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shadow banking have treated it as a recent phenomenon that appeared after the Global Financial
Crisis and China’s response to it. In this paper, I argue that shadow banking is not a new phe-
nomenon; it has always been a part of China’s financial system since the 1980s, and arose from
the need to get around various lending restrictions imposed by the central government on banks. I
also emphasize that there are two types of shadow banking activities, those initiated by banks and
those initiated by local governments or state-owned enterprises. I provide evidence suggesting
that the shadow banking activities initiated by banks prior to 1996 helped directing credits to the
more productive non-state sector and were efficiency enhancing. In recent years, however, I find
that the shadow banking loans have a positive effect on real estate investments only, and their
effects on investments by private firms outside the real estate sector have been negative.

1. Introduction

Since 2009, shadow banking activities have grown rapidly in China. Fig. 1 shows the breakdown of loans to non-financial sectors in
China by four major sources: bank loans, entrusted loans, trust loans, and bankers’ acceptances. Entrusted loans are loans made on
behalf of large companies by banks, trust loans are loans made by trust companies, and bankers’ acceptances are notes issued by banks
on behalf of non-financial firms. The later three types of loans are the main forms of shadow bank lending in China. Their share of total
credits in China was 12 percent in 2009, grew to 20 percent by 2014, and stayed around 20 percent until 2018 when a tightening of
regulations on shadow banking by the central government reduced it to 15 percent. The rapid rise of shadow banking activities since
2009 has attracted a great deal of attention in both policy circles' and academia.” Is shadow banking a new phenomenon in China?
What are the driving forces behind China’s shadow banking activities? Most important, how does shadow banking affect China’s real
economy? These are the questions that I address in this paper.

I argue that shadow banking is not a new phenomenon; it has always been a part of China’s financial system since the 1980s, and
arose from the need to get around various lending restrictions imposed by the central government on banks. I also emphasize two
potential effects of shadow banking on China’s real economy. On one hand, because many productive private firms face difficulties in
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2 See Acharya, Qian, and Yang (2016), Bai, Hsieh, and Song (2016), Wang et al (2016), Allen et al. (2017), Hachem and Song (2017), Chen, Ren,
and Zha (2018), Allen et al. (2019), and Chen, He, and Liu (2019).
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Fig. 1. Loans to non-financial sectors by Source
Source: people’s bank of China.

getting access to formal bank credits, lending through shadow banking activities may help to ease these firms’ credit constraints and
therefore efficiency enhancing. On the other hand, shadow banking activities can also be used by local governments and SOEs to
finance their favored but less efficient projects and therefore contribute to misallocation of capital. I provide evidence suggesting that
the shadow banking activities initiated by banks prior to 1996 were efficiency enhancing. In recent years, however, I find that the
shadow banking loans have a positive effect on real estate investments only, and their effects on investments by private firms outside
the real estate sector have been negative. This suggests that the recent shadow banking activities may have diverted credits away from
productive but credit-constrained private firms outside the real estate sector and contributed to the worsening of capital allocation in
China.

1.1. Related literature

Most recent studies on China’s shadow banking have treated it as a new phenomenon that appeared after the Global Financial Crisis
in 2008 and China’s response to it in 2008-2009. Acharya et al. (2016) and Hachem and Song (2017) both focus on the liability side of
shadow banking - the rise of the wealth management products (WMPs) issued by banks — and attribute the origins of it to the
implementation of the fiscal stimulus plan by the Chinese government in 2008-2009 and the adoption of stricter liquidity rules by the
Chinese regulators in the late 2000s, respectively. Chen et al. (2018) and Allen et al. (2019) use detailed transaction-level data on
entrusted loans to study the interaction between monetary policy and shadow banking and the pricing of entrusted loans, respectively.
Allen et al. (2017) study the pricing of implicit guarantees of trust products by local governments. Chen et al. (2019) use provincial
data to argue that the rapid increase in municipal corporate bonds and shadow banking activities such as entrusted loans and WMPs
stem from local governments’ need to rollover the huge amounts of loans they took out from banks during the fiscal stimulus period of
2008-2009. Sun and Jia (2015) emphasize the difference between the shadow banking activities of banks and the lending activities of
shadow banks, and provide estimates of the scale of the former type of activities. Most of these studies, however, do not examine the
impact of shadow banking on China’s real economy.

Bai et al. (2016) examine how local governments use the so-called local financing vehicles to raise funds through the shadow
banking sector and direct those funds to their favored businesses. They argue that this type of shadow banking activities has reduced
the overall efficiency of capital allocation. Wang et al. (2016), on the other hand, argue theoretically that shadow banking in China can
be used by banks to evade excessive credit control by the government, which helps to improve the resource allocation in the economy.
Ho etal. (2017) use detailed loan-level micro data to study the differential impacts of the central government’s fiscal stimulus policy on
a state-owned bank’s on-balance-sheet and off-balance-sheet lending activities.

There is also a small earlier literature on shadow banking in China. Brandt and Zhu (1995) and Kumar et al. (1996) examine in
detail the behavior of the nonbank financial institutions in China; Brandt and Zhu (2000) emphasize the important role played by the
nonbank financial institutions in China’s credit allocation, growth and inflation cycles in the 1980s and early 1990s; and Brandt and
Zhu (2007) discuss the recentralization of China’s banking system since the mid-1990s and its implication for credit allocation and
growth in the economy.

