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Bank Financing and Corporate Governance 
 
 

 
Abstract 

Extant literature suggests that bank monitoring improves corporate governance. This 

paper demonstrates that inefficiency in banking can also significantly reduce the equity capital 

markets’ disciplinary power. Specifically, we show that in an environment in which the banking 

system is dominated by inefficient state-owned banks, controlling shareholders’ tunneling 

activity is positively associated with firms’ bank loan access. This relation is particularly strong 

in firms with high borrowing capacity, as measured by tangibility, and in regions where the 

banking industry is severely inefficient. As firms with high tunneling can continue to receive 

new loans with interest cost compatible to others, equity capital market disciplinary forces do not 

apply to them.  Indeed, we further show that through tunneling, bank financing is negatively 

associated with future firm performance. These results suggest that, for an economy to develop 

mature capital markets, it is imperative to improve banking efficiency because its inefficiency 

dilutes the monitoring role of the market.   
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1. Introduction 

Corporate governance is a central issue in modern financial economics. Extant literature 

studies the relation between the efficiency of equity market, bank financing and corporate 

governance, respectively. Equity capital markets potentially efficiently price capital and provide 

a mechanism for active corporate control (Gompers, Ishii, and Metrick 2003, etc). At the same 

time, banks play an important role in examining firm quality and disciplining them through 

creditor rights enforcement. We reckon that the disciplinary roles of equity capital markets and 

banks are interconnected.  In this paper, we examine this interconnected relation.  

Our premise is that inefficiency in banking hurts corporate governance not only through 

its own failure in monitoring firms but also by diluting the market’s monitoring role. 

Specifically, capital markets’ punishment of poor corporate governance through increasing 

financing costs becomes irrelevant when banks fail to take into account firms’ governance in 

allocating loans. Intuitively, firms with secured bank financing through non-economic factors are 

less concerned about the cost of capital on equity markets, hence are less likely to respect returns 

to minority shareholders. As Ivashina et al (2009) shows that bank’ informational role improves 

value creation in merge and acquisition activities, we propose further that the failure of this 

information role actually dilutes the monitoring role of markets.   

China’s economic and financial structure provides an important and advantageous setting 

to verify this proposition. In China, firms’ reliance on bank financing is arguably exogenous to 

corporate governance. On the one hand, firms traditionally rely on only bank financing due to 

government decree. Equity financing is a relative new development and remains trivial (Alan and 

Shen 2012). On the other hand, private firms are still being discriminated against in formal 

financing (Allen, Qian and Qian 2005, Cull and Xu 2003, Cull, Xu and Zhu 2009, etc). Given 

limited financing channels and the dominant role of banks, firms are constrained to bank 
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financing even though they may be willing to commit to respecting equity investors’ rights. This 

setting mitigates the impact of potential equity market financing on corporate governance and 

allows us to focus on the relationship between bank financing and corporate governance.  The 

interesting aspect is that secured bank financing appears to aggravate tunneling and thus 

highlights how inefficient banking renders equity market monitoring ineffective.  

We measure firms’ corporate governance by tunneling – the transfer of assets or profits 

out of the firm for the benefits of controlling shareholders. Although tunneling occurs mostly 

within the legal boundary, it is nevertheless loss to minority shareholders (Johnson, La Porta, 

Lopez-de-Silanes, and Shleifer (2000).  The loss could be economically significant and the 

conduct of tunneling may occur in many forms, through acquisition, security offering, or non-

operational transactions (Bae, Kang, and Kim, 2002, Bertrand, Mehta, and Mullainathan, 2002, 

Baek, Kang, and Lee, 2006). 

Compared to the U.S. where groups of diverse investors own listed firms, corporate 

ownership in China are much more concentrated, which is similar to many countries in Europe 

and Asia (Claessens, Djankov, Fan, and Lang 2000, Faccio and Lang 2002). This institutional 

feature, together with weak legal or regulatory protections for minority shareholders, makes the 

Chinese stock market highly conducive for tunneling activities (e.g., Peng, Wei, and Yang 2010, 

Jiang, Lee and Yue 2010). As a result, the conflict of interest between controlling and minority 

shareholders, rather than the one between the delegated manager and diverse investors, becomes 

the central theme of agency problems in Chinese firms.1 A common form for controlling 

                                                            
1 Jiang and Kim (this issue) comprehensively review the corporate governance features in China, covering a broad 
range of conflicts of interests and monitoring mechanisms. The feature of concentrated ownership stands out in 
discussions of all aspects compared to the conventional understanding based on US firms. 
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shareholders to tunnel is to borrow on company assets or cash, which in the Chinese case, is 

largely captured by an accounting item “other receivables”.2  

Our argument for inefficient bank financing as a culprit for governance failure is as 

follows. When firms can secure banking financing through non-economic factor such as political 

status, they become less concerned with the cost of capital on equity markets and thus less likely 

to respect returns to minority shareholders.  Further, market takeover is almost impossible in 

China prior to 2008 due to the highly concentrated ownership and the non-tradable share scheme. 

Both mechanisms make market punishment on tunneling unimportant. Our analysis focuses on 

the first mechanism: there is a positive relation between bank loans and tunneling; this relation is 

severer for firms have easier access to bank loans; and finally, bank loan is associated with poor 

firm performance.  

Our empirical work is based on Chinese non-financial listed firms sampled in 1995-2009.  

We first show that tunneling has a strong predictive power on future performance deterioration, 

which validates our measurement of corporate governance. We further demonstrate that 

tunneling, although punished by market financing sources, is largely overlooked by bank loan 

financing. That is, new loan allocation does not “price” tunneling, which verifies the assumption 

that banks and markets respond differently toward poor corporate governance.  Moreover, we 

document a positive relation between bank loans and tunneling activities. To differentiate our 

hypothesis from other alternatives and to address the potential issue arising from omitted 

variables, we examine the cross-sectional implications of our argument. We show that the 

relation between bank loan and tunneling is stronger in firms with higher tangibility which are 

favored in bank loan allocations, but weaker in regions where the banking industry is more 

                                                            
2 Chinese Security Regulatory Committee (CSRC) made it mandatory for firms to disclose details of the borrowing 
after 2006. The disclosed amount matches well with this accounting item within the sub-period when both numbers 
are observable.  
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efficient. Finally, we show that bank loans are negatively associated with firm performance 

primarily because of tunneling activities.  

Our findings - that banks do not punish tunneling and that firms with a higher bank 

borrowing capacity have a more severe tunneling problem - confirm that inefficient bank 

financing compounds poor corporate governance.  As secured bank financing negates the 

relevance of capital market punishment, control shareholders tunnel more aggressively when the 

reputation on the financing market is less valuable.  The implication is that to nurture more 

effective equity market disciplinary forces, China has to improve its banking market efficiency.   

 Although the empirical evidence is based on Chinese data, the theory proposed and the 

implications of results for corporate governance are general. In particular, our findings suggest 

that improving the banking efficiency or changing its dominant status is crucial for adequate 

corporate governance, development of financial system, and the maturing of a functionally 

efficient capital market.  

