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ABSTRACT

This paper examines how Chinese banks re-allocated their loans when their total loans were

required be to cut due to a tightening of the Chinese authoritys monetary policy. Employing an

event study methodology, we find that those firms with political connections experienced more

pronounced decreases in their stock prices compared with non-connected firms. This additional

decrease associated with large decreases in bank loans resulted from the larger increase in default

probabilities of politically connected firms, and decreases in the probability of being bailed out by

the government. In sum, the evidence suggests that Chinese commercial banks are independent

from political interventions by the government.
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A great body of literature has argued for the importance of an advanced financial industry in

the development of an economy (see Levine, 2006, for a literature review). The financial sector, due

to its function of allocating resources efficiently to those sectors that generate profit and enhance

productivity, can potentially promote economic growth and social welfare. However, this linkage

between financial advances and economic development may not be universal, or it may not apply to

developing countries in the same way as it applies in developed countries. Allan, Qian and Qian

(2005), in an influential paper, argue that China could be a “counter-example” regarding the positive

relationship between a finance sector and economic growth. Specifically, they argue that Chinas

recent rapid economic growth has nothing to do with its highly inefficient financial sector. They

argue that Chinese commercial banks, due to their state ownership, are subject to a great extent of

political intervention. As a result, they act as the conduit of subsidies, in the form of cheap loans

from government to those state-owned firms under its control. The main driver of Chinese economic

growth, firms in the private sector, are mainly excluded from the formal financial sector. Thus,

the politically dependent banking sector and the economic growth that has occurred in the private

sector in China is inconsistent with the finance-growth relation that has normally been observed in

other countries.

However, the conclusion arrived at by Allan, Qian and Qian relies on one key assumption: the

state-owned financial sector in China is completely dependent politically, and is inefficient, and

capital allocation decisions are strongly reflect political intentions instead of economic interests.

This assumption has been challenged by a series of papers. Using survey data collected by the

World Bank, Firth, Lin, Liu, Wong (2009) find that banks tend to lend to those firms with more

experienced management and a better track record, and that political connections only play a

limited role in banks loan decisions. Ayyagari, Demirguc-Kunt and Maksimovis (2010), using the

same data, provide evidence for the efficiency of bank loan decisions. They demonstrate that those

firms with loans from banks grow faster compared to those that rely only on informal financial

services. They argue that Chinese banks lend to politically connected firms out of economic motives:

those firms either grow faster because of government contracts, or they are more likely to be bailed

out by the government, so that they are associated with a smaller cost of financial distress. Thus,

Ayyagari, Demirguc-Kunt and Maksimovis analysis suggests that the higher level of lending from

Chinese banks to connected firms is not necessarily an indication that Chinese firms are politically

dependent.

In this paper, we join this debate about whether Chinese banks are politically independent. We

propose an innovative method to measure the political independence of commercial banks in China.

Specifically, we exploit a series of events of increases in reserve requirements, a monetary tightening

policy that greatly curbed the capacity of banks to issue loans. We then compare the stock market

reaction of connected and non-connected firms during the periods when news of the reduced bank

lending hit the market. Using this setting we can test whether banks are politically independent,

because if they are greatly interfered in by the government, then the cumulated abnormal return

(CARs) of those connected firms, who are being preferred and supported politically, should be higher
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relative to non-connected firms. Whereas if the opposite result is observed, then banks are more

likely to be independent: connected firms are much more desirable borrowers from an economic

perspective, because poorly-performing connected firms are more likely to default in a period of

monetary contraction and the cash-strapped government is less likely to bail them out. We can then

draw conclusions about the preferential order of banks regarding who are their prioritized borrowers

and who are their marginalized borrowers.

We focus on the adjustment of the reserve requirement implemented by the monetary authority

as the exogenous monetary. A reserve requirement sets the compulsory portion of a commercial

banks deposits that has to be parked at the central bank’s vault. Upward adjustments of reserve

requirements are one type of contractive monetary policy, as they decrease the loan-able assets of

commercial banks. Banks need to either increase their deposits or liquidate their existing loans

or other financial assets in order to make room for more loans. The reserve requirement is likely

to be a binding constraint for Chinese commercial banks for three reasons. In recent years, the

Chinese Monetary Authority has frequently utilized such a policy in order to sterilize the increase

of capital inflow due to the years of trade surplus. Between 2005 and 2011, the PBoC made

37 reserve-requirement adjustments, 33 of them upward adjustments. As a result, the reserve

requirement of Chinese commercial banks climbed from 6% in 2006 to a formidably high 21.5% in

2011.