2. China’s banking system and credit allocation

As a background, I first discuss the evolution of China’s banking system during the reform period. In 1978, on the eve of economic
reform, China had a fully centralized mono-bank system with the People’s Bank of China (PBC) serving as both the central bank and the
only commercial bank. After the launch of economic reform in December 1978, the Chinese government started to decentralize the
banking system. Between 1979 and 1984, the commercial banking responsibilities were gradually devolved from the PBC to four newly
established or reestablished state-owned banks: Agricultural Bank of China (ABC), Bank of China (BOC), China Construction Bank
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(CCB), and Industrial and Commercial Bank of China (ICBC). A policy bank, China Investment Bank, was established in 1981 to handle
loans to China from international organizations such as the World Bank. In addition, several joint-stock banks were also established to
introduce more competition in the banking sector. Table 1 lists the number of banks by type in China since 1986. By 1993, China’s
banking system included one policy bank, four state-owned commercial banks and ten joint-stock banks.

In 1994, China launched a new round of banking reform. Three policy banks, China Development Bank, China Agricultural
Development Bank, and China Export and Import Bank, were established to take over the remaining policy lending responsibilities
from the four state-owned commercial banks. The formal banking sector was further diversified by establishing City Commercial Banks
in all of the major cities in China and later Rural Commercial Banks as well in some of the cities. After China’s accession to WTO, entry
of foreign banks was also allowed. So, in terms of both the types and number of banks, it seems that China’s banking system has steadily
become more diverse and more competitive over time.

How does the evolution of the banking system affect capital allocation in China? Brandt, Tombe, and Zhu (2013) examined factor
allocation in China’s non-agricultural economy between 1985 and 2007 and found that returns to capital were much lower in the state
sector than in the non-state sector — even after controlling for regional differences. They view this as a clear sign of misallocation of
capital. Fig. 2 plots their estimate of aggregate TFP loss due to misallocation of capital between the state and non-state sectors for each
year during the period from 1985 to 2007. The TFP loss is calculated by comparing the actual aggregate TFP to the counterfactual
aggregate TFP when capital is reallocated between the state and non-state sectors so that returns are equalized between the two sectors
within each province in China. In the 1980s and early 1990s, capital allocation improved as a more decentralized banking system
allocated more credits to the non-state sector. Surprisingly, however, after the start of the banking reform in 1994 and despite the
establishment of a large number of city and rural commercial banks, capital allocation stopped to improve. In fact, since then
misallocation of capital was getting worse over time. By 2007, the TFP loss due to capital misallocation was as high as in 1985. Why the
banking reform failed to improve the overall efficiency of capital allocation in China? I will argue that the answer lies in what
happened in the shadow of China’s banking system, more specifically, what happened to the nonbank lending institutions in China.

3. The role of nonbank lending institutions in credit allocation

In addition to the policy banks and commercial banks, there are other nonbank lending institutions in China. Because the Chinese
central government has always imposed significant constraints on banks’ lending decisions — through detailed credit plans and credit

Table 1
China’s banking system by number of institutions.
Domestic Commercial Banks Nonbank Lending Institutions
Year Policy State- Joint City Rural Rural Urban Credit Rural Small Trust and Foreign
Banks owned Stock Commercial Commercial Cooperative Cooperatives Financial Investment Banks
Banks Banks Banks Banks Banks Institutions Companies
1986 1 4 1 1151 60,872
1987 1 4 5 1615 60,897 561
1988 1 4 7 3256 58,418 745
1989 1 4 7 3409 58,200
1990 1 4 7 3421 57,927
1991 1 4 7 3518 52,763 375
1992 1 4 10 4001 50,865 386
1993 1 4 10 4957 50,745 388
1994 3 4 11 5229 50,219 391
1995 3 4 11 5104 49,692 330
1996 3 4 12 4630 50,513 244
1997 3 4 12 3716 44,258 244
1998 3 4 12 3190 41,755 239
1999 3 4 12 90 836 40,141 238
2000 3 4 12 99 38,067
2001 3 4 12 109 38,057
2002 3 4 12 35,544
2003 3 4 13 33,979
2004 3 4 13 112 7 12 681 32,888 59 14
2005 3 4 13 113 12 58 599 27,101 14
2006 3 5 12 113 13 80 78 19,441 54 14
2007 3 5 12 124 42 8509 54 29
2008 3 5 12 136 22 163 22 5257 54 32
2009 3 5 12 143 43 196 11 3467 58 37
2010 3 5 12 147 85 223 3349 63 40
2011 3 5 12 144 212 190 3348 66 40
2012 3 5 12 144 337 147 1 3274 67 42
2013 3 5 12 145 468 122 0 3429 68 42
2014 3 5 12 133 665 89 0 3566 68 41
2015 3 5 12 133 859 71 0 3662 68 40
2016 3 5 12 134 1114 40 0 3722 68 43

Source: Almanac of China’s Finance and Banking, various years.
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Fig. 2. TFP loss due to capital misallocation in non agriculture.
Source: Brandt, Tombe and Zhu (2013).

quotas in the years prior to 1998 and through various regulations and window guidance since 1998, nonbank lending institutions have
played an important role in the overall credit allocation in China. The most prominent nonbank lending institutions are the trust and
investment companies (TICs), urban credit cooperatives (UCCs), and rural credit cooperatives (RCCs). Other nonbank lending in-
stitutions include finance companies and leasing companies, but their shares of total credits have been very small. Therefore, my
discussion here will focus on the TICs, UCCs, and RCCs.