The rest of the paper proceeds as follows. Section 2 elaborates our proposition on 

controlling shareholders’ decision, outlines our hypotheses and methodology. Section 3 

introduces the data. Section 4 reports the empirical results.  Finally, Section 5 concludes the 

paper.   

2. Hypotheses and identification  

2.1 Controlling shareholders’ decision 

In deciding whether or not to steal, controlling shareholders face a tradeoff between short 

run benefits and long run reputation loss which may result in higher future cost of capital. 

Controlling shareholders with future external financing needs are less likely to expropriate 

minority shareholders if such behavior raises the future costs of capital.  
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There is, however, a difference between capital market financing and bank financing. 

Residual claimants aware of controlling shareholders’ past expropriation will demand a discount 

in providing finance, which raises the cost of the controlling shareholders’ company’s seasoned 

equity capital. On the contrary, banks, which are often senior claimants, care more about a firm’s 

making good on loans than about expropriation unless it leads to firm bankruptcy. Therefore, 

when a firm can secure bank loans at a reasonable cost, controlling shareholders have a higher 

tendency to expropriate.  

This consideration implies that inefficient banking, especially when access to bank loans 

is not based on economic reasons, dilutes the disciplinary role of the equity markets.  It will 

encourage the expropriation of minority shareholders by shielding firms from punishment by 

external financing markets.  The manifestation of inefficient banking with the aforementioned 

undesirable influence is that tunneling is positively associated with firms’ access and amount of 

bank loans.   

2.2 Identification 

The omitted-variable issue is a concern for empirical studies. Specifically in this study, 

our concern is whether an alternative theory causes the relation between bank loan and tunneling. 

To identify the secured-financing story, we conduct cross sectional analysis along firm 

characteristics such as assets tangibility. Tangibility measures a firm’s financing capacity and is 

an important determinant of bank loan access.  It influences tunneling likely through the 

financing channel rather than investments. As such, we can use the variable to at least test our 

story without excluding potential alternatives. 

Another possible choice to measure firms’ financial flexibility could be interest coverage 

ratio. However, it is endogenous to firm performance and bank borrowing. In addition, 

controlling shareholders’ incentive to expropriate is also influenced by firms’ investment 
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opportunity.  The measurement for investment opportunity, such as market to book values, 

however, again are often endogenous to market valuation, which responds to rather than drive 

tunneling activities.  

In addition to firm characteristics, we also consider the effect of banking industry 

development. Specifically, we employ an index that measures the banking industry’s regional 

development, in particular, the efficiency of bank loan allocation. As both the allocation and the 

pricing of loans are more merit-based in regions with more developed banking industry, we 

expect the relation between bank loans and tunneling to be weaker in these regions.  

Finally, we examine our theory’s implication for firm performance, which in fact 

provides a clear identification as it goes against the commonly accepted wisdom. Intuitively, 

financing pursues return. Our argument, however, predicts a negative association between bank 

loans and firm performance because of its encouragement on tunneling activities. Such evidence 

will constitute a salient and strong support to our theory.  

3. Data 

3.1 Sample and variables 

Our sample includes all Chinese listed firms in 1995-2009. The financials, governance, 

and bank loan data are available in the Chinese Security Market Research (CSMAR) database, 

partially accessible through the Wharton Research Database (WRDS). Excluding financial firms 

leaves 15,692 firm-year observations in total, but the number in each analysis varies due to the 

availability of individual datum. As Chinese firms’ fiscal reporting calendar is the same as the 

year/quarter calendar, we use the December financial reports for analysis.    

We use controlling shareholders’ borrowing from the company to measure tunneling 

(called Intercorporate loans in Jiang, Lee, and Yue (2010)). This information is reported in the 

financial statements under the term “Other receivables” (OREC). Unlike trade receivables under 
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the customary title of ‘‘accounts receivables’’, these borrowings are not part of ordinary business 

transactions and thus are flagged separately. 

 In China, corporate borrowing is a primary tool for controlling shareholders to tunnel 

resources. The Chinese Security Regulatory Committee (CSRC) has issued repeated warnings on 

insider corporate borrowing and has made its disclosure mandatory since year 2002.  However, 

because of weak regulatory enforcement, the practice has not abated. Since 2006, a new 

regulation requires firms to disclose the actual amount lend to large shareholders. This 

information facilitates to verify OREC with actual borrowing by the largest shareholder and its 

affiliates. In our analysis, we adjust the reported amount by total assets (ORECTA).  

To measure bank financing, we use firms’ total amounts of existing loans (adjusted by 

total assets) based on the balance sheets while access, amounts and interest rates are based on the 

actual new loan contracts. We also measure firms’ financing capacity by adjusting tangible assets 

by total assets.  

To measure banking industry development, we employ an index of bank loan allocation 

efficiency. The index is computed using surveys conducted by the China’s National Economic 

Research Institute (NERI) and the China Reform Foundation (CRF). These surveys are 

conducted annually for all provinces in China to measure the regional development of banking, 

markets, technology, and property protection etc. Three indices are computed to capture the 

development of banking industry. We, in particular, use the bank loan allocation efficiency 

index. The computation of this index is elaborated in Fan, Wang, and Zhu (2007) and 

summarized as follows: First, for each province in each year, a ratio of loans made to non-SOEs 

over total loans is computed. 3 Then, based on the distance of each province’s ratio from the 

cross sectional median within the year, a value between 0 and 12 is signed to each province each 

                                                            
3 These non-SOE loans include agricultural loans, township enterprise loans, private enterprise loans, and foreign 
enterprise loans. 
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year with zero to the province that is furthest below the median and 12 to the province that is 

furthest above the median. Finally, NERI and CRF which provide the final data adjust the array 

of numbers for each province by the overall growth rate of the non-state loan ratio to allow for 

comparability over the years with 2001 as the benchmark.  As such, a panel of index values is 

generated, which captures private credit development across regions and over time.  

In China, the bank industry is region specific. To minimize overlapping competition 

across branches within the same institution, branch structure is designed to parallel the territorial 

structure of the government system and branches are discouraged to lend beyond their own area. 

Therefore, we can use the panel of index described above to measure the banking environment 

faced by firms. 

We control for firm characteristics in the analysis: size (log (assets)), age (log (Age)), 

leverage other than bank loans (total liability – bank loans) / total assets, book-to-market, 

tangibility (fixed assets / total assets), and the growth rate of sales. We also control for various 

corporate governance variables: board size, board independence, managerial ownership, 

institutional ownership, a dummy variable for private controlling owner, and the divergence 

between the ultimate controlling shareholders’ cash flow and control rights –  key indicators for 

the conflict of interests between controlling and minority shareholders (Claessens, Djankov, Fan 

and Lang, 2002). We also control for auditor quality using a dummy variable that equals one if 

one of the four largest international auditing companies audits the firms’ financials, zero 

otherwise. Finally, we measure firm performance using return on assets, return on equity, and 

EBITA over assets. Definitions of all these variable are listed in table A1.  