We argue that two characteristics of the reserve requirement are quite crucial for our research.

Firstly, the reserve requirement is a binding constraint on the lending behaviour of banks. The

already gigantic scale of deposits at Chinese banks and the existing deposit rate ceiling limits

the capacity of Chinese banks to attract more deposits. Moreover, Chinese banks find it hard to

substitute their other assets with newly issued loans due to various regulations. Due to the illiquid

bond market and administrative orders, the majority of bonds held by Chinese commercial banks

are “held-to-maturity” bonds (Walter and Howie, 2012). As securitization is not allowed in China,

no asset can be easily moved off the banks balance-sheets. As a result, the effect of enhancement

of the reserve requirement is quite clear: it is estimated that a mere 0.5% increase in the reserve

requirement is estimated to “freeze” assets of 350 billion RMB. Secondly, the adjustment of the

reserve requirement should be unanticipated by the market. As with all other policies (Calomiris,

Fisman and Wang, 2010), the Chinese governments announcements of the adjustments were not

made in accordance with any pre-determined schedule, and no hint of these were leaked to the

market. Indeed, the secrecy regarding adjustments enhance their effectiveness. The stock price of all

18 financial institutions decrease by an average level of 1.9%, compared with all other non-financial

firms, for each 0.5% upward adjustment of the reserve requirement.

In order to compare the CARs of connected and non-connected firms, we collected a sample

of all listed firms in China for which we can observe the daily share price. Following the event

study literature, we hypothesize that if politically connected firms are subject to different degrees of

impact relative to unconnected firms, the difference should firstly be illustrated by the difference

in the immediate stock market reaction. We calculated the CAR for each company for a six-day
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window around the event for each of the 37 adjustments of the reserve requirement between 2006

and 2011. We then implemented a panel regression, where all firm-event observations were stacked

together as dependent variables. We found that firms with political connections are associated with

lower CARs compared to those with no connections. More importantly, the relationship between

the CARs and political connection is monotone. Namely, firms with closest political connections,

state-owned enterprises (SOEs) affiliated with central government, are also associated with the

sharpest decreases while firms with the weakest connection, privately-controlled firms, are associated

with the smallest decreases.

We also illustrate that this excessive decrease of the CAR of the connected firms is not a

standalone phenomenon only illustrated by fluctuations in stock markets. The differential change

in CARs is also confirmed by changes in the loans granted by banks to those listed companies.

Compared with the beginning of the monetary circle, which lasted from 2007 to 2009, the total

loans issued to the connected firms experienced a much slower increases compared with unconnected

firms, suggesting that the decreasing of banks’ loans is a resource that dragged down the price of

these connected firms.

One advantage of our institutional setting is that the reserve requirement adjustments were

implemented many times, so that we can explore the time-series variation of events in terms of the

extent to which they were unanticipated. Therefore, instead of imposing the strong assumption

that the events were completely unanticipated, we impose the more relaxed assumption that a

variation exists in the extent to which the events surprised the market, and our difference between

connected/non-connected firms CARs comes from that additional unexpected information1. We use

two different measures to gauge the “unanticipated” factor of the reserve requirement adjustments.

Firstly, we use the information regarding the announced Consumer Price Index (CPI) and its time

horizon information to infer the anticipated factor of the adjustments. As the main purpose of

the adjustment of the reserve requirement is to repress the inflation rate, a high-level CPI index

announced a few days earlier would enhance the expectations on the part of the market that another

tightening of monetary policy was imminent. Secondly, as the reserve requirement has a major

impact on commercial banks, the stock market reactions of the banks can also be used as a measure

of the lack of anticipation of the change in the reserve requirement. We use these two measures of

unanticipated factors for each event. We find that the difference between politically connected and

non-connected firms is much larger for unanticipated events compared to anticipated ones.

