of the financial institutions
had positive effects on GDP growth in the long run. Regarding total lending, policy banks were
able to promote total factor productivity growth, JSCB lending had a positive impact on
manufacturing and total factor productivity development, and RCCs were able to promote
agricultural production, albeit at the cost of slower growth in GDP, manufacturing, and TFP. The
largest share of commercial lending conducted by SOCBs remained disconnected from the real
economy, and neither spurred nor followed economic growth.

[TABLE 6]

(d) Robustness checks
To scrutinize our findings, we have extended our sample period to the end of 2008 (see Table 7).
Regrettably, data availability does not allow for an even longer sample. Moreover, we will lose
some degree of detail in the information because short-term and long-term loans are not reported
separately for the period in question. However, this simplified perspective may be justifiable
because our analysis found no striking differences between the two types of lending. Importantly,
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the inclusion of additional years covers a major reform package, the incorporation and stock
listing of China’s SOCBs. This reform was initiated to bring in new minority investors and, often
foreign, expertise in an effort to help SOCBs modernize their bank operations and increase
profitability. Moreover, the central government sought to combat arbitrary political intervention
and the awarding of personal favors at the local level, without losing majority control over
financial assets. As a consequence of this partial de-politicization process, the balance sheets of
SOCBs improved, as the successful reduction of non-performing loans to 1% in 2010 confirms
(China Banking Regulatory Commission 2010).

[TABLE 7]

As can be expected, our benchmark results are broadly confirmed for PBs, which did not undergo
any substantial political or economic changes between 2005 and 2008. An expansion of the
agricultural sector causes greater demand for capital, which is provided by PBs (i.e., by the
Agriculture Development Bank). PB lending again has positive effects on manufacturing
production and indirect effects on TFP both in the short and long run. The most notable
difference from the previous sample is that PB lending Granger causes not only short-run but also
long-run GDP growth.
As expected, the most critical changes are observed for SOCB lending. The completed
incorporation and stock-listing of SOCBs and concomitant hardening of budget constraints is
associated with a closer alignment of bank activities with changes in the real economy. The main
difference from the smaller sample is that SOCB lending is Granger caused by developments in
the real economy as measured by GDP, manufacturing production, service production, and TFP.
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Although SOCBs do not Granger cause growth, they have begun to respond to economic growth.
However, SOCB loans still Granger cause negative growth effects in the manufacturing sector in
the long run. This finding may hint at difficulties in breaking up established patronage and
clientelist networks linking the management of state-owned companies, local politicians, and
local branches of SOCBs. Clearly, the misallocation of loans in the manufacturing sector could
not be stopped by the simple introduction of non-state minority shareholders. Structural break
tests reveal a break in 2003Q2, six months later than the break in the shorter sample, and into the
first year of a more decentralized approach to bank lending. The comparison of parameter
estimates for both sub-samples (1997Q2-2003Q2 and 2003Q3-2008Q4) shows that growth in the
real economy Granger causes SOCB lending in the second period but not in the first. 19
Apparently, the corporatization, governance, and management reforms applied to SOCBs (and
potentially the reorientation from central government to local government involvement under Hu
Jintao and Wen Jiabao have successfully led to a closer alignment of lending activities with
changes in the real economy. However, to date, SOCB lending does not facilitate or promote
economic growth.
With a slight expansion in market share from 20% in 2005 to 23% in 2008, JSCBs have
expanded their positive impact on the real economy relative to the impact observed for the shorter
sample. Similar to the previous results, JSCB loans positively Granger cause GDP,
manufacturing production, TFP, and capital accumulation in the short run. Unlike the shorter
sample, these effects are also sustained in the long run in the case of manufacturing production
and TFP growth. As in the case of SOCBs, the structural break tests reveal a significant break at
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approximately 2003Q2 for the short-run model. A comparison of the two periods’ parameter
estimates reveals a slightly more significant effect in the second sub-period than in the first,
potentially reinforcing relative advantages of a more decentralized approach to financial
supervision introduced under Hu Jintao’s and Wen Jiabao’s leadership .20
There are no significant structural breaks for RCCs, as they were less affected by the
different political approach to banking favored by the Zhu administration and his successors. The
results for the expanded sample confirm those of the smaller sample: RCC lending promotes
agricultural growth but has negative effects on the overall economy, possibly through its indirect
effects on productivity and resource competition between agricultural and manufacturing firms.
The negative effects on overall productivity and manufacturing production suggest that an
expansion in RCC lending is harmful to the modernization of the Chinese economy. However,
given the large rural population and share of rural household production, these negative side
effects of RCC lending may be well justified in a broader context. First, the agricultural sector in
a developing country requires capital investments for development to be sustained over the long
term (see, e.g., Ranis and Fei 1961). Second, the availability of agricultural loans is essential to
slow rural-to-urban migration and illegal migration, which may pose a threat to urban stability,
particularly in labor-surplus societies such as China. Temporarily negative growth effects on TFP
and manufacturing production at the national level may therefore be a necessary byproduct of
supporting rural and remote areas during the economic transition process.
Lastly, the short-run effects of the common factor are consistent with the observations made
for our shorter sample. In the long run, however, the common factor now follows rather than
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promotes growth. Given the high-performance years preceding the 2008 global economic crisis,
the monetary policy response was – as our results show – an effort to avoid an overheating of the
economy rather than a tool employed to jump-start domestic growth processes.
Our analysis suggests a pair of tentative conclusions. More generally, we assert that
ownership alone is a poor predictor of the economic role state banks can play in fostering
economic development. Although PBs and SOCBs were both wholly state-owned banks (until
2005), the difference in the identified finance-growth nexus is striking, highlighting that
government-directed policy lending may play a crucial role in infrastructure building and the
provision of public goods but that commercial lending should be avoided. Moreover, the lending
of SOCBs seems largely disconnected from economic realities because it does not promote but
rather limits economic growth. This observation is independent of the question of whether
political guidance is embedded in a rather centralized framework of financial control largely
insulating banks from local political interference (until 2002) or whether banks are susceptible to
a mix of central government policies and active local political involvement (after 2002).
These observations are in line with results produced for JSCB and RCC lending. Whereas
JSCBs, insulated against heavy political interference due to relatively small shares of state
ownership, have contributed to manufacturing growth and total factor productivity, the politically
captured RCCs have ultimately channeled capital into local, low-productivity investments that
dampened growth in GDP, manufacturing, and factor productivity.