3.2 Summary Statistics 

Panel A of table 1 summarizes the sample firms’ characteristics, returns, and other 

receivables. We report the number of observations, mean, median, standard deviation and 
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observation values at the 25% and 75% percentile of each variable. We winsorize all variables at 

the 1% and 99% distribution and convert to USD values using the exchange rate of 1USD=6.8 

CNY. 

As the panel shows, Chinese listed firms are comparable to listed firms in other countries 

with average total assets around 3 billion USD and market capitalization about 10 billion USD. 

Less than 48% of the market capitalization, however, is floating: The majority of shares is non-

tradable and held mostly by controlling shareholders such as the state, parent firms, and 

founders. The non-tradable ratio is even higher if we exclude observations after the 2005 split-

share structure reform that made shares eventually tradable. In addition, the leverage of sample 

firms tends to be high with a mean around 51% and reaching 63% at the 75% percentile. The 

ORECTA ratio averages around 7%, which is slightly lower than the 8% reported in Jiang, Lee, 

and Yue (2010), whose data end in 2004 and thus do not capture this ratio’s decline in recent 

years.  

Panel B of table 1 describes the bank loan observations in the sample firms, using three 

financial statement items: short-term borrowing, long-term borrowing due beyond a year and 

long-term borrowing due within a year. We first report the percentage of firms with no loans, and 

then for the non-zero observations, we report the mean, median, maximum, and minimum of the 

loan amounts and their ratios over total assets. 

Although over 90% firms have short-term loans (with maturity less than a year) in place, 

only two thirds are carrying long-term loans on their balance sheets. Among firms with bank 

loans, each category has an outstanding amount around 70-80 USD million. The ratio of loans 

over total assets, however, is significantly smaller for long-term loans, suggesting that the long-

term loans characterize large firms.  
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Panel C summarizes ORECTA over years. As the panel shows, ORECTA declines after 

2006 when the Chinese Security Regulatory Committee makes it mandatory to disclose the 

actual borrowing by controlling shareholders. However, the number of firms with non-zero 

ORECTA keeps increasing, suggesting that although regulation makes controlling shareholder 

tunnel less aggressively, such practice remains common and continues to spread.   

[Insert table 1 about here] 

4.  Empirical Results  

We present our empirical evidence in the following order. First, we validate that 

intercorporate borrowing by controlling shareholders is a value-destroying tunneling, hurting 

minority shareholders. Next, we present the evidence that such tunneling is positively associated 

with borrowings from banks. We then examine the cross-sectional implications of our theory that 

the relation arises due to inefficient bank financing.  In doing so, we show that bank loan 

allocations do not penalize tunneling by analyzing loan amounts, pricing, and determinants of 

access. Finally, we examine our proposition’s implication for firm performance.  

4.1 Tunneling, firm performance, and market punishment    

To validate ORECTA as a tunneling measure, we follow Jiang, Lee, and Yue (2010) and 

regress future firm performance on ORECTA. In panel A of table 2, the three dependent 

variables are ROA, ROE, and EBIT in year t+1, while in panel B, the dependent variable 

indicates whether the firm is ST-flagged in year t+3. A listed company is ST-flagged if its 

financial statements have been detected with irregularity or its earnings have been negative for 

two consecutive years. The explanatory variables include past firm performance, size, leverage, 

sales growth, and to our primary concern, ORECTA. We create the rank of ORECTA by first 

categorizing firms into 10 quintiles and then scaling the ranking between one and zero. That is,  
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R_ORECTA takes the value of 1 if the firm falls into the highest ORECTA quintile, and 0 if the 

firm falls into the lowest ORECTA quintile.4 

Consistent with Jiang, Lee and Yue (2010) that covers 1999-2005, observations in our 

sample period 1995-2009 show that firms in the highest ORECTA quintile consistently 

underperformance those in the lowest ORECTA quintile. Specifically, being in the highest 

ORECTA quintile reduced ROA in the subsequent year by 4%, ROE by 9% and EBIT by 4%.  It 

also almost doubles the likelihood for the firm to be ST-flagged in year t+3.  All these relations 

are significant at the 1% level. More importantly, the addition of R_ORECTA does not impact 

the coefficients and significance of other control variables. It is therefore unlikely that the results 

are driven by multicollinearity. 

[Insert table 2 about here] 

We also validate our key assumptions on the differences in markets’ and banks’ 

responses to tunneling. Table 3 summarizes ORECTA, equity market trading and returns, 

financing activities and sources by ORECTA quintiles. As the table shows, firms with higher 

ORECTA have lower market turnovers and returns. As ORECTA increases, firm’s total external 

financing drops dramatically. The drop is mainly driven by the decrease in equity issuance and 

public bond issuance. The latter is less obvious as bond market is underdeveloped in China.  

However, it still contrasts sharply with bank borrowing, which not only has minimal drops in 

term of amounts and in fact increases in term of the percentage of total financing.  The same 

pattern exists for other financing, which includes informal sources, although the trend is less 

monotonic as compared to banks.  

 Results in table 3 suggest that the equity market punishes tunneling activities not only 

through reducing liquidity and price depreciation but also by providing less funding. In other 

                                                            
4 We control for time and firm fixed effects as well as cluster standard errors by firm in all our regressions reported 
in Tables 2, 4 to 8. 
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words, both supply and demand sides impose punishment through the amount of funding and 

cost of equity. Banks, on the other hand, are quite tolerant to controlling shareholders’ 

expropriation behaviors and continue to provide funds.  

[Insert table 3 about here] 

4.2 Bank loan and other receivables 

To illustrate the relation between firms’ bank loan financing and tunneling activities, we 

regress ORECTA on bank loans while controlling for firm size, book-to-market, liabilities other 

than bank loans, managerial ownership, board size, board independence, private control, year 

and firm fixed effects. We run the regression in both the full sample and the subsamples 

categorized by whether or not the firm is dual listed domestically and overseas.  

As table 4 shows, bank loan/total assets is positively associated with ORECTA in all 

samples and significant at the 1% level.5 Further, managerial ownership and board independence 

both reduce ORECTA significantly. In contrast to the conventional assumption and the 

corresponding research that focuses on expropriation in studying state ownership, the empirical 

results here indicate that ORECTA is actually higher in privately controlled listed firms than in 

the state-owned listed firms.  

These findings suggest that controlling shareholders’ expropriation on minority 

shareholders is positively associated with firms’ access to bank loans.  Other governance 

mechanism, such as managerial incentives and board of directors, help reduce such conflict of 

interests. Finally, expropriation by the state is not necessarily severer than expropriation by 

private controlling shareholders.   

                                                            
5 It is surprising that firms with oversea dual listing still suffer the same problem. To further validate this 
observation, we also compare firms in listed in USA using their financial data reported to SEC. We find that the 
proximate measure of other receivable in the US listed Chinese firms have higher ORECTA compared to other 
firms. This finding questions the degree to which hosting countries corporate governance standard can be bounded 
in cross listing.   
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[Insert table 4 about here] 

4.3 Allocation and pricing of new bank loans 

We interpret our results as that easy access to bank financing causes equity market 

punishment irrelevant and thus encourages controlling shareholder to expropriate. To add 

credence to this interpretation, we verify that new bank loans do not punish tunneling.   