The implicit assumption we have applied when interpreting the excessive negative CARs is that

the politically connected firms are impaired because banks cut their loans more aggressively. In

other words, there is a bank lending channel (Bernanke and Gertler, 1995) that intermediates the

decreases of value from banks to politically connected firms. We provide two pieces of evidence

that support the validity of the lending channel. Firstly, we find evidence that those firms that are

more vulnerable to the adjustment of reserve requirements via bank lending channel are associated

with a large difference between connected and non-connected firms. We use two measures for

vulnerability: the loan-to-deposit (LTD) ratio, and banks borrowing position in the inter-bank
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market. Both measures indicate an excessive level of loan portion2 and thus a higher vulnerability to

any regulation that has the intention of depressing loan issue. We find that the difference in CARs

between connected/non-connected firms is more pronounced for those firms that are linked with

more vulnerable banks. This suggests that banks are reducing loans to SOEs when their capacity to

make loans is limited. Secondly, we illustrate that there is a real effect, namely that the growth of

bank loans was smaller for politically connected firms relative to non-connected ones for the period

from 2007 to 2009, when the reserve requirement increased from 9% to 16%. Actually, the stagnation

in growth was not limited to the total amount of bank loans: the connected firms also lagged behind

the non-connected firms in investment, profitability and employment. Moreover, we find that there

is some evidence that these decreases in bank loans were partially offset by the utilization of other

resources of external finance, such as trade credit, short credit and lower dividends.

We also provide information to exclude the possibility that other channels also cause the observed

result. Empirically, we demonstrate that two major alternative hypotheses, the collateral channel

and the demand channel, cannot be the root of the difference in CARs. Regarding the collateral

channel, we illustrate that among the politically connected firms, those with the largest amount of

tangible assets are not associated with a greater extent of decrease, suggesting that the reduced

price of pledge-able assets is not the source of the decreased CARs. This result is consistent with the

findings of Deng, Gyourko and Wu (2014), who suggest that the collateral channel is not working

well in China3. Similarly, our result is not likely to be caused by the demand channel because the

decrease in stock prices results from the weaker demand brought about by the tightening of the

monetary policy: that is, because our result is still unchanged once the investment opportunities, and

their interaction with political connection dummies are controlled for, with investment opportunities

measured by Tobin’s Q or by forecasts by equity analysts.

We then make an attempt to answer the question why commercial banks cut loans to connected

firms to a higher degree compared with loans to non-connected firms. There are two possible

reasons why commercial banks cut more credit for connected firms during a monetary contraction.

The banks are either concerned that the connected firms are more likely to go bust, or they are

concerned that the government is less likely to bail them out once they go bust (Faccio, Masuilis and

McConnell, 2006). We find evidence for both explanations. Regarding the first explanation, we find

that firms with risky loans (measured by a higher level of interest rate), poor corporate governance

(measured by CEOs holding dual positions and a lack of option incentives) and firms that are in

competitive industries (measured by lower-than-median sales from top 10 firms to the total sales)

display significantly lower CARs. Regarding the second explanation, we illustrate that firms that

are located in city governments with weaker fiscal situations, measured by a lower fiscal income, a

slower growth from the proceeds of land sale and smaller level of fiscal independency, are associated

with a larger negative CAR. This suggests that the poor outlook regarding such firms being bailed

out by the local government is exacerbated by the financial situation of the local government. Both

explanations assume that commercial banks are independent, self-interested and make decisions

based on meticulous calculation (Firth, Lin, Liu, Wong, 2009; Ayyagari, Demirguc-Kunt and
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Maksimovis, 2010).

Moreover, our results suggest that the banks are treating the connected firms as normal firms

when they make their loan decisions. When we put the proxies for corporate governance, namely

previous performance and financial health dummy of their local governance, the coefficient for the

connected firm dummy become insignificant. This suggests that although the banks are still biased

towards the connected firms on average, as the connected firms still obtain a large share of loans,

on margin, banks are quite independent and efficient.

An alternative, less “rational” explanation, is that banks are forced to reduce loans for SOEs,

probably following the intervention of the government. Although there is some evidence that the

government may turn to administrative orders to force banks to extend more credit to connected

firms in the boom period (Deng, Morck, Wu, Yeung, 2015), they are less likely to do the opposite in

the tightening period, if only because of the great power enjoyed by such business groups (Brodsgaard,

2012)4. To mitigate the concern regarding government intervention, we compared firms that mainly

borrow from state-owned banks and firms that borrow from non-state-owned banks. Presumably,

state-owned banks are more likely to be subject to administrative interventions, and thus are more

likely to cut loans for politically connected firms. However, there is no difference in the additional

CAR associated with politically connected firms, indicating that government intervention in relation

to banks is not a primary factor.