5 CONCLUSIONS
The question of whether state-owned banks have a positive role to play in growth promotion and
development has fascinated development economists over decades. China is the last entry in the
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pantheon of successful and fast-growing economies relying on a tightly state-controlled financial
system. Relying on an organizationally increasingly diversified yet tightly controlled banking
system, the country transformed from one of the poorest countries into the second-largest
economy in the world. The developmental function of China’s various banking institutions,
however, has not been tested systematically. This study provides new evidence by employing
disaggregated lending data to produce a nuanced account of the nature of the finance-growth
nexus in China. Using detailed lending data available for the period 1997 to 2008, Granger
causality tests provide empirical insights into the short- and long-run relationship between bank
lending and economic growth.
Our analysis reveals that bank performance is closely linked to the nature of financial
activities in which they are engaged. Between 1997 and 2008, only two types of banks generated
positive effects on GDP growth: PB lending spurred GDP growth in the short and long run.
Among the commercial lenders, only JSCB lending registered a positive impact on GDP growth.
The main commercial lenders, the heavily state-controlled SOCBs prioritizing lending to China’s
state-controlled corporate sector, did not contribute to growth. In the long-run, SOCB lending
slowed manufacturing growth. Clearly, this behavior suggests a crowding-out of credit to China’s
highly productive small and medium-sized private and politically unconnected firms (Shen et al.
2009; Nee and Opper 2010), which reveals standard problems commonly observed for stateowned commercial banks following political rather than economic principles (La Porta et al.
2002; Sapienza 2004).
Our results suggest several tentative conclusions. Wholly state-owned banks only seem to
enjoy advantages regarding the financing of public goods, such as road networks, or long-term
projects with substantial uncertainty and information asymmetries. Regarding commercial
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lenders, majority ownership by the state seems to be associated with substantial losses in
efficiency, regardless of whether political control over banking is highly centralized (as before
2002) or not (thereafter). The apparent misallocation of financial resources is most likely
associated with the widely reported ad-hoc political interference from various stakeholders in
support of ailing state-owned companies, an interpretation that is also consistent with the superior
performance of JSCBs in which the state only holds a minority of shares.
We assert that China’s case offers important lessons for other developing economies relying
on government-owned banks. The diversified organizational landscape of China’s lending
institutions offers a broad canvass for comparative lending analysis, moving interest away from a
binary approach comparing government-owned banks with private banks to a more fine-grained
approach focusing on organizational differences. Although generalizations would clearly be
premature, our analysis calls for a more nuanced assessment of state banking that considers the
distinct institutional and functional features of specific policy and commercial banks. Instead of
focusing on simple comparisons between state-owned and private banks, it may be a worthwhile
undertaking to generate more evidence on the growth contribution associated with different types
of state-owned banks. This not only involves a focus on different lending portfolios associated
with distinct banks but also requires closer analysis of the institutional embeddedness of stateowned banks and the potential insulation of banks against ad-hoc interference from either central
or local government representatives. Further research applying a disaggregated approach to
lending analysis may provide much needed insights, particularly for developing countries,
concerning how to employ state and policy banks to pursue real economic development goals
successfully.
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TABLES
Table 1. Shares in total loans of financial institutions (1997-2008)
Institutions\Year
Policy Banks
State-owned Commercial Banks
Joint-stock Commercial Banks
Rural Credit Cooperatives
Urban Credit Cooperatives
City Commercial Banks
Rural Commercial Banks
Rural Cooperative Banks
Finance Companies
Trust and Investment Companies
Financial Leasing Companies
Postal Savings Bank
Foreign-funded Banks
Source: Own calculations based on
Finance and Banking ( 2009).