In table 5, we simultaneously analyze the amount and the interest rate of new bank loans. 

The dependent variables are log(new loan amount in CNY in the next year) and interest rate 

measured in %.  The explanatory variables include loan maturity, indicator of a banker on firms’ 

board, political connection, tunneling activities (ORECTA), firms characteristics, year and 

industry fixed effects.  Over our sample period, 13,197 new loans were granted to the sample 

firms, however, only 1,163 cases have concrete information on interest rate, amount, and 

maturity, and firm characteristics at the same time.  Further, these observations have only 

minimal overlap with observations on governance variables (93 cases). Therefore, we exclude 

the governance variables in the explanatory variables.  

Consistent with the stylized facts in the banking literature, we find that loans are 

positively associated with firm size, but negatively associated with maturity and firms’ existing 

total liabilities. The loan interest rate is negatively associated with both loan maturity and firm 

size. However, firms’ tunneling activities have no effect on the amount or pricing of new loans. 

Rather, firms’ relationship with banks and governments plays a significant role. In particular, 

both types of relationship increase the amount of new loans.6 While firms’ political connection 

reduces loan costs, a banker on the board is positively associated with interest rate, suggesting a 

monitoring role for firms otherwise unable to secure loans. Overall, results in table 5 suggest that 

                                                            
6 Cull, Li, Sun, and Xu (this issue) suggest that political connection is associated with not only loan access and 
amount but also inefficiency in credit allocation. Sensitivity of investment to internal cash flows is higher for firms 
that report greater obstacles to obtaining loans. Large, non-state, and innovative firms but without connections are 
especially financially constrained. 
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bank do not penalize tunneling activities in allocating new loans, as tunneling has no apparent 

effect on the amount or pricing of new loans. 

[Insert table 5 about here] 

4.4 Cross-sectional implication 

We further identify inefficient bank loan as a drive for tunneling by showing the cross 

sectional difference in the loan-tunneling relations. To do so, we first examine the determinants 

of loan allocation. We then use the determinants for cross sectional identification -- to show that 

the linkage between bank loans and tunneling is weakened in firms that have small financing 

capacity, less financial flexibility, and in locations where the banking sector is more efficient. 

In table 6, the dependent variable is a dummy variable that equals one if the firm has an 

actual bank loan contract in year t+1. The explanatory variables of interest are firms’ total 

liability (measuring financial flexibility), tangibility (measuring financing capacity), and regional 

banking industry efficiency index. The regressions also include various governance variables to 

assess whether they influence bank’s allocation decision. We control for firm characteristics 

observed at the end of year t: log(total assets), bank loan/assets, profit/total assets, and sales 

growth.    

As table 6 shows, firms’ likelihood of obtaining a bank loan is negatively associated with 

total liability (coefficient -2.78 ~ -2.89), but positively associated with tangible assets 

(coefficient 2.40 ~ 2.63) and regional banking efficiency (coefficient 0.15~0.16). All these 

relations are significant at the 1%, 5%, or 10% level. As these variables are important 

determinants of bank loan access, we expect that these variables will influence controlling 

shareholders’ expropriation behaviors.     

In addition, consistent with an implicit guarantee hypothesis (firms’ controlling 

shareholders’ implicit guarantee raises these firms ability to obtain bank loans), we find that 
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dominant shareholders’ control rights are positively related with firms’ likelihood of obtaining a 

new loan. However, the likelihood is negatively associated with the divergence between control 

and cash flow rights – a key indicator of controlling shareholders’ incentive to tunnel. Finally, 

connection with bankers and the quality of auditors also influence bank loan access. 

[Insert table 6 about here] 

Knowing that financial flexibility, assets tangibility, and efficiency in the regional 

banking industry are important determinants of bank loan access, we now examine the cross-

sectional variation of loan-tunneling association relating to these variables. We regress ORECTA 

on bank loans, tangibility, regional banking efficiency, and their interactions with firms’ bank 

loan.  The regressions also control for firm characteristics, governance variables, year and firm 

fixed effects.  

As table 7 shows, we still find that tunneling is related to bank loan after controlling for 

factors that contribute to loan access (i.e., banks want to have bank loans), with the coefficient 

within 0.11~0.58. Furthermore although bank loans are positively associated with ORECTA this 

relation is reduced by banking efficiency (interaction coefficient -0.02~ -0.05) but aggravated by 

tangibility (interaction coefficient 0.62~0.74). All these relations are significant at the 1% level. 

The total liability puzzlingly also aggravate tunneling, which might be driven by the fact that 

bank loan is part of the total liability. 

Results in table 7 suggest firms that operate in regions where the banking industry is 

more efficiency are less likely to tunnel resources out. On the other hand, firms with tangible 

assets large enough to empower them in bank borrowing almost triple their degree of tunneling.  

[Insert table 7 about here] 

For robustness tests, we also use other banking efficiency index constructed using the 

same survey, such as banking competition and property rights.  Our results presented here are 
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robust to these indices. We summarize these indices and present their relation with ORECTA in 

appendix A3.  

4.5 Implications for firm performance 

Finally, we examine the theory’s implication on firm performance. Whereas classic 

corporate theories and empirical evidence in the extant literature suggest a zero or positive 

relation between bank loans and firm performance, our proposition implies a negative relation. 

That is, inefficient loan allocation encourages tunneling which dilute firm performance.   

We regress firm performance: ROA, ROE and EBIT in year t+1 on bank loans and 

control variables in year t.  For each dependent variable, we use two specifications: one that 

includes bank loans and past performance, firm characteristics, and governance variables as 

controls and the other that includes additionally ORECTA and its interaction with bank loans. 

Specifically, for the interaction term, we use the ranking variable R_ORECTA, which has ten 

deciles scaled between 0 and 1. The rank equals one if the firm falls in the highest ORECTA 

quintile, zero if the firm is in the lowest ORECTA quintile, and the other deciles evenly takes 

values between 0 and 1. 

As table 8 shows, in the regressions that include only bank loans and controls, bank loans 

predict low ROA, ROE, and interesting even EBIT in the next year, with coefficients all 

significant, of -3.54, -2.45, and -2.67 respectively. When we introduce ORECTA and its 

interaction with bank loans into the regressions, however, ORECTA and in particular, its 

interaction with bank loans are negatively and significantly associated with firm performance. 

The negative coefficients on bank loans, on the other hand, are largely reduced or even become 

positively associated with firm performance.7  

                                                            
7 Our result on firm performance is also consistent with Jiang, Rao, and Yue (this issue)’s evidence. They document 
a positive market response when the CSRC announces to tackle the tunneling issue. Furthermore, the operating 
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These findings indicate that the predictive power of bank loan for future firm 

performance results may be mainly from tunneling.  In fact, when we control for tunneling and 

its aggravated effect related to bank loans, these bank loans have no or a positive relation with 

future firm performance measured in ROE or EBIT, which is consistent with conventional theory 

and stylize empirical facts.   