As mentioned before, a series of papers have provided evidence of the independence of financial

institutions in China. (Alan, Qian and Qian, 2005, Firth, Lin, Liu, Wong, 2009, Ayyagari, Demirgiic-

Kunt and Maksimovic 2010). Our paper can be regarded as an extension of those papers. However,

we argue that our method may provide a stronger conclusion compared with the previous literature

for the following two reasons. Firstly, instead of examining the decision regarding issuing loans,

we look at the loan cutting decision when banks are forced to cut loans. Compared with the

decision to issue loans, the decision to cut loans has a more negative impact on firms value, and

thus is more likely to be affected by political intervention. By demonstrating that banks prioritize

cutting loans for connected firms, we provide stronger evidence that banks are quite independent.

Secondly, taking advantage of events of reserve requirement increases helps us to draw a conclusion

that could not be interpreted in other ways. Previous studies use either no identification strategy

or they use an instrumental variable (Pande and Udry, 2005), and the majority of their results

cannot differentiate the self- interest motive from other factors, such as higher degree of information

asymmetry mitigation associated with firms with better track records. In this paper, we use the

natural experiment style, and the exogenous shock, the increases of the reserve requirement, is quite

unlikely to be related to the outcome variables, namely, the decisions of commercial banks to cut

loans. This provides us with a good opportunity to observe the preference of commercial banks over

connected firms and non-connected firms.

The rest of this paper is organized as follows: Section 2 sets out the institutional background that

describes the Chinese land market and the political influence over the local land supply, providing

evidence for the legitimacy of the use of instrumental variables. Section 3 describes the data and
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the methods we used to merge them. Section 4 is empirical and provides the regression analysis.

Section 5 provides our conclusions.

I. The Institutional Background

In this section we will discuss three major institutional aspects of China that are related to

this study: the recent reform over the banking sector, the reserve requirement for commercial

banks as a monetary policy and the variation in political connections across firms. With regard

to the banking sector reform, we highlight a series of measures taken recently aiming at weaken

the political intervention of local politicians over the loan decision procedure of banks. Regarding

political connections, we argue that these political connections are clearly defined by the ultimate

controller of firms, that they originate from the centrally planned economy, and that they are quite

stable over the years. Regarding the reserve requirements, we emphasize their secretive nature and

their effectiveness in controlling monetary supply, as evidenced by significant stock market reactions

to the announcements.

A. Banking Sector Reforms in China

In the central planning era, the only role of Chinese banks was to act as conduits for channelling

low-cost capital to SOEs. These banks were subject to enormous political intervention and they did

not enjoy independence. Local mayors had great powers regarding decisions to issue loans. Banks

make loans to SOEs when local politicians ordered them to do so, without evaluating the prospect

of the loans being paid back. Some of these loans were called “policy loans” as their aim was a

form of subsidy of SOEs who lacked the capacity to make profit, but which still assumed the task of

employment and social welfare provision.

That dependence of commercial banks eliminated the incentive and capacity of these banks to

monitor their loans. This turned out to be value-destroying and dangerous. By the end of 1998, the

NPL of the whole Chinese banking sector was as high as 50% (Lardy, 1998). A series of reform

measures was implemented with the aim of decreasing political intervention and upholding the

independence of commercial banks. Three national policy banks were established that took over

the role of policy loan providers, which had formerly been played by the commercial banks. The

structures of commercial banks were adjusted so that branches of commercial banks did not need to

report to local government, only to their leaders within the bank.

A series of other measures were also taken to ensure that these independent banks were working

in such a way as to maximize economic profits. Since 2002, more than 20 banks have been permitted

to be listed on exchanges at home or abroad. Strategic block shareholders have been introduced

into these listed commercial banks to ensure better corporate governance. Moreover, the entry

barrier of the Chinese banking sector has been lowered as more and more previous city level banks

have been allowed to operate national-wide5. In order to better monitor the quality of the bank

loans, a banking sector watchdog, the China Banking Regulatory Commission (CBRC), was created.
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Policy-motivated loans that failed to meet the CBRCs economic value requirement would be placed

under strict scrutiny. See Table II for a summary of measures to ensure the independence and

efficiency of Chinese commercial banks.