3.1. Nonbank lending institutions in the 1980s and early 1990s

Trust and Investment Companies Prior to 1994, TICs can be broadly grouped into two types: those affiliated with banks and those that
were set up by local governments or large SOEs. Because the TICs were less regulated than banks and therefore had more flexibility in
credit allocation, banks had strong incentives to set up affiliated TICs as a way to get around the central government’s restriction on
loans; in the 1980s and early 1990s, almost all local branches of the state-owned banks in major cities had their own affiliated TICs.
Local governments and large SOEs also had strong incentives to set up TICs so that they could use them to direct funds to their favorite
projects. Not surprisingly, the number of TICs increased rapidly in the 1980s. In 1987, the first year when the PBC started to report the
number of TICs, there were already 561 of them. Within one year, the number increased by more than 30 percent, to 745 in 1988. The
growth, however, was checked by the central government as it became concerned about the role of the TICs in diverting funds from the
state-owned banks. About half of the TICs were closed down by the central government during a two-year crack-down in 1989-90. The
restriction on the growth of TICs was relaxed after Deng Xiaoping’s push for further market reforms during his famous tour of southern
China in 1992. The number of TICs increased again, but modestly from 375 in 1991 to 391 in 1994.

Urban Credit Cooperatives UCCs were community-based credit cooperatives that mainly served the financing needs of local small
and medium-sized enterprises in the non-state sector. Because these enterprises had difficulty getting loans from the state-owned
banks, their demand for credits from UCCs were high. The first UCC was established in 1979. By 1986 there were more than one
thousand UCCs in China. This growth happened despite the uncertain legal status of UCCs, and accelerated after 1986 when the PBC
formally sanctioned UCCs as legal deposit-taking and lending institutions. Similar to the TICs, some of the UCCs were also set up by the
local branches of the state-owned banks as a way to get around the central government’s restrictions on their lending activities and
their growth were also checked in 1989-90 as the central government tightened regulations of all nonbank financial institutions.
Again, like the TICs, the growth of UCCs resumed in 1992 after Deng Xiaoping’s southern tour.

Rural Credit Cooperatives RCCs have a much longer history than TICs and UCCs in China. They were first established in the early
1950s as rural credit unions at the township and village levels to meet farmers’ needs for savings and loans. In the 1980s they were
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brought under the direct supervision of local branches of the Agricultural Bank of China (ABC) and therefore had strong connections
with the formal banking system. By 1986 there were more than six thousand RCCs in China, and they became a major source of
financing for the township and village enterprises or TVEs — the rural non-state enterprises that were the engine of China’s growth in
the 1980s and early 1990s.

In summary, the UCCs, RCCs, and TICs are important nonbank lending institutions that, in the 1980s and early 1990s, had strong
connections to the state-owned commercial banks and, at the same time, faced less restrictions on their lending decisions. They were
the shadow banks in China during that period. Their flexibility in credit allocation and their links to banks greatly facilitated the
diversion of funds from the formal banking system for lending to non-state enterprises outside the central government’s credit plans. As
documented by Brandt and Zhu (1995, 2000), the central government’s regulation of these nonbank lending institutions fluctuated
between strict and lax during this period, so did the role of these institutions in the overall credit allocation of the economy. Table 2
reports the amounts of outstanding loans made by these nonbank lending institutions and their shares of total credits in the economy.
The data source is the Almanac of China’s Finance and Banking published annually by the PBC. The share of total credits accounted for
by the TICs, RCCs, and UCCs together had an upward trend between 1986 and 1996, but the speed of increase fluctuated significantly.
The fluctuations were particularly pronounced for the TICs. In 1995, these three types of nonbanking lending institutions together
accounted for 19 percent of loans by all financial institutions. Since 1996, however, these institutions’ shares of total credits generally
declined as a result of the banking reform launched in 1994 and the associated recentralization of China’s banking system. In 2009,
their share of total credit was only 9.42 percent.

3.2. Banking reform in 1994 and recentralization of the banking system

With the launch of the banking reform in 1994, the central government took several measures that affected all three major types of
the nonbank lending institutions. First, the number of TICs declined yet again as another round of crack-down began. This time, in an
effort to eliminate diversion of funds by the state-owned banks, all the bank-affiliated TICs were shut down within a few years. What
remained after this round of crack-down were the TICs controlled by local governments and large SOEs.

Second, the central government stopped approving applications for establishing new UCCs and, in 1995, started a process of
consolidation. UCCs were gradually consolidated into much larger city commercial banks with the local city governments as the
controlling shareholders. The number of UCCs declined rapidly during this consolidation process and the last UCC was officially closed
in 2012.

Finally, the central government severed the links between the RCCs and local branches of ABC and put RCCs under direct su-
pervision of the PBC and later the China Banking Regulatory Commission (CBRC). A consolidation process also began in the late 1990s,
during which RCCs in the surrounding areas of urban city centers were consolidated into large rural commercial banks. Despite their
names, these rural commercial banks are generally located in urban city centers and they behave very much like the city commercial

Table 2
Loan amounts and shares by all financial institutions and nonbank financial institutions (100 million yuan and percent).
Year All RCC UcCC TIC RCC+UCCHTIC
Amount share of total ~ amount share of total ~ amount share of total ~ amount share of total ~ amount share of total