[Insert table 8 about here] 

4.6 Robustness and caveats 

The results reported above are from panel regression with firm fixed effects.  We also 

conduct robustness checks by including other variables that may affect controlling shareholders’ 

incentive to expropriate; specifically, the percentage of shares owned by the state, the exact 

percentage of shares owned by the controlling shareholders, and whether the controlling owner is 

the CEO, founder, or a family member. These variables have no significant impact on 

expropriation and do not alter the earlier findings. 

An implicit guarantee hypothesis might also suggest a linkage between tunneling 

activities and bank loans: Controlling shareholders, for example, sometimes use private cash to 

temporarily “prop up” troubled firms (Friedman, Johnson, and Mitton 2003 and Bae, Cheon and 

Kang 2008). As such, banks may become more willing to lend loans to these firms because of 

the implicit guarantee provided by controlling shareholders. We do find a positive relation 

between control rights and new bank loan access suggesting that the implicit guarantee 

hypothesis is at work. However, as we measure tunneling by the amounts that the controlling 

shareholders borrow from firms, this alternative argument suggests a negative empirical relation 

                                                                                                                                                                                                
performance and valuation of firms who previously have severe tunneling increase after the corresponding 
regulation goes into effect. 
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between bank loan and our measure of tunneling activities. Yet, we find the opposite.  Therefore, 

results in the paper are not driven by the presence of implicit guarantee.   

 

5. Conclusion 

This paper provides evidence that inefficient bank financing leads to weak corporate 

governance. That is, when a firm has easy access to non-disciplinary bank loans, the controlling 

shareholder becomes less concerned about reputation loss and the subsequent higher cost of 

equity capital. Hence, the controlling shareholder is more likely to expropriate minority 

shareholders. 

Consistent with this proposition, we find that controlling shareholders’ tunneling 

activities are positively associated with firms’ existing bank loans, but their firms’ new loans 

amount and pricing are not affected by tunneling. The positive relation between bank loan and 

tunneling is particularly strong in firms with large tangible assets (financing capacity) and in 

regions where banking industry is inefficient.  We also find that bank loans are negatively 

associated with firm performance because of tunneling channel. Once tunneling is controlled for, 

bank loan as a financing mean has a positive effect on firm performance.    

We partially address the endogeneity and identification issues by testing cross sectional 

implications and examining loan allocation decisions. Evidence from this study suggests that 

banking efficiency is important for corporate governance. Inefficient loan allocation not only 

fails to monitor firm quality but also dilute the disciplinary role of the equity market. Essentially, 

when the financial system is dominated by inefficient banks, it is hard for equity market to 

mature. While our evidence is based on an economy in which bank financing is largely an 
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exogenous phenomenon, implications can be generalized to economies in which firms have 

flexible choices of financing sources. 
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Appendix A1:  Definition of Variables  

 
Variables Description 

ORECTA Other receivables (account receivables other than those through trading accounts, notes, and pre-
payment) over total assets with the actual funds occupied by controlling shareholders as the main 
component. 

Bank loan  A ratio of bank loans to total assets. 
ROE The ratio of net income to over equity. 
ROA The ratio of net income to total assets. 
EBITA The ratio of earnings before extraordinary items plus interests and tax to total assets. 
Bank loan allocation 
efficiency  

An index of banking competitiveness based on the ratio of bank loans to nonstate business like 
agricultural loans, township enterprise loans, private enterprise loans, and foreign enterprise 
loans to all bank loans in the province. Source: Fan, Wang et al. (2007). 

Firm size The logarithm of total assets. 
Leverage The ratio of total liabilities to total assets. 
Tangibility The ratio of fixed assets to total assets. 
Sales growth The firm’s total sales growth. 
Private control A dummy variable that equals one if the firm was ultimately owned by individuals at the time of 

IPO, zero otherwise. 
Cash flow rights The cash flow rights of the controlling shareholders. 
Divergence The divergence between the controlling shareholders’ cash flow rights and their control rights. 
Board independence The percentage of board members that are outsiders. 
Managerial ownership The percentage of shares held by the CEO 
Institution investors The percentage of shares held by institutional investors. 
International auditor A dummy variable that equals one if the firm’s financial reports are audited by any one of the 

largest four auditing firms. 
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Appendix A2: Bank development and property rights indices 

This table summarizes the indices used to identify the efficiency level of bank lending. The banking development 
and property right protection indices are observed from 1997 to 2007 at the province level, based on the annual 
national surveys conducted by the China’s National Economic Research Institute (NERI) and the China Reform 
Foundation (CRF). 

Panel A: Bank development index (mean /median)

Year 
# of 

observations 
Banking 

competitiveness 

Resource 
allocation 
efficiency 

Overall 
marketization 

of banking 
industry 

Property 
rights 

protection 
  mean median mean median mean median mean median 

1997 29 3.58 3.82 2.77 2.65 . . 3.15 3.51 

1998 30 3.66 3.88 3.03 3.08 . . 3.37 3.56 

1999 30 3.85 4.03 3.27 2.76 3.67 3.82 3.37 3.43 

2000 31 4.04 4.12 3.90 3.29 3.93 4.28 3.52 3.84 

2001 31 4.49 4.95 4.37 4.40 4.38 4.60 4.08 4.12 

2002 31 4.48 4.93 5.27 5.20 4.88 5.20 4.08 4.12 

2003 31 5.02 5.36 6.63 6.58 5.83 6.22 4.08 4.12 

2004 31 5.68 6.19 7.52 7.52 6.60 6.73 4.29 4.05 

2005 31 5.57 5.75 8.32 8.41 6.94 6.89 3.69 3.29 

2006 31 5.99 6.20 8.73 9.03 7.36 7.35 3.09 2.79 

2007 31 6.80 7.20 9.45 9.75 8.12 8.07 3.45 3.24 

Panel B: ORECTA by rank of indices (mean, Median) 

Top quintile 6.29 2.99 5.90 2.77 5.38 2.47 5.73 2.64 

2nd quintile 5.45 2.66 5.96 3.00 6.10 2.87 6.89 3.59 

3rd quintile 6.00 3.23 6.98 3.74 5.67 2.78 7.13 3.88 

4th quintile 7.13 3.89 6.50 3.58 5.80 3.10 7.30 4.56 

Bottom quintile 8.31 5.25 7.07 3.77 7.70 4.78 6.10 3.52 

Statistics of difference (bottom-top) [6.47] [9.78] [4.26] [4.82] [7.18] [9.94] [1.31] [4.77] 
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Table 1 Descriptive statistics of the sample, firm characteristics, bank loans, and other receivables 
 
Our sample includes 15,692 firm-year observations from 1995 to 2009, covering all listed firms on China’s stock 
market, SHSE and SZSE, with at least one year financial statement reported. We use December reports, because 
Chinese firms’ reporting year/quarter are the same of calendar year/quarter.   