These above mentioned measures greatly decreased the political intervention in the business

of commercial banks. The most impressive change was the sharp decrease in NPL. The average

NPL rate for Chinese commercial banks by the end of 2014 was a mere 1.1%, much lower than the

world average 5% and the previous 50%. The independence of banks is also reflected in the high

profitability of Chinese banks: the total sum of revenues of all 16 listed banks accounts for nearly

half of the total revenues of all listed companies in China.

B. Reserve Requirements in China

In this section we will provide institutional evidence for two arguments. Firstly, that the reserve

requirement is a key monetary instrument by which China sterilizes the inflation pressure from

capital inflow, as by it the state can greatly tighten the money supply without causing an increase

in the rate of return. Secondly, the reserve requirement is a binding constraint in that it limits the

total amount of loans that can be issued by commercial banks.

The reserve requirement refers to the required percentage of the total amount of deposits that

has to be deposited in the central bank. By increasing the reserve requirements, the monetary

authority controls the total amount of loans that can be issued by commercial banks and brings

down the monetary multiple, achieving the goal of decreasing the supply of money.

Reserve requirements are frequently used as sterilization measures to offset the inflation pressures

caused by the trade surplus, probably due to an under-valued foreign exchange rate (Chang and

Qin, 2003; Goldstein and Lardy, 2006). Compared with other methods to control the money supply,

reserve requirements have two major advantages. Firstly, as the interest rate paid to the reserve is

normally set by the monetary authorities at a lower-than-market level, it is not an exact substitute

for foreign capital, as most domestic bonds are. As a result, an increase in the reserve requirement

would have a smaller effect on increasing the expected return of domestic fund rates and therefore

is less likely to cause further carry-trade motivated capital inflow. Moreover, the lower interest rate

paid to reserves makes the sterilization by the monetary authority less costly. The interest paid

to the required reserves is only 1.8% far less than the one-year benchmark loan rate of 6.39%6.

Secondly, the reserve requirement is an extremely intense monetary instrument, in that it has the

capacity to decrease the money supply on a much larger scale compared with instruments such

as open market operations. This is especially the case in China because the countrys financial

sector is dominated by large commercial banks and bank loans are the main method of providing

intermediate funds to corporations. It is estimated that the total amount of money supply that

was decreased by the open market operation at its peak in 2011 was 200 billion RMB. Compared

with this, it is estimated that the total amount of money supplied decreased by a 0.5% increase in

reserve requirements was 350400 billion RMBalmost double the scale of open market operations.

Because of its effectiveness, low cost and high intensity, the reserve requirement is frequently
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used to fight the severe inflation that has been caused by years of trade surplus7. Between 2006

and 2011, the Chinese central bank increased the level of reserve requirement 37 times, in order to

repress the inflation rate. The level of the reserve requirement was increased from a mild 8.5% to a

stunning 21.5%8. For the periods from January 2008 to July 2009 and January 2011 to July 2011

there was at least one adjustment of the reserve requirement each month, for a consecutive seven

months. See Table II for a summary of the series of adjustments of the reserve requirements made

by the PBoC.

The implementation of the adjustments of reserve requirements turned out to be successful

and effective in controlling the monetary supply. The total amount of the monetary base that was

frozen by each 0.5% increase in the reserve requirement was 350 billion RMB, almost 0.43% of the

total monetary supply by the end of 2011. That means the ten consecutive monthly increases of

the reserve requirements between October 2007 and October 2008 offset almost 4% of the total

monetary supply. The effectiveness of the reserve requirement is evidenced by the declining monetary

multiplier. A higher reserve requirement, by restricting commercial banks from making loans, should

slow the money-creating process, and thus decrease the monetary multiplier. This prediction is

confirmed by the fact that the Chinese monetary multiplier decreased from its peak of 5.2 in May

2006, when a series of reserve requirement adjustments started, to a much lower level of 3.8 in

December 2008, when it ended. An assessment by Ouyang, Rajan and Willett (2010) has suggested

an offset coefficient of 0.7 for Chinese sterilization measures, indicating that about 70% of the

increase in the monetary base was offset by the reserve requirements.

