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CHINA PUZZLE - SPECTACULAR GROWTH WITHOUT FINANCE?

> Importance of finance for growth has been
emphasized ever since Schumpeter (1911).

» Much empirical evidence confirms that financial
development and access to finance are important
for growth of countries and individual firms.

» China’s financial sector is still underdeveloped.

> Yet, China demonstrated spectacular economic
growth in the last 30 years.
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ACCESS TO FINANCE VARIES ACROSS OWNERSHIP TYPE

> Scholars mostly agree that private firms’ access
to finance is more restricted than that of SOEs.

> Direct and indirect evidence:
a Brandt and Li, 2003
a Dollar and Wei, 2007

> Yet, private sector’'s growth rate substantially
outpaces that of the state sector.

> How do private firms grow without much access
to finance?
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HYPOTHESES PUT FORTH TO EXPLAIN THE PUZZLE

> To date hypotheses focus on financing sources (supply
side):
Q Internal funds
0 Informal loans
a Foreign investment
o Trade credit from state to private sector

> Contributions by:
o Lardy 1998, 2004
a Allen, Qian and Qian 2005, 2007
0 Hericourt and Poncet 2008
o Poncet, Steingress, Vandebussche 2008
o Ge and Qiu 2007
a Cull, Xu, Zhu 2009
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OUR CONTRIBUTIONS

> New data
0 NBS census 2000-2006: SOEs and larger private firms

0 Large-Scale Survey of Private Enterprises (5 waves between 1997 and
2006): only private firms, including small ones

> New evidence on old hypotheses

a Confirm that private firms’ access to finance is still limited

0 Analyze supply-side hypotheses: confirm some, but challenge others
» Novel, demand-side explanation

a Inventory management

0 Low levels of accounts receivable

» Show that low levels of inventory and AR in private firms vs.
SOEs do not hinder profitability or productivity.

HKIMR 2nd China conference Hale & Long January 13, 2010



6

DEMAND SIDE IS LARGELY UNEXPLORED

» The only other study that explores the demand side
of firm finances in overcoming financial constraints
Is Long and Zhang (2010) on industrial clustering
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As of 2006 SOEs Private Private- A g others, we find that

0.00 private firms use less
external finance and pay
more for it

> Regression analysis of
NBS data shows that
leverage rate and fin.

ACCESS TO EXTERNAL FINANCE
- NBS SPE

Debt/asset 0.56 0.55

Financial 0.046 0.015

expense

/total

expense

Interest 0.016 0.031

expense

/total debt

expense are higher for
SOEs, while cost of funds
Is lower, and significantly
SO.
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DEMAND FOR FUNDS

As of SOEs Private - Private - : :
2006 NBS  SpE . ” Private firms have lower

Inventor 031 014 | levels of inventory and
AR

y
/gales 0.16 0.13 0.15

sales



LIMITED EXTERNAL FINANCING => | OWER INVENTORY LEVEL
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dependent variable = inventory /sales ratio

leverage 0.10%** 0.057***
(0.0042) (0.0046)
financial expense 1.14%** 1.16%**
/total expense (0.015) (0.016)
per unit -0.17*** -0.36%**
borrowing cost (0.018) (0.016)
Observations 257304 237809 243552 220436
Number of firms 38315 37989 38298 37180
Within R-squared 0.03 0.03 0.004 0.03

Note: NBS panel
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LIMITED EXTERNAL FINANCING => LOWER LEVEL OF AR/SALES: 1

(1) (3) (4)
dependent variable = AR /sales ratio
leverage 0.058*** 0.041***
(0.0019) (0.0021)
financial expense 0.30%** 0.34***
/total expense (0.0068) (0.0077)
per unit -0.11%%% -0.14%**
borrowing cost (0.0070) (0.0073)
Observations 251338 231876 237267 215400
Number of firms 38175 38145 37004
Within R-squared 0.02 0.01 0.03

Note: NBS panel
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LIMITED EXTERNAL FINANCING => LOWER LEVEL OF AR/SALES: 2

(1) (£) (3)
dependent variable = AR /sales ratio
leverage 0.13*** 0.24**

(0.024) (0.10)
interest rate -0.0036 -0.0035
(0.0037) (0.0037)
Observations 6287 727 658
Adjusted R-squarec  0.019 0.082 0.2

Note: SPE repeated cross-section
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ECONOMIC IMPORTANCE

> Comparing an average private firm to average SOE
firm we explain, in cross-section
0 28% of differences in the inventory/sales ratio
Q 61% of differences in AR/sales ratio

> In a balanced panel with firm fixed effect, if average
private firm’s access to finance becomes same as
average SOE’s, our estimates explain
0 25% of differences in the inventory/sales ratio
a 33% of differences in AR/sales ratio
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ROBUSTNESS TESTS

» Concern: results driven by sales growth
(denominator)
a Controlling for sales growth in the panel does not change
results
» Concern: time-varying sectoral heterogeneity
a Compute inventory/sales and AR/sales ratios relative to
industry average — results are unchanged
» Concern: reverse causality

a Lagging RHS variables by one year does not change
results much

a Find that in sectors that rely more on external finance
iInventory/sales and AR/sales ratios are more sensitive to
fin. constraints.
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ARE INVENTORY AND AR IN PRIVATE FIRMS TOO LOW?

» Not according to cross-country comparisons

a Inventory levels in private Chinese firms are on the low
end compared to other countries, but are comparable to
those in Japan and Korea

a Inventory levels in Chinese SOEs exceed those in other
countries by a factor of 2 to 3

0 AR/sales ratios for both SOEs and large private firms in
China are lower than for large firms in the US

0 AR/sales ratio for small private firms in China is larger
than for small firms in the US
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INVENTORY, AR/SALES AND PROFITABILITY (PRODUCTIVITY)

_ - Too little
Profit/Productivity

Inventory or
AR
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PRIVATE_EIRMS ARE NOT ON THE “UPHILL SIDE”

16

Dep.var: NBS 2006 NBS balanced SPE repeated
Pretax ROA cross-section panel cross-section
Inventory/sales -0.22*** -0.07***

(Inventory/ 0.037*** 0.0094***

sales)”2

AR/sales -0.56*** -0.15™** -0.36*
(AR/sales)"2 0.59™** 0.13™** 0.033
Dep.var: NBS 2006 NBS balanced

TFP cross-section panel

Inventory/sales -0.31*** -0.34***

(Inventory/ 0.039"** 0.024***

sales)"2

AR/sales -0.30*** -0.32***

(AR/sales)"2 0.32*** 0.18™*
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CONCLUSIONS

o Private firms still face more financial constraints;

o Private firms have relied on more efficient
management of working capital (including
inventory & AR) to reduce demand for external
financing;

o Without harm to their profitability or TFP

> Yet, there may be cost of limited access to finance
In terms of restricted investment in fixed assets
and therefore growth;

a Improving private sector’s access to finance may
contribute to their long-term growth
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