1986 8353.78 100.00 568.51 6.81 19.50 0.23 217.80 2.61 805.81 9.65
1987 10,269.11 100.00 772.35 7.52 63.40 0.62 439.60 4.28 1275.35 12.42
1988 12,219.50 100.00 908.60 7.44 133.90 1.10 660.60 5.41 1703.10 13.94
1989 14,360.20 100.00 1090.72 7.60 196.30 1.37 694.40 4.84 1981.42 13.80
1990 17,680.70 100.00 1413.00 7.99 248.80 1.41 890.60 5.04 2552.40 14.44
1991 21,337.80 100.00 1808.00 8.47 316.20 1.48 1211.00 5.68 3335.20 15.63
1992 26,322.90 100.00 2454.00 9.32 497.40 1.89 1697.10 6.45 4648.50 17.66
1993 32,943.10 100.00 3144.00 9.54 777.50 2.36 2052.00 6.23 5973.50 18.13
1994 40,810.10 100.00 4168.60 10.21 1323.60 3.24 2031.50 4.98 7523.70 18.44
1995 50,394.20 100.00 5234.20 10.39 1929.00 3.83 2409.80 4.78 9573.00 19.00
1996 61,152.80 100.00 6364.70 10.41 2445.20 4.00 2336.90 3.82 11,146.80 18.23
1997 74,914.10 100.00 7273.21 9.71 N/A N/A 2322.10 3.10 N/A N/A
1998 86,524.10 100.00 8340.18 9.64 N/A N/A 2521.30 291 N/A N/A
1999 93,734.30 100.00 9225.59 9.84 N/A N/A 2504.60 2.67 N/A N/A
2000 99,371.07 100.00 10,489.29 10.56 N/A N/A 2409.71 2.42 N/A N/A
2001 112,314.70 100.00 11,971.16 10.66 N/A N/A 2497.60 2.22 N/A N/A
2002 131,293.93 100.00 13,937.71 10.62 664.45 0.51 2170.31 1.65 16,772.47 12.77
2003 158,996.23 100.00 16,978.69 10.68 836.90 0.53 2281.32 1.43 20,096.91 12.64
2004 178,197.78 100.00 19,237.84 10.80 1014.54 0.57 2721.17 1.53 22,973.55 12.89
2005 194,690.39 100.00 18,680.86 9.60 1131.14 0.58 3126.17 1.61 22,938.17 11.78
2006 225,347.20 100.00 20,681.90 9.18 1006.55 0.45 2518.71 1.12 24,207.16 10.74
2007 261,690.88 100.00 24,121.61 9.22 846.74 0.32 2356.28 0.90 27,324.63 10.44
2008 303,467.77 100.00 27,452.32 9.05 435.34 0.14 3026.43 1.00 30,914.09 10.19
2009 399,684.82 100.00 32,156.31 8.05 213.50 0.05 5276.63 1.32 37,646.44 9.42
2010 479,195.55 100.00 33,972.91 7.09 66.23 0.01 N/A N/A N/A N/A
2011 547,946.69 100.00 36,715.91 6.70 36.83 0.01 N/A N/A N/A N/A

Source: Almanac of China’s Finance and Banking, various years, and author’s calculation.
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banks. The ownership structure of these banks also changed from collective to shareholding companies with the SOEs as the controlling
shareholders. For example, when the Beijing Rural Commercial Bank was established in 2005, its three largest shareholders were all
SOEs under the supervision of the Beijing city government: Beijing State-Owned Asset Management Co. Ltd., Beijing Capital Group
Company Ltd., and Beijing Huarong Investment Company. The headquarter of the bank is located in the downtown financial district in
Beijing, and by asset it was ranked 401 in 2006 among the list of Top 1000 World Banks published by The Banker magazine in England.

3.3. The role of nonbank lending institutions in credit allocation

Because the UCCs and RCCs lend mainly to small and medium-sized enterprises in the non-state sector, their rise in the 1980s and
early 1990s played an important role in the improvement of capital allocation we saw in Fig. 2. In Fig. 3, I plot the share of short-term
non-agricultural loans made by all financial institutions that went to the state-owned enterprises (SOEs). Comparing Fig. 3 to Fig. 2,
one can see that capital misallocation is strongly associated with the SOEs’ share of short-term credits to non-agricultural enterprises,
which fluctuated around a declining trend from 1985 to 1996, but then reversed the course and trended upward. The reversal is a result
of the banking reform in 1994. As we discussed earlier, the UCCs and RCCs have been gradually consolidated into much larger city and
rural commercial banks, which are under the control of local governments and generally favor large enterprises over small and
medium-sized enterprises in their credit allocation. Wang (2017), for example, uses city-level panel data to study the impact of city
commercial banks on local economic growth. He finds that between 1999 and 2007, firms in cities with newly established city
commercial banks had significantly lower growth rates than firms in other cities, and the negative effect is particularly strong for small
firms. This evidence suggests that the recentralization of the banking system is one of the reasons behind the increased misallocation of
capital after 1994.°

The role of the TICs in allocating credits between the state and the non-state enterprises is not as clear as the role of the UCCs and
RCCs. On the one hand, the state-owned banks tend to use their affiliated TICs as a way to get around the restrictions of the credit plans
so that they can lend to more profitable non-state enterprises. On the other hand, the local governments and large SOEs tend to use the
TICs under their control to direct funds to their favorite projects in the state sector. Since there were many bank-affiliated TICs prior to
1996 and all of them were shut down after 1996, one may expect the role of the TICs in credit allocation to be different before and after
1996. In Table 3, I report OLS and Tobit regressions of the SOEs’ share of short-term credits on the share of TIC loans as a percentage of
loans made by all financial institutions and its interaction with a post-1996 dummy.