However, the effectiveness of the adjustment of the reserve requirement is at the cost of the

restrictions imposed on banks’ loan issuance. Given that a larger portion of deposits is now required

to be held as reserves, commercial banks could in theory either increase their total pool of deposits or

liquidate other assets, such as extra reserves, bonds, or even securitize current loans to accommodate

a large amount of loans. However, under current regulations, neither method is allowed. Firstly, the

total amount of the deposits is not likely to be increased because of the deposit ceiling regulation.

The Chinese ceiling rate for deposits is set by the monetary authority and commercial banks are

strictly prohibited from offering a higher interest rate to absorb deposits9. Secondly, all other

forms of asset cannot be easily liquidated. Existing loans cannot be moved off the balance sheet as

collateralizations are not allowed in China. The majority of bonds are held to maturity, excluding

the possibility of replacing a bond with loans due to both the illiquidity of the secondary bond

market and government intervention (Walter and Howie, 2012)10. The excess reserve, one type of

asset that is converted to reserve at the lowest cost, declined from 6% in 2003 to less than 3% in

2007, an amount that is only sufficient to deal with inter-bank transactions11. In sum, multiple

regulations affecting commercial banks result in a situation where those banks have no other choice

but to liquidate profitable loans to hand in reserves with a negative real interest rate12.

The binding effect of the reserve requirements is also reflected by various market reactions. The

stock price of all 18 financial institutions decreased by an average level of 1.9% compared with

all other non-financial firms, for each 0.5% upward adjustment of the reserve requirement. The
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three banks with a relatively high ratio of loans relative to deposits, the Communication Bank, the

Pudong Development Bank and the China CITIC bank, experienced an average decrease of -3.4%.

These restrictions in the banking sector also spread to other sectors, as evidenced by an average

-0.47% decrease in the A share index on the trading day on which all 33 upward adjustments of

the reserve requirements took place. Moreover, the effect of the reserve requirements can also be

detected in the inter-bank market. Higher reserve requirements extract funds from commercial

banks, pushing up the cost of funds in the inter-bank interest rate. This phenomenon is particularly

evident during the period before the reserve requirement payment is due. For instance, on June

20, 2013, one week before the reserve payment, the official Chinese inter-bank overnight market

interest rate, the Shibor rate, peaked at a historically high level of 13.44%, suggesting a dry-out of

the money market due to the general liquidation and the deprived situation of commercial banks.

C. Political Connection in China

By politically-connected firms we refer to SOEs in China. Despite their widely-criticized poor

performance and low productivity (Song, Storesletten, Zilibotti, 2011), a large number of politically-

connected SOEs still exist. The reason for the existence of political connections between firms and

the government is because this connection provides benefits to both parties. For the government,

connected SOEs provide a series of advantages: they contribute a great amount of revenue (Louis,

Mao and Zhang, 2005; Li and Brodsgarrd, 2013), are large, pension-providing employers (Bai, Li,

Tao and Wang, 2000), and they provide the government with key support in implementing large-scale

industrial strategies and national-level projects (Nolan, 2002). In return, politically-connected SOEs

are granted favorable treatment and economic autonomy. These favors include monopoly power,

exclusive usage of nationally-owned resources, such as oil, gas and coal, the majority of the trade

quota and the largest amount of cheap bank loans and government subsidies (Downs, 2008; Li and

Brodsgaard, 2013).

Politically-connected SOEs can be further categorized into two groups, central SOEs and local

SOEs, according to whether their ultimate controller is the central government or local governments

(Cole, 2009; Sapienza, 2002). Central SOEs, or firms affiliated to the central government are mostly

tightly connected. They are mainly the spin-offs of previous government departments and they were

transferred into corporate during the government reforms occurred around 2000. They have higher

administrative rankings as evidence of institutions of higher importance to the economy. Central

government has largest political and economic interests in them and thus maintains directly control

over them. Firms with affiliations to local governments have more loose connections. Local SOEs are

transferred from local factories and they have relatively lower administrative rankings. Local SOEs

mainly take orders from the local government: central government can only influence their decisions

indirectly, via giving orders to the local government. This influence is greatly impaired by the

conflict of interest between the central and local government that is promoted by the decentralized

system (Jin, Qian, Weingast, 2005). Nevertheless, the political connections between local SOEs

are still much stronger compared with those of private firms, which are outside the administrative
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hierarchy and over whom the central government thus has little influence13. In sum, central SOEs

are located at the most-connected extreme of the political spectrum in China, while private firms

are located at the most-unconnected extreme.