Panel A presents the sample firms’ characteristics: SIZE is the log of total assets; MV is market capitalization of the 
stock at the end of the fourth month after the fiscal year end; TMV is market value of tradable market shares; BM is 
book-to-market ratio; LEV is leverage, defined as total liabilities divided by total assets; ROA is return on assets; 
ROA is return on assets; EBITTA is earnings before extraordinary items plus interests and tax over total assets; 
OREC is other receivables; ORECMV is other receivables deflated by market value of equity; ORECTMV is other 
receivables deflated by market value of tradable shares; ORECTA is other receivable deflated by total assets.  

Panel B describes sample firms’ bank loan information. Bank loans are included in three financial statement items: 
short-term borrowing, long –term borrowing, and long-term borrowing that is due within a year. The first block 
presents the loan amounts and the second block presents the ratio of loan over total assets. The percentages of firms 
that have zero loans or zero in any one item are also reported. The mean, median, maximum and minimum are based 
on non-zero observations. 

Panel C describes ORECTA (%) of each year. 

We have winsorized all variables at 1% and 99%. Wherever USD values are presented, the exchange rate for 
conversion is 1USD=6.8 CNY. 

 

 
Panel A: Firm Characteristics 

      

 N Mean Median Std.dev 25% 
il

75% 
Q ilSize (total Assets in USD million) 15,692 3,395 3,013 6,541 1,637 6,302 

MV (Market Cap. In USD million) 15,389 10,199 5,290 16,739 3,038 9,751 

TMV (MC of tradable shares) 15,389 4,849 2,247 8,317 1,181 4,684 

OREC (in USD million) 15,692 233.56 99.48 369.81 34.60 259.52 

Book-to-market (%) 15,389 35.44 29.18 25.73 18.47 45.43 

Leverage (%) 15,692 51.93 49.66 28.43 35.65 63.05 

ROA (%) 15,666 1.61 2.81 9.07 0.53 5.54 

ROE (%) 15,665 3.28 6.24 25.51 1.53 11.01 

EBITTA (%) 15,692 3.84 4.68 8.55 2 7.69 

ORECMC (%) 15,389 5.02 1.74 9.23 0.52 5.14 

ORECTMC (%) 15,389 13.43 4.04 26.66 1.1 13.05 

ORECTA (%) 15,692 7.04 3.03 10.53 0.92 8.53 

 

(continued)  
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Panel B: Bank loan   

 # of  observations Statistics summary 

Total  Zeros(%) Nonzero Mean Median Max Min 

                                                                    Bank loan amounts  (USD Million) 

Short-term loan 15,675 8.22 14,387 61.32 32.35 791.18 0.01 

Long-term loan 15,620 35.76 10,035 83.38 13.24 1,558.24 0.00 

Loan due within a year 15,453 51.35 7,518 26.32 6.03 2,867.65 0.00 

Total bank loan 15,049 5.10 14,282 109.85 46.76 3,970.59 0.01 

                                                                         Bank loan /total assets (%) 

Short-term loan 15,468 7.85 14,254 19.05 16.28 334.98 0.00 

Long-term loan 15,389 35.48 9,929 8.76 5.68 80.06 0.00 

Loan due within a year 15,221 51.34 7,407 4.40 2.29 512.99 0.00 

Total bank loan 14,887 4.91 14,156 26.73 24.45 745.95 0.00 
 
Panel C: ORECTA (%) by year 

 N Mean Median Std.dev 25% 
 quartile 

75% 
quartile 

1995 283 8.72 6.85 7.38 3.45 11.26 

1996 444 10.74 8.68 9.02 4.21 14.34 

1997 647 10.52 7.87 9.70 3.64 14.54 

1998 759 10.73 7.80 9.92 3.72 14.63 

1999 857 10.80 7.30 12.21 3.32 13.31 

2000 996 9.73 5.38 15.10 2.35 11.13 

2001 1,072 6.99 3.77 9.67 1.44 8.32 

2002 1,132 7.70 3.42 18.93 1.13 8.45 

2003 1,188 7.56 2.99 15.72 1.07 8.04 

2004 1,244 8.41 2.95 18.50 0.92 8.63 

2005 1,241 7.98 2.84 17.29 0.89 7.67 

2006 1,291 7.70 2.11 22.30 0.78 5.99 

2007 1,370 3.35 1.42 6.36 0.54 3.51 

2008 1,407 2.71 1.18 4.75 0.50 2.87 

2009 1,524 2.18 1.00 3.97 0.41 2.32 
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Table 2: Other receivables as a predictor of firms’ future performance 
 
This table examines the economic consequences of large shareholder occupying firms’ funds by as a verification of 
tunneling.  The dependent variables are returns of assets in year t+1 in panel A, and the probability of falling in 
“special treatment” (ST) measure by a dummy variable that equals one if the firm was specially treated, and zero 
otherwise in panel B. ST means that the firm is under special watch for having negative profitability for two or three 
consecutive years. The explanatory variables include R_ORECTA in year t and other control variables. R_ORECTA 
is a rank of ORECTA in ten deciles and scaled to be between zero and one. (i.e., R_ORECTA=1 for firms in the 
highest ORECTA decile, and =0 for firms in the lowest decile). Other explanatory variables include asset turnover, 
sales growth in year t-1, operating cash flow divided by total assets, non-operating income deflated by total assets.  
 
Standard errors are clustered by firm and reported in parentheses. ***, **, and * denote significance at the 10%, 5%, 
and 1% levels respectively.  
 

Panel A. ORECTA predicts Future firm returns 

 ROA (t+1) ROE (t+1) EBITTA (t+1) 

ROA 0.47***   

 [0.03]   

ROE  0.09***  

  [0.037]  

EBITTA   0.51*** 

   [0.03] 

R_ ORECTA -0.04*** -0.09*** -0.04*** 

 [0.00] [0.01] [0.00] 

Leverage -0.04*** 0.05*** -0.02*** 

 [0.01] [0.04] [0.01] 

Log (total assets) 0.01*** 0.01  0.01*** 

 [0.0] [0.00] [0.01] 

Dummy(negative net income) -0.02*** -0.11*** -0.01* 

 [0.01] [0.01] [0.00] 

Constant -0.01  -0.00  0.01  

 [0.02] [0.06] [0.02] 

Year fixed effect Yes Yes Yes 

Firm fixed effect Yes Yes Yes 

Observations 13,981 13,979 13,982 

Adjusted R-squared 0.33 0.057 0.327 
 

continued  
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Panel B: LOGIT model, Y=1 if a firm is in Special Treatment status in Year T+3 

 Dependent variable ST(T+3) 

R_ ORECTA  1.75*** 

  [0.19] 

ROA -6.71*** -5.88*** 

 [0.67] [0.648] 

Assets turnover -1.08*** -0.89*** 

 [0.20] [0.20] 

Leverage 3.12*** 2.74*** 

 [0.28] [0.29] 

Sales growth -0.01** -0.01* 

 [0.00] [0.00] 

Operating cash flow/total assets -3.29*** -2.67*** 

 [0.58] [0.57] 

Non-operating income/total assets -4.41* -3.78* 

 [2.35] [2.26 

SIZE  (log(total assets)) -0.36*** -0.27*** 

 [0.07] [0.07] 

Constant 4.66*** 1.23  

 [1.39] [1.43] 

Year fixed effect Yes Yes 

Firm fixed effect Yes Yes 

Observations 9,679 9,679 

Pseudo-R 0.27 0.29 
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Table 3: ORECTA, firm financing and market performance 

We categorize firm * year observations into 10 quintiles based on ORECTA, then summarize financing activities 
and market performance of stocks during the subsequent year for each quintile.     