1997

2005

2008

16.2%
12.6%
15.6%
59.8%
49.4%
43.2%
2.6%
17.2%
19.4%
9.8%
9.6%
6.0%
2..6%
0.6%
0.1%
5.6%
7.0%
0.8%
1.4%
0.9%
1.5%
1.1%
1.9%
1.9%
2.6%
0.8%
0.1%
0.1%
1.4%
0.6%
2.5%
China Financial Statistics (2007) and Almanac of China's
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Table 2. Average shares of different types of loans in total loans in percentages (1997-2005)
Short-term loans Medium- and Long-term loans Other loansa
PBs
47.0
52.8
SOCBs
55.3
40.7
JSCBs
62.6
25.1
RCCs
91.2
5.8
Source: Own calculations based on China Financial Statistics (2007).
a

Other loans include paper financing and total advances.
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0.2
4.0
12.3
3.0

Table 3. Institutional and functional features of key banking institutions
PBs

SOCBs

JSCBs

RCCs

Main task

Policy lending

Commercial
lending

Commercial
lending

Commercial
lending

Ownership

State

State

Mixed

Collective

Political
independence

Low

Low-medium

High

Medium

Budget
constraints

Soft

Medium

Hard

Hard

Major recipients
of loans

SOEs,
Government
agencies

SOEs, partly
privatized joint
stock companies

SOEs, partly
privatized joint
stock companies

TVEs and rural
households

Loan size

0.5-10 billion
CNY

4-7 million CNY

Na

1-2 thousand
CNY

Main purpose

Capital
construction

Industrial sector

Industrial sector

Agricultural
sector

Maturity

Medium- and
long-term

Short- and
medium- term

Short-term

Short-term

Market

National

National

National

Local

Institutional
characteristics

Functional
characteristics

Source: Available from many published sources, e.g., OECD (2004); China Financial Statistics
(2007); China Banking Regulatory Commission (2009); Qian, Strahan and Yang (2011).
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Table 4. Descriptive statistics of bank lending – Quarterly growth rates

Total
Shortterm
Longterm
Total
Shortterm
Longterm
Total
Shortterm
Longterm

1997Q2 to 2005Q4
1997Q2 to 2008Q4
Variance decomposition
Variance decomposition
Std.
Std.
Average
Common Idiosyncratic Average
Common Idiosyncratic
Dev.
Dev.
Factor
Component
Factor
Component
PBs
2.3%
3.0
18%
82%
2.8%
3.0
31%
69%
0.7%

3.2

13%

87%

---

---

---

---

4.0%

5.1

3%

97%

---

---

---

---

1.9%

2.9

40%

60%

3.7

64%

36%

-0.4%

4.4

8%

92%

---

---

---

---

4.6%

4.3

18%

82%

---

---

---

---

4.2

80%

20%

SOCBs
1.9%

6.5%

3.1

64%

JSCBs
36%
5.6%

5.5%

3.6

7%

93%

---

---

---

---

9.6%

6.3

25%

75%

---

---

---

---

RCCs
Total
2.4%
2.0
63%
37%
2.5%
2.6
60%
40%
Short2.4%
2.0
29%
71%
--------term
Long3.3%
5.1
4%
96%
--------term
Notes:
a. Growth in real loans.
b. There is a break in JSCB loans in 2001 and one in RCCs in 2007. These breaks affect the
growth rate for one quarter; that quarter has been removed from these calculations.
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Table 5. Granger causality tests: Short-term growth effects, 1997-2005
GDP

Agriculture

Manufacturin
g

Service

TFP

Capital

Total loans

PB  GDP

Agric.  PB

Manuf. 
PB

-

PB  TFP

Capital 
PB

Short-term
loans

-

Agric.  PB

PB 
Manuf.