These political connections are quite stable as there are only rare cases in which the ultimate

controller of a firm is changed. Firstly, privatization and nationalization, as the main methods

of changing political connection, have been quite rare recently in China. Large privatizations are

rare both because the government are reluctant to do so in fear of corruption and “loss of state

assets” (Lang, 2004) and because private firms are reluctant to acquire SOEs to avoid too much

social burdens such as pension funds provisions (Calomiris, Fisman and Wang, 2010).In recent

years, the great majority of the small number of acquisitions of SOEs by private firms has been

where private firms purchased nearly bankrupt shell companies, with the intention of bypassing

the heavy regulation of private firms becoming listed in Chinese stock markets. At the same

time, nationalization does not occur frequently mainly because private firms are not willing to be

merged with unproductive SOEs14. Moreover, all levels of government restrain themselves from

expropriating profitable private firms, mainly due to economic considerations.

The stability of political connections is also made possible by the hardship associated with

switching from a local SOE to a central SOE. This is mainly due to conflicts of interest between

the local and central governments. As local SOEs pay tax and a large portion of revenue to local

governments, local government has a strong incentive to block the initiatives of central SOEs seeking

to acquire local SOEs. For example, Szamosszegi and Kyle (2011) document that Hebei steel

company, a local SOE, is merging with many smaller steel firms to avoid being acquired by Baotou

steel company, a central SOE.

II. Data and Sample

In this section, we discuss how our samples, the variables used in this study, are constructed.

We focus on the political connection of listed firms. Then we illustrate that the politically-connected

firms are in general associated with a higher level of government subsidies, in the form of better

access to external finance, despite their poorer performance in comparison to non-connected ones.

A. Data Resources

In order to investigate the effect of the adjustment of the reserve requirement on the stock price

variations for firms with different political connections, we collected data of firms characteristics,

daily stock market traded prices and information about their ultimate controllers. All information is

sourced from the CSMAR database, the most comprehensive and detailed database about companies

listed in the Shanghai and Shenzhen stock exchanges.

The scope of our sample is all listed firms in China that have a consecutive trading record for

the period from 2006 to 2011, excluding those in the financial industry. That gives us a total sample

of 2,392 firms. The key variable for this study is the measure of political connectivity. In line
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with Charumilind, Kali and Wiwattanakantang (2006), we categorize the firms into three groups

according to the ultimate controller of the firm, which information is provided by the CSMAR

database. The reason for using the ultimate controller, instead of its largest shareholder, is that the

widely employed pyramid structure of East Asian companies means that the right of control does

not necessarily coincide with the cash flow right, making the latter an imprecise estimate as a proxy

of the influence of shareholders in the firms. We mark those firms with a central government-level

institution ultimate controller as central SOEs. The total number of those firms is 344. Note that

this number is larger than the total number of central SOE conglomerates, which is around 112.

The reason for this is that central SOEs are not those SOE conglomerates themselves, but rather,

the listed subsidiaries. Some central SOE business groups have more than one listed subsidiary.

For instance, the China Aerospace Science & Industry Corp and China North Industries Group

Corporation both control nine listed subsidiaries.

Within the sample of SOE listed subsidiaries, we selected 55 firms that operate in the strategic

industry and that are affiliated to those special central SOEs. Compared with other central SOEs,

these central SOEs have an even closer political connection because the industry they are operating

in is one of these “strategic” industries, such as telecommunications, petroleum and defense. The

CEOs of these SOEs are usually at the higher level and these firms receive a much larger subsidy

from the government. We name these 55 firm strategic SOEs.

All of these firms affiliated to local government or their agency, SASAC locals, are categorized

as local firms. There are 698 local SOEs. All the rest are private firms, totaling 1,350. That gives a

figure of 43% as the percentage of SOE firms, central or local, as a percentage of the number of

total listed companies in China. The portion of SOE firms to all listed firms reflects the favorable

treatment received by those SOE firms. The total number of listed SOE firms comes from a pool

of the 143,000 SOEs in China: only 3.9% of the 3.59 million private firms15. In other words, the

unconditional probability of SOE firms being listed is (43%/3.9%-1=) 10 times higher than that for

non-SOE firms.