The regression results show that over the entire sample period the SOEs’ share of total credits was negatively correlated with the
share of TIC loans, but not statistically significant. For the period after 1996, however, the correlation between the two shares is
significantly positive. These results are consistent with the hypothesis that the bank-affiliated TICs tend to direct credits to the non-
state enterprises while the local government/SOE controlled TICs direct credit to the state-owned firms. For the period after 1996,
because the TICs were mostly controlled by local governments and large SOEs, a 1% increase in the share of TIC loans is associated with
1.4% increase in the share of total short-term credits to the SOEs. In contrast, for the period between 1986 and 1996, the share of TIC
loans is not correlated with the SOEs’ share of short-term credits.

To recap, before the mid-1990s, China’s banking system had become more decentralized with the expansion of the shadow banking
sector that included the bank-affiliated TICs, UCCs, and RCCs. These institutions were instrumental in directing credits to the more
efficient non-state enterprises and therefore improving capital allocation. The banking reform launched in 1994, however, reversed
this process of decentralization. The shadow banking sector shrank as the UCCs and RCCs were consolidated into large commercial
banks under the control of local governments and the bank-affiliated TICs were shut down. The result is a recentralization of the
banking system that had significant negative effect on the non-state sector’s access to credits. Consequently, the overall efficiency of
capital allocation worsened since the mid-1990s.

4. The cause of banking system recentralization in the mid-1990s

To understand the reason behind the re-centralization of the banking system in the mid-1990s, one needs to review the macro-
economic crisis the Chinese central government faced around 1994.

4.1. Growth and inflation cycles in China before 1996

Fig. 4 plots for each year since 1979 the annual inflation rate and the growth rate of money supply (M1) in the previous year in
China. Prior to 1996 China had recurring inflation problems. On the surface the inflation in China then was clearly a monetary
phenomenon. There were recurring inflation problems because the central government periodically lost control of money supply
growth during that period. The average growth rate of M1 was 22 percent between 1979 and 1995, and the average inflation rate
between 1980 and 1996 was more than 9 percent. Furthermore, the peak inflation rate in each cycle was getting higher over time, from
7.5 percent in 1980 to 11.8 percent in 1985, 18.7 percent in 1988, and 24.2 percent in 1994. Brandt and Zhu (2000) examine the

% Another important reason for increased capital misallocation is the fiscal reform that was carried out at the same time when the banking reform
started. By implementing a centralized value-added tax system, the fiscal reform put significantly more resources at the disposal of the central
government, which used the resources for regional and industrial policies that effectively favored investments in the state sector. See Brandt, Tombe,
and Zhu (2013) for a more detailed analysis of this.
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Fig. 3. SOEs’ share of short-term non-agricultural loans
Source: author’s calculation based on data from Almanac of China’s Finance and Banking, various years.

Table 3

The role of TICs in credit allocation

dependent variable: SOE’s share of short-term credits
Sample period: 1986-2009.

Method OLS Tobit

TIC’s loan share -0.713 -0.713
(0.452) (0.446)

Post-96 dummy —6.994** —7.190%**
(2.519) (2.491)

TIC’s loan share*Post-96 dummy 2.115%* 2.210%**
(0.642) (0.638)

Constant 80.24*** 80.24***
(2.318) (2.289)

Number of observations 24 24

R-squared 0.296

Adjusted. R-squared 0.190

Parameter Stability Test Statistics 0.729

Structural Break No

Note: Standard errors in parentheses.

* p-value<10%, ** p-value<5%, and *** p-value<1%.

We use cusum test to test parameter stability. The test statistic is smaller than 10%.
critical value and unable to reject the null hypothesis of no structural break.

fundamental causes of the inflation cycles: the productivity difference between the state and non-state enterprises, the decentralization
of the banking system, and the government’s commitment to support inefficient state-owned enterprises. I briefly summarize their
findings below.

Until 1998, each year the central government had a detailed investment plan with most of the planned investment projects in the
state sector. To finance the investments, the central government also had a detailed credit plan that required the state-owned banks to
provide financing for projects in the investment plan. The central government understood that this investment and credit allocation
process was highly inefficient, and therefore tried to decentralize the credit allocation process by giving the state-owned banks some
discretions in using their funds. However, such discretions were only allowed during years when the inflation rate was low and the
credit plan during those years were called indicative plan. Since average returns to investment were higher in the non-state sector than
in the state sector, the state-owned banks under indicative plans had strong incentives to move funds to the nonbank lending in-
stitutions connected to them so that they could lend to high return projects in the non-state sector. This diversion of funds, however,
often resulted in large funding gaps for completing projects within the central government’s investment plan. To ensure the completion
of planned investment projects in the state sector, then, the PBC was often forced to either provide direct funding for those projects or
provide loans to the state-owned banks so that they could provide funding for those projects. So, the diversions of funds by the state-
owned banks to non-bank lending institutions had two effects. On the one hand, they provided the more efficient non-state sector with
much needed capital, resulting in better capital allocation, higher aggregate TFP and higher GDP growth. On the other hand, it forced
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Fig. 4. Money growth and inflation in China.

the PBC to increase money supply and resulted in higher inflation. When the inflation rate was moderate, the central government
tolerated such diversions because of their positive effect on GDP growth. When inflation accelerated, however, the central government
was more concerned that high inflation might cause political instability, so controlling inflation became the policy priority. At those
times, the central government changed the credit plan from indicative to administrative — taking away the discretions in use of funds
from the state-owned banks and also cracking down on nonbank lending institutions as we discussed earlier. Such measures resulted in
less efficient capital allocation and slower GDP growth, but they were effective in controlling diversions of funds by the state-owned
banks and therefore eliminating the needs for PBC to finance planned investment projects with money creation. Inflation fell under the
administrative plan. For the years prior to 1996, there were pronounced policy cycles when central government policy was regularly
switching between indicative and administrative plans. Both GDP growth and money supply growth fluctuated in the same direction as
a result of the policy cycles. Fig. 5 plots the real GDP growth rates and inflation rates. GDP growth rates generally led inflation as it co-
moved with the money supply growth rates.
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Fig. 5. Growth and inflation in China
Source: China statistical yearbook and author’s calculations.
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4.2. The launch of fiscal, banking, and SOE reforms in 1994