-

-

-

Long-term
loans

PB  GDP

Agric.  PB

-

Service 
PB

PB  TFP

-

Total loans

-

-

-

-

-

-

Short-term
loans

SOCB 
GDP*

-

SOCB 
Manuf.*

-

SOCB 
TFP*

-

SOCB 
Agric.

-

-

-

-

Loan type

PB’S

SOCBs

Long-term
loans

JSCBs

RCCs

Commo
n Factor
(CF)

Total loans

JSCB 
GDP

-

JSCB 
Manuf.

-

JSCB 
TFP

JSCB 
Capital

Short-term
loans

-

-

-

-

JSCB 
TFP

-

Long-term
loans

-

-

-

-

-

-

Total loans

-

RCC 
Agric.

RCC 
Manuf.*

-

RCC 
TFP*

-

Short-term
loans

-

RCC 
Agric.

-

-

-

-

Long-term
loans

GDP 
RCC

-

-

Service 
RCC

TFP  RCC

-

Total loans

GDP  CF

CF  Agric.

-

-

-

Capital 
CF

Short-term
loans

-

CF  Agric.

-

-

-

-

Long-term
loans

GDP  CF

-

-

Service 
CF

TFP  C

-

Note: * denotes a negative effect; all other effects are positive. Due to the small sample and the
relatively small volume of loans from JSCBs and RCCs compared to the size of the economy, we
use a 10% significance level.
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Table 6. Granger causality tests: Long-term growth effects, 1997-2005
Loan type

PB’S

SOCBs

JSCBs

RCCs

Common
Factor
(CF)

GDP

Agriculture

Manufacturing

Service

TFP

Capital

Total loans

GDP  PB

Agric. 
PB

Manuf.  PB

-

PB  TFP

-

Short-term
loans

-

Agric. 
PB

PB  Manuf.

-

PB  TFP

-

Long-term
loans

GDP  PB

Agric. 
PB

-

-

PB  TFP

-

Total loans

-

-

-

-

-

-

Short-term
loans

-

-

SOCB 
Manuf.*

-

-

-

Long-term
loans

-

-

-

-

-

-

Total loans

-

-

JSCB 
Manuf.

-

JSCB 
TFP

-

Short-term
loans

-

-

-

-

-

-

Long-term
loans

-

-

-

-

-

-

Total loans

GDP 
RCC*

RCC 
Agric.

RCC 
Manuf.*

-

RCC 
TFP*

-

Short-term
loans

-

-

-

-

-

-

Long-term
loans

-

RCC 
Agric.

-

-

-

-

Total loans

CF  GDP

CF 
Agric.*

-

-

-

CF 
Capital

Short-term
loans

-

-

-

-

-

-

Long-term
loans

-

-

-

-

-

-

Note: * denotes a negative effect; all other effects are positive. Due to the small sample and the
relatively small volume of loans from JSCBs and RCCs compared to the size of the economy, we
use a 10% significance level.
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Table 7. Granger causality tests: Short- and long-term growth effects of total loans, 1997-2008
Bank

GDP

Agriculture

Manufacturing

Service

TFP

Capital

PB  GDP

Agric.  PB

PB  Manuf.

-

PBTFP

-

SOCBs

GDP 
SOCB

-

SOCBManuf.

ServiceSOCB

TFP 
SOCB

SOCBCapital

JSCBs

JSCB GDP

Agric.JSCB

JSCB  Manuf.

-

JSCB  TFP

JSCB 
Capital

RCCs

RCC
GDP*

RCCAgric.

RCC  Manuf.*

-

RCC 
TFP*

-

CFGDP

CF Agric.

-

-

CFTFP

Capital  CF

PB  GDP

Agric.  PB

PB  Manuf.

-

PBTFP

CapitalPBs

SOBCs

-

-

SOCBManuf.*

-

-

-

JSCBs

-

-

JSCB  Manuf.

-

JSCB  TFP

-

RCCs

RCC 
GDP*

RCC Agric.

RCCManuf.*

-

RCC 
TFP*

-

GDP  CF*

-

Manuf  CF*

-

TFP  CF*

-

Short-term
effects
PBs

Common
Factor (CF)
Long-term
effects
PBs

Common
Factor (CF)

Note: * denotes a negative effect, all other effects are positive. For this relatively longer sample,
we use a 5% significance level.