Quintile 
by 
ORECTA 
at t-1 
 

ORECTA 
(%)  
 at t-1 
 

Trading 
turnover 

Annual 
total return 
(%) 

Total 
financing 
proceeds 
(USD 
Million) 

Share 
issuance 
(%) 
 
 

Bond 
issuance 
(%) 
 
 

Bank 
borrowing 
(%) 
 
 

Other 
financing 
(%) 
 
 

1 0.17 5.44 32.02 153.23 16.53 0.74 78.82 3.91 

2 0.48 5.58 38.50 134.79 14.59 0.47 80.59 4.34 

3 0.86 5.23 27.16 117.51 13.88 0.45 80.82 4.85 

4 1.37 5.26 30.60 127.88 12.54 0.55 82.70 4.21 

5 2.11 4.75 27.19 111.64 11.02 0.35 84.29 4.34 

6 3.20 4.64 18.29 99.42 10.38 0.36 86.10 3.15 

7 4.79 4.47 18.65 83.18 10.06 0.16 86.25 3.53 

8 7.34 4.47 12.65 64.40 11.21 0.21 84.72 3.87 

9 11.93 4.52 12.87 50.81 7.91 0.38 87.26 4.45 

10 34.73 4.60 6.24 33.18 5.01 0.37 87.77 6.86 

(10)-(1) 34.56*** -0.85*** -25.77*** -120.05*** -11.53*** -0.37* 8.95*** 2.95*** 

t-diff [39.36] [-6.17] [-8.29] [-16.67] [-11.76] [-1.78] [7.58] [4.10] 

(9)-(2) 11.46*** -1.06*** -25.63*** -83.99*** -6.69*** -0.10 6.67*** 0.11 

t-diff [21.84] [-7.37] [-7.58] [-11.56] [-6.88] [-0.48] [6.00] [0.19] 
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Table 4: Bank loans and other receivables 

We regress ORECTA on bank loan ratio and other firm characteristics in both the full sample and subsample of 
firms categorized by dual listing domestically and overseas. The observations are from 1995 to 2009. The dependent  
variable is other receivables scaled by total assets (ORECTA). The explanatory variables include total bank loan 
deflated by total assets, firm size, growth opportunity, other liabilities, and governance variables such as board size, 
independence and managerial ownership. The standard errors are clustered at the firm level and reported in 
parentheses; ***, **, and * denote statistical significance at the 1%, 5%, and 10% level respectively. 

Panel B: Regression (Y= ORECTA, X=bank loans and other controls) 

VARIABLES Full sample 
Firms with  
domestic listing  
only 

Firms with 
both domestic 
and oversea 
listing 

Constant 7.45*** 8.42*** 8.56*** 

[-1.28] [-1.45] [-3.23] 

Total bank loan/total assets (%) 0.10*** 0.10*** 0.15*** 

[-0.02] [-0.02] [-0.04] 

Log(total assets in Million USD) -0.34*** -0.38*** -0.39*** 

[-0.06] [-0.07] [-0.15] 

Book-to-market (%) -0.07* -0.07* 0.00 

[-0.04] [-0.04] [-0.01] 

(Total liability – bank loan)/total assets (%) -0.00* -0.00** 0.03 

[0.00] [0.00] [-0.04] 

Managerial ownership (%) -0.07*** -0.07*** -0.22 

[-0.01] [-0.01] [-0.65] 

Log(board size) -0.01 -0.01 0.01 

[-0.01] [-0.01] [-0.02] 

Independence (%) -0.05*** -0.06*** 0.06* 

[-0.02] [-0.02] [-0.03] 

Privately controlled 0.01* 0.01* 0.01 

[0.00] [0.00] [-0.03] 

Year fixed effect Yes Yes Yes 

Firm fixed effect Yes Yes Yes 
Other controls include cash flows, its divergence from ownership rights, institutional ownership, auditing 
quality.  
Observations 13,048 12,682 366 

R-squared 0.14 0.14 0.36 

Number of firms 1,669 1,608 61 
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Table 5: Amount and interest rate of new bank loans 

This table presents the results for the simultaneous analysis on the amount and interest rate of new loans. There are 
1,426 cases observed with interest rate and loan duration. They have minimal overlap with observations on 
governance variables (resulting in 93 cases). We therefore include only firm characteristics as controls in these 
regressions, which results in 1163 observations in the regressions. As the observations are mostly in cross section 
with time series for individual firms, we control for industry rather than firm fixed effect.  ***, **, and * denote 
statistical significance at the 1%, 5%, and 10% level respectively. 

(1) (2) 

Log(new loan amount) Interest rate (%) Log(new loan amount) Interest rate (%) 

Interest rate (%) 0.01 0.01 

[0.02] [0.02] 

Log(new loan amount) -0.02 0.01 

[0.06] [0.06] 

Loan maturity (months) 0.08*** -0.07*** 0.08*** -0.07*** 

[0.01] [0.02] [0.01] [0.02] 

Banker on board 0.34*** 0.32** 

 [0.08] [0.15]   

Politically connected firm 0.29***  ‐0.47*** 

   [0.08] [0.16] 

ORECTA -0.53 0.24 -0.65 0.41 

[0.41] [0.78] [0.42] [0.78] 

Log(assets) 0.61*** -0.18** 0.60*** -0.18** 

[0.04] [0.08] [0.04] [0.08] 

Profitability 0.90*** -0.92* 0.64** -0.81 

[0.28] [0.53] [0.28] [0.53] 

Total liability ratio -0.46*** 0.37 -0.29** 0.35 

[0.14] [0.26] [0.14] [0.26] 

Constant 5.59*** 9.46*** 5.61*** 9.37*** 

[0.83] [1.57] [0.84] [1.56] 

Year fixed effect Yes Yes Yes Yes 

Industry fixed effect Yes Yes Yes Yes 

Observations 1,13 1,163 1,163 1,163 

R-squared 0.37 0.19 0.37 0.19 
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Table 6: New bank loan allocations 

This table reports the regression results for bank loan allocation choices. The dependent variable is a dummy equal 1 
if the firm has an actually bank loan contract in year t+1. The explanatory variables are firms’ total liability (as a 
measure of financial flexibility), tangibility (as a measure of financing capacity), regional banking industry 
efficiency (measured by an index), and other controls and governance variables at the end of year t. The standard 
errors are clustered at the firm level and reported in parentheses; ***, **, and * denote statistical significance at the 
1%, 5%, and 10% level respectively. 