In 1993, the combination of the diversions of funds by the state-owned banks to investments in more profitable non-state enter-
prises and the central government’s strong commitment to support the employment in state-owned enterprises with money creation
caused the inflation rate to reach a level that was never seen during the communist era and created strong expectation that inflation
was out of control. To manage the macroeconomic crisis, Zhu Rongji, then the first vice-premier of the state council and a member of
the standing committee of the Chinese Communist Party’s political bureau, fired the incumbent head of the PBC and appointed himself
as the governor of China’s central bank.

Under Zhu Rongji’s leadership, the banking reform was launched in 1994. One of the main objectives of the reform is to impose a
tighter control of lending by the banking system and eliminate the need for money creation in funding investment projects in the state
sector. This was done by shutting down all bank-affiliated TICs, severing the links between the state-owned banks and UCCs and RCCs,
and gradually consolidating UCCs and RCCs into urban and rural commercial banks. The result of the banking reform is a much more
centralized banking system that favors large firms at the expense of small and medium-sized firms, especially those in the non-state
sector.

To further control the inflation risk, Zhu Rongji also implemented a tax reform and started the SOE reform in 1994. Prior to 1994,
tax collection was carried out by local governments and, as part of fiscal decentralization, they could negotiate with enterprises about
how much taxes each enterprise needs to pay. This along with GDP-based performance assessment provided local governments with
strong incentives to lower taxes on productive firms and promoted growth of China’s non-state sector. (See, e.g., Li and Zhou, 2005.)
However, it also implied that the central government received very modest amount of tax revenues. As a percentage of GDP, the central
government’s tax revenues fluctuated around 10 percent during that period. So, the central government replied heavily on the
state-owned banks for supporting investment projects in the state sector. The 1994 tax reform replaced the decentralized
tax-contracting system by a centralized value-added tax system. This reform resulted in a steady increase of the central government’s
tax revenues as a percentage of GDP and enabled the central government to support state sector investment through fiscal means as
well. Also, to reduce the fiscal and monetary burdens of the central government, Zhu Rongji also started the SOE reform that closed or
privatized most small and medium-sized money-losing SOEs and corporatized the large SOEs.

The combination of the banking, fiscal, and SOE reforms was successful in eliminating the central government’s need to use money
creation as a way to support the state sector and therefore in controlling inflation after 1996, but it also resulted in the recentralization
of the banking system and stronger control of fiscal resources by the central government that led to increases in capital misallocation.
The fiscal reform also forced local governments to rely heavily on land sales and loans from the banks under their control, the city
commercial banks and rural commercial banks, for financing their fiscal expenditures and their support of local SOEs. When the central
government impose restrictions on utilizing these resources by the local governments, they turn to shadow banking activities to get
around the restrictions.

5. The recent shadow banking activities and investment allocation

Because of the recentralization of the banking system, China’s central bank has been able to maintain a relatively tight monetary
policy and keep inflation under control for much of the period after 1996. The exception was 2008-2009 when the central government,
in response to the global financial crisis, implemented a massive fiscal stimulus. According to Bai et al. (2016), much of the fiscal
stimulus was financed by bank loans. As a result, money supply increased dramatically between 2008 and 2009, with M1 grew by
almost 30 percent. Not surprisingly, inflation started to rise in the following year. To control inflation, the monetary policy was
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tightened again in 2010. As pointed out by Allen et al. (2019) and Chen et al. (2019), this tightening put large pressures on local
governments (or the special financing vehicles they set up), who needed to roll over the large amount of loans they borrowed from
banks in 2008-09. This explains partly the rapid rise of shadow banking activities in China since 2010.

Along with the tightening of monetary policy by the PBC since 2010, CBRC also tightened its enforcement of the 75% loan-to-
deposit ratio regulation. It switched from monitoring end-of-year loan-to-deposit ratios to end-of-quarter ratios at the end of 2009,
then switched again to monitoring end-of-month ratios in late 2010, and finally moved to monitoring daily average ratios in 2011
(Hachem and Song (2017)). These policy changes by the PBC and CBRC had differential effects on the large SOBs and the small- and
medium-sized banks. Fig. 6 plots the monthly weighted average loan-to-deposit ratios for the large banks and small- and medium-sized
banks. Prior to 2015, the average ratio was well below 75 percent for the large banks, but much higher than 75 percent for the small
and medium-sized banks. The tightening of monetary policy also reduced overall liquidity in the interbank market and increased the
risk of deposit shortfalls for the small- and medium-sized banks. As a result, these small- and medium-sized banks faced enormous
pressure in either moving loans off their balance sheets or looking for more funding sources. They did both through shadow banking
activities. (Chen et al., 2018).

There are other central government policies that have also contributed to the recent shadow banking growth. In attempts to reduce
the risk of housing bubble and deal with the overcapacity issue, the central government has implemented policies in recent years that
restrict bank lending to the real estate sector, overcapacity industries, and industries that use outdated polluting technologies. Since
local governments in China rely heavily on land sales as a source of fiscal revenues and worry about employment implications of
closing down local factories in overcapacity and polluting industries, they have strong incentives to use shadow banking as a way to get
around the central government’s restrictions and lend to these two types of firms.