50

FIGURES
140,000

120,000
100,000
80,000
60,000

40,000
20,000

PBs

SOCBs

JSCBs

2008Q3

2008Q1

2007Q3

2007Q1

2006Q3

2006Q1

2005Q3

2005Q1

2004Q3

2004Q1

2003Q3

2003Q1

2002Q3

2002Q1

2001Q3

2001Q1

2000Q3

2000Q1
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1999Q1

1998Q3

1998Q1

1997Q3

0

RCCs

Fig. 1 Total outstanding loans from PBs, SOCBs, JSCBs and RCCs (in 100 million CNY and
current prices)
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Appendix A: Summary information from 2008 on banking institutions included in the analysis
(in billions of CNY and percentages)
Banking institution

Total
assets

Share in total
assets of
banking
institutions

Total
loans

Share in
total loans of
banking
institutions

Largest
shareholder
type

Ownership
share of the
largest
shareholder

9757

15.64

4572

14.28

State-owned

35.40

7014

11.24

3015

9.42

State-owned

50.00

6952

11.14

3190

9.96

State-owned

67.52

7555

12.11

3684

11.51

State-owned

48.17

3821

6.12

2899

9.05

State-owned

100

1355

2.17

1219

3.81

State-owned

100

567

0.91

451

1.41

State-owned

100

Bank of Communications

2683

4.30

1329

4.15

State-owned

26.48

CITIC Industrial Bank

1188

1.90

665

2.08

State-owned

62.33

Everbright Bank of China

852

1.37

469

1.46

70.88

Hua Xia Bank

732

1.17

485

1.52

China Guangfa Bank

485

0.78

485

1.52

Shenzhen Development
Bank

474

0.76

284

0.89

China Merchants Bank

1572

2.52

874

2.73

1309

2.10

698

2.18

10

0.02

5

0.02

Evergrowing Bank

151

0.24

66

0.21

China Zheshang Bank

163

0.26

87

0.27

China Bohai Bank

62

0.10

35

0.11

China Minsheng Banking
Co.

1054

1.69

658

2.06

State-owned
State-owned
legal person
Foreign legal
person
Foreign legal
person
State-owned
legal person
State-owned
legal person
State-owned
State-owned
legal person
State-owned
legal person
State-owned
legal person
Private legal
person

State-owned commercial banks
Industrial and Commercial
Bank of China (ICBC)
Agricultural Bank of
China (ABC)
Bank of China (BOC)
China Construction Bank
(CCB)
Policy banks
China Development Bank
(CDB)
Agricultural Development
Bank of China (ADBC)
Export-Import Bank of
China (Exim)
Joint stock commercial banks

Shanghai Pudong
Development Bank
Industrial Bank

Source: Based on CBRC Annual Report 2008 and annual reports 2008 of respective banks.
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13.98
20.00
16.76
17.78
23.53
20.83
16.54
14.29
25.00
5.90

Appendix B: Descriptive statistics of real economic variables – Quarterly growth rates

GDP
Agriculture
Manufacturing
Service
TFP
Capital

1997Q2 – 2005Q4
Average
Std. Dev.
2.2%
0.8
0.9%
1.2
2.4%
0.8
2.2%
0.8
1.2%
0.7
2.6%
0.5
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1997Q2 – 2008Q4
Average
Std. Dev.
2.3%
0.8
1.0%
1.1
2.5%
0.9
2.6%
1.4
1.4%
0.8
2.8%
0.6

Lending for Growth? A Granger
Causality Analysis of China’s FinanceGrowth Nexus
FREDRIK N.G. ANDERSSON | KATARZYNA BURZYNSKA | SONJA OPPER
China’s banking sector is dominated by four distinct organizational forms: policy banks (PBs), state-owned
commercial banks (SOCBs), joint stock commercial banks (JSCBs), and rural credit cooperatives (RCCs).
Economic analyses have especially focused on the development of bank efficiency and profitability over
time. The equally important question - which of China’s banking institutions promote economic growth
- has not been explored. Our study uses a novel data set covering the period 1997 to 2008 and employ
Granger causality tests to estimate the finance-growth nexus of each of these bank types. Our results show
that SOCBs and RCCs do not Granger-cause GDP growth and that SOCBs even have a negative effect on
manufacturing growth. By contrast, PBs and JSCBs promote economic growth.

Keywords: China, Banking sector, Economic growth, Government-owned banks
JEL: E44, F43, G21, O16
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