(1) (2) (3) (4) 

Total liability/total assets -2.78*** -2.89*** 

[0.62] [0.61] 

Tangible assets/total assets 2.40** 2.63*** 

[0.95] [0.92] 

Loan allocation efficiency index 0.16* 0.15* 

[0.08] [0.08] 

Banker on board  1.31*** 1.28*** 1.40*** 1.44*** 

    [0.23] [0.23] [0.23] [0.23] 

Control rights 0.03*** 0.02** 0.02** 0.02* 

[0.01] [0.01] [0.01] [0.01] 

Divergence (control from cash rights) -0.05*** -0.05*** -0.05*** -0.05*** 

[0.01] [0.01] [0.01] [0.01] 

Log(total assets) 1.13*** 1.04*** 1.51*** 1.28*** 

[0.24] [0.23] [0.22] [0.22] 

Bank loan(existing) /total assets 0.05*** 0.06*** 0.01** 0.02*** 

 [0.01] [0.01] [0.01] [0.01] 

Profit/total assets -0.43 -0.46 -0.16 -0.24 

 [0.54] [0.53] [0.44] [0.43] 
Dummy(big-four auditors) -2.35*** -2.49*** -2.24*** -2.32*** 

 [0.64] [0.63] [0.63] [0.61] 

Institutional ownership -0.02 -0.02 -0.01 -0.01 

 [0.01] [0.01] [0.01] [0.01] 

 
Other controls: CEO ownership, board independence, sale-growth (%), private control at IPO time. 
 
Year fixed effect Yes Yes Yes Yes 

Firm fixed effect Yes Yes Yes Yes 

Observations 3,294 3,294 3,302 3,302 

LR value 1,008.66 1,000.41 983.41 977.37 

Prob >chi2 0.00 0.00 0.00 0.00 
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Table 7: Cross-sectional pattern of the relation between ORECTA and bank loans  

In this table, we regress ORECTA on bank loans and variables that influencing bank loan allocations: Tangible 
assets /total assets (as a measure of financing capacity), regional banking efficiency (based on the index) and their 
interactions with firms’ bank loan/total assets.  Other control variables include firm characteristics and governance 
variables. The standard errors are clustered at the firm level and reported in parentheses; ***, **, and * denote 
statistical significance at the 1%, 5%, and 10% level respectively. 

(1) (2) (3) (4) 

Bank loan/total assets (ratio) 0.11** 0.20*** 0.17*** 0.58*** 

[0.05] [0.02] [0.02] [0.05] 

Total liability / total assets (ratio) 16.59*** 21.00*** 

[1.39] [1.42] 

Tangible assets / total assets -0.30*** -0.41*** 

[2.57] [2.78] 

Loan allocation efficiency index -1.71*** -1.94*** 

[0.24] [0.27] 

Bank loan/total assets * 0.07*** 0.05*** 

                Total liability / total assets [0.00] [0.00] 

Bank loan/total assets * 0.62*** 0.74*** 

                Tangible assets / total assets [0.05] [0.05] 

Bank loan/total assets * -0.05*** -0.02*** 

                Loan allocation efficiency index [0.01] [0.01] 

Log(total assets) -2.23*** -1.38** -9.76*** -8.64*** 

 [0.54] [0.54] [0.54] [0.54] 

Banker on board 0.16 1.25** 1.11* 0.95 

 [0.58] [0.59] [0.63] [0.64] 

Dummy(Big four auditors) -1.34 -1.94 -0.57 -1.5 

 [1.30] [1.34] [1.43] [1.45] 

Institutional ownership 0.14*** 0.15*** 0.26*** 0.22*** 

 [0.03] [0.04] [0.04] [0.04] 

Board independence 10.12*** 8.89** 19.89*** 21.72*** 

 [3.55] [3.66] [3.87] [3.92] 

Constant 70.02*** 23.89** 204.35*** 189.09*** 

 [11.77] [11.58] [11.64] [11.64] 

     
Other controls: managerial ownership, control rights, private control, divergence between control rights  
and cash rights. 

Year fixed effect Yes Yes Yes Yes 

Firm fixed effect Yes Yes Yes Yes 

     

Observations 7,497 7,497 7,510 7,510 

R-squared 0.36 0.32 0.23 0.21 
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Table 8: ORECTA and Bank loan relations’ implication on firm performance  

In this table, we explain firm performance with ORECTA, bank loan ratio, their interactions, and other controls. For 
the interaction between ORECTA and bank loan, we use rank of ORECTA, which has ten deciles and scaled to be 
between zero and one. (i.e., R_ORECTA=1 for firms in the highest ORECTA deciles,  =0 for firms in the lowest 
decile, and others evenly distributed in-between). The control variables: past performance, leverage other than bank 
loans, auditor quality, institutional ownership, control rights, divergence between control rights and cash rights, 
private at IPO time, managerial ownership, board independence, and the firm, year fixed effects. The standard errors 
are clustered at the firm level and reported in parentheses; ***, **, and * denote statistical significance at the 1%, 
5%, and 10% level respectively. 

Y= ROA(%) Y=ROE(%) Y=EBIT/Total assets (%) 

(1) (2) (3) (4) (5) (6) 

ORECTA -1.27*** -4.17*** -0.31 

[0.41] [0.79] [0.38] 

Bank loan / total assets (ratio) -3.54*** -1.72*** -2.45*** 1.39 -2.67*** -0.49 

[0.37] [0.55] [0.70] [0.97] [0.38] [0.56] 

R_ORECTA  -0.02*** -0.05*** -0.03*** 

         * bank loan /total assets [0.01] [0.01] [0.01] 

Lagged ROA (%) 0.78*** 0.78*** 

[0.01] [0.01] 

Lagged ROE (%) 0.80*** 0.79*** 

[0.01] [0.01] 

Lagged EBIT/total assets (%) 0.80*** 0.79*** 

[0.01] [0.01] 

Log(total assets) 0.44*** 0.39*** -0.81*** -0.91*** 0.04 -0.01 

 [0.15] [0.15] [0.27] [0.27] [0.16] [0.16] 

Institutional ownership (%) 0.02** 0.03*** 0.06*** 0.07*** 0.03*** 0.03*** 

[0.01] [0.01] [0.02] [0.02] [0.01] [0.01] 

(Total liability –bank loan)/  -0.52 -0.11 1.78*** 4.38*** 0.37 0.78** 

                      total assets [0.33] [0.33] [0.47] [0.59] [0.27] [0.31] 

Control rights 0.00 0.00 0.02** 0.02** 0.00 0.00 

 [0.01] [0.01] [0.01] [0.01] [0.01] [0.01] 

Constant -7.97** -6.40** 18.87*** 20.69*** 0.22 1.3 

[3.19] [3.19] [5.84] [5.82] [3.32] [3.32] 

 
Other controls: assets tangibility, managerial ownership, control rights, private control, divergence between control 
rights and cash rights, board independence, international (big-four) auditor, and regional banking efficiency index. 

Year fixed effect Yes Yes Yes Yes Yes Yes 

Firm fixed effect Yes Yes Yes Yes Yes Yes 

No. of observations 7,130 7,130 6,744 6,744 7,144 7,144 

R-squared 0.70 0.70 0.69 0.69 0.69 0.69 
 