Finally, Cong et al. (2019) and Huang, Pagano, and Panizza (2016) have shown that the 2008-2009 fiscal stimulus and its
aftermath resulted in a shift of bank credits to SOEs and local governments. As a result, small- and medium- enterprises in the private
sector faced even tighter credit constraints than before. Wang et al. (2016) argue that the shadow bank loans, especially the entrusted
loans, could potentially be a channel through which productive private firms can secure credits by paying market determined interest
rates. Indeed, evidence provided by Chen et al. (2018) shows that a large portion of entrusted loans were directed to private firms,
especially those in the real estate sector.

In summary, the literature on recent shadow banking activities points to the demand for credits by local governments, risky SOEs,
real estate firms, and small- and medium-sized private firms as the source for the rise of shadow banking loans. How do the shadow
banking loans actually affect investment allocation in the real economy? I next use the provincial data on shadow banking loans and
investment allocation to examine this question.

Starting in 2014, the PBC started to publish the total social financing and its component for all of the provinces in China in the
previous year. So, the data on shadow banking activity by province currently available are for the years starting 2013. For each
province, I calculat the ratios of three major loans through shadow banking activities — entrusted loans, trust loans, and bankers’
acceptances — to bank loans, respectively. From the Fixed Asset Investment Yearbook published by China’s National Bureau of Statistics
(NBS), I also calculate by province the shares of fixed asset investment in real estate, infrastructure (utilities, transportation, storage
and postal services; and water, environment and public facility management), state-owned sector, and private sector, respectively. The
data on investment allocation are currently available up to 2017. So, I construct a panel dataset that consists of the investment
allocation variables from 2014 to 2017 and the lagged shadow banking loan variables from 2013 to 2016.

Table 4 reports panel regressions of each of the investment shares on the previous year’s three shadow banking variables. The

Table 4

Shadow bank lending and investment allocation

sample: 31 provinces and 4 years (2014-2017)

Dependent variables: shares of total fixed-asset investment
Year fixed effect (Only NERI index).

OLS Regression Tobit Regression
@ (2 3 4 [©) 6) @) ®
Variables Real estate Infrastructure State Private Real estate _Infrastructure State Private
Entrust_loan[t-1] 0.297%** 0.0488 0.0802 —0.230%** 0.300%** 0.0497 0.0821 —0.234%**
(0.0727) (0.0347) (0.0658) (0.0726) (0.0594) (0.0331) (0.0548) (0.0576)
Trust_loan[t-1] 0.0747 0.0409 0.0824* —0.115%* 0.0745 0.0435 0.0796* —0.116**
(0.0494) (0.0296) (0.0478) (0.0462) (0.0511) (0.0286) (0.0473) (0.0496)
BankAcceptance_loan[t-1] 0.0740 —0.0519 —0.0607 —0.122% 0.0702 —0.0570 —0.0599 —0.127*
(0.0648) (0.0358) (0.0627) (0.0666) (0.0664) (0.0373) (0.0614) (0.0646)
Marketization 0.0132%** —0.0261*** —0.0435%** 0.0184%*** 0.0132%** —0.0264*** —0.0439%** 0.0185%**
(0.00338) (0.00260) (0.00406) (0.00372) (0.00391) (0.00219) (0.00363) (0.00380)
Constant 0.0865%*** 0.469*** 0.650%** 0.189%*** 0.0650* 0.442%** 0.639%** 0.0946***
0.297%%* 0.0488 0.0802 —0.230%** 0.300%** 0.0497 0.0821 —0.234%**
Year fixed effect Y Y Y Y Y Y Y Y
Province fixed effect N N N N N N N N
Observations 124 124 124 124 124 124 124 124
R-squared 0.373 0.611 0.597 0.257

Robust standard errors in parentheses.
*** p<0.01, ** p<0.05, * p<0.1.
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lagged independent variables are used to reduce potential endogeneity problems. Since investment allocation may vary across
provinces depending on their degree of marketization, the 2014 Index of Marketization (the latest year available) developed by the
National Economic Research Institute (Fan, Wang, and Zhu, 2016) is used as a control. The regressions also controls for year fixed
effects. Given that the dependent variables are shares between 0 and 1, Table 4 reports results from both the OLS and Tobit regressions,
and the robust standard errors are reported in parentheses. The two methods yield similar results. I summarize the main findings
below.

Entrusted Loans In both regressions, a province with a higher entrusted loan ratio is associated with a higher real estate investment
share, but lower private sector investment share. These correlations are highly significant. Since many real estate firms are private
firms, the result shows that the entrusted loans did help some private firms—those in the real estate sector—getting access to credits, as
suggested by Wang et al. (2016) and Chen et al. (2018). However, the negative effect of entrusted loans on overall private sector
investment share implies that they do not help to increase the investment share by private firms outside the real estate sector. This is
consistent with Allen et al. (2019)’s finding that a majority of the entrusted loans originated from large SOEs who had easy access to
bank loans and many borrowers were affiliated firms of the lenders. Furthermore, they find that the interest rates charged on entrusted
loans between affiliated parties were generally low, at levels that were comparable to regular bank loans. In short, our evidence
suggests that entrusted loans have been mainly used to get around the central government’s restrictions on investments in the real
estate, and they have not helped financing investment by private firms outside the real estate sector.

Trust Loans In both regressions, a province with a higher share of trust loans is also associated with a lower private sector’s share of
total investments. The effect on the state sector’s share of total investments is positive, but only marginally significant. This result is
consistent with the result we reported in Table 3 that, since 1996, loans by trust companies tends to benefit the SOEs rather than the
non-SOEs. The reason for this state-sector bias is the fact that most trust companies are controlled by local governments or large SOEs.

Bankers’ Acceptances The share of bankers’ acceptances also has a negative effect on the share of private sector investment, but the
effect is only marginally significant.

To check the robustness of the results in Table 4 and also to see where are the correlations come from, I also report in Table 5 the
same panel regressions with province fixed effects. In this case, the negative effects of the entrusted loans and bankers’ acceptances
loans on the private sector’s share of total investments are still there. The positive effect of the entrusted loans on the real estate sector’s
share of total investments, however, is no longer significant. This suggests that the entrusted loans and real estate investment share is
correlated cross-sectionally, but not dynamically. In contrast, after controlling for province fixed effects, the trust loans’ share of total
loans now has a significant positive effect on the real estate sector’s share of total investments.

Overall, the empirical results reported in Tables 4 and 5 show that all three shadow banking loan variables have either insignificant
or negative effect on the private sector’s share of total investments. So, shadow banking loans in recent years have not helped to
improve the misallocation of capital between the state and the non-state sectors. This negative role of shadow banking on capital
allocation is consistent with the argument by Bai et al. (2016) that the shadow banking activities used by the local government have
worsened capital allocation in China after 2009. One possible reason for this negative impact is the heavy involvement of local
governments and SOEs in the shadow banking activities.

The heavy involvements of the local governments and SOEs in shadow banking activities has also led investors to expect implicit
guarantees of shadow banking products, and therefore distort the market pricing of the underlying risk of the investments financed by
these products.” The distortion in the pricing of risk helps to fuel the rapid growth of these products and increases the systematic risk of
the economy by exposing both investors and local governments and SOEs to the underlying risk of the investment projects finance by
these products.

6. Conclusions

Shadow banking activities in China arose from the need to get around the central government’s lending restrictions. It is not a new
phenomenon. There were significant shadow banking activities in China before 1996. There are two types of shadow banking ac-
tivities, those initiated by the banks, which tend to be efficiency enhancing, and those initiated by the local governments or SOEs,
which tend to result in capital misallocation. China’s banking reform launched in 1994 reduced the shadow banking activities in
general, and those initiated by banks in particular. The banking system also became much more centralized after the reform. This is a
main reason for the increase in capital misallocation in China since the mid-1990s.

The recent shadow banking activities have been dominated by local governments and SOEs. Cross-province evidence suggests that
these government initiated shadow banking activities tend to help evading the central government’s restriction on real estate in-
vestments and directing credits to these investments, but at the expense of reducing investments of private firms outside the real estate
sector. Such activities worsen the capital misallocation problem in China and also increase the systematic risk in the economy because
of the expectation of implicit guarantees provided by the local governments and SOEs. Given these negative roles played by the local
governments and SOEs, the policy implication is that the central government should implement policies and regulations that break the
links between the financial institutions and local governments or SOEs so that they cannot use shadow banking as a way to finance
fiscal expenditures, support inefficient SOEs or speculate in the real estate market.

I should note that most of the evidence I provide in this paper is suggestive rather than conclusive. Future research should make

4 For example, Allen, Gu, Qian and Qian (2017) show that the expectation of implicit guarantees flattens the spread-to-risk relationship for trust
products in China.
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Table 5
Shadow bank lending and investment allocation (with province fixed effect).
OLS Regression Tobit Regression
o (2) 3) @ ) 6) @ ®)
Variables Real estate Infrastructure State Private Real estate _Infrastructure State Private
Entrust_loan[t-1] 0.0314 —0.0144 0.0198 —0.0673** 0.0297 —0.0149 0.0198 —0.0670%**
(0.0384) (0.0131) (0.0257) (0.0312) (0.0196) (0.0153) (0.0241) (0.0196)
Trust_loan[t-1] 0.0448** 0.00197 —0.0402 0.0238 0.0441%** 0.00208 —0.0449** 0.0233
(0.0198) (0.0152) (0.0292) (0.0158) (0.0145) (0.0114) (0.0181) (0.0145)
BankAcceptance_loan[t-1] 0.0141 0.0210 0.0225 —0.0375* 0.0103 0.0187 0.0254 —0.0401*
(0.0221) (0.0205) (0.0340) (0.0225) (0.0202) (0.0159) (0.0248) (0.0202)
Constant 0.246%** 0.272° 0.318%** 0.299%** 0.517 0.210%** 0.302" 0.0214%%*
(0.00832) (0.00316) (0.00609) (0.00633) (0.0179) (0.00108) (0.00169) (0.00138)
Year fixed effect Y Y Y Y Y Y Y Y
Province fixed effect Y Y Y Y Y Y Y Y
Observations 124 124 124 124 124 124 124 124

R-squared 0.970 0.963 0.965 0.962

Robust standard errors in parentheses.
*** p<0.01, ** p<0.05, * p<0.1.

effort in collecting more detailed institutional level micro-data to examine the relationship between shadow banking activities and real
activities in a more granular way. However, I hope the historical time-series evidence and the cross-province evidence of recent years I
provided in this paper form a coherent narrative about the evolution of China’s banking system and its real impacts, and shed some
light on the role of shadow banking activities on capital allocation in China.
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