In order to detect the inter-day stock market reactions to changes in the reserve requirement, we

calculated the CAR for a window of [-4, 1] around the announcement. The reason we started from

four days before the adjustment was to incorporate the possibility of the leakage of information,

something that was not rare in China before 201216. To calculate the CARs, we first implemented the

Fama-French three-factor model and a period of [-150, -10] to calculate the abnormal return, and then

we aggregated the abnormal return within the six-day observation window. Other characteristics of

the firm include its employment, total assets, leverage ratio, cash and tangible asset ratio, Tobin’s

Q and return on assets (ROA).

B. Statistical Descriptions

As mentioned before, Chinese listed firms can be roughly categorized into three groups: central

SOEs, local SOEs and private firms, with the central SOEs being the most connected, while the

private ones are least connected. In this section we will compare firms from various groups and
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we will illustrate that political connection in China is heavily linked to certain key variables of the

firms, such as scale, performance and subsidies from the government.

The statistical descriptions of firms with various political connections are summarized in Table

III. All variables are measured at the end-of-2006 level, before the monetary tightening policies

were implemented. Five groups of firms are described, and for each group the mean and the median

value are stated. Columns 1 to 2 display the mean and the median level for all samples. Columns 3

to 8 illustrate the statistical descriptions of private firms, local SOE firms, central SOE firms and

strategic SOE firms, with the degree of political connection ascending.

Three characteristics are noticeable. Firstly, the politically connected firms in general are much

larger compared with the non-connected firms. The first three rows are the measures of the size of

firms with different levels of political connection. It is clear that the size of firms increases with

political connections. For instance, the average size of the most politically-connected strategic firms

is around ten times larger than the least connected private firms, either measured by total assets,

sales or employment.

However, this difference in size does not come from the accumulation of profitability, as in general

the politically-connected firms are associated with worse performance. Tobin’s Q, an indicator of the

firm’s potential to create value, indicates that the more politically-connected the firms are, the less

value they are able to create. This is in line with a large literature stating that political connection

destroys value. (Faccio, Masuilis and McConnell, 2006; Chen, Sun, Tang and Wu, 2011) However,

our second measure of performance, the ROA, suggests a more complicated story. Although private

firms still have a performance advantage over the SOEs, the performance within the SOEs does

not decline in line with the extent of political connection. In fact, the order is reversed, with the

strategic SOEs being most profitable. This relates to a third factor to which we need to pay attention

regarding SOEs, namely the subsidies they receive from the government. Central SOEs, especially

strategic SOEs, are more likely to be subsidized by the central government. These subsidizes,

including monopolistic authorization to operate in certain industries, a lower price for resources and

access to banks loans, could dominate the disadvantage in real performance, and result in a higher

rate of return (Li, 2009; Li and Brodsgaard, 2013)17. These subsidies are also reflected by other

measures, including the special treatment ratio. Special treatment (ST) is an indicator attached

to a firm by the exchange when it makes a loss for three consecutive years. This alerts potential

investors before they invest in these poorly performing firms. The ratio of ST is lower for private

firms, and, among SOE firms, strategic SOEs are associated with the lowest ST ratio. This also

confirms that a large amount of the subsidy is received by these politically-connected firms.

One form of subsidy that is particularly relevant to this research is access to bank loans. It

is clear that politically-connected firms benefit from both the size and the maturity of the loans

they receive from banks. These politically-connected firms are associated with large total loans and

long-term loans, both measured as a percentage of the total assets. Moreover, the interest rates

charged on these loans are smaller, indicating a lower financial cost for SOEs. Although private

firms have a higher portion of short-term loans, those loans are mostly “working capital loans”,
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and can hardly be used to finance long-term investment. Due to the limitation on external finance,

the total fixed asset ratio of private firms is much lower compared with that of the SOEs. This

evidence is line with the view in the literature that Asian firms in emerging markets usually use

short-termed loans because of the pervasive information asymmetry between the investment and

managers (Diamond and Rajan, 2001; Benmelech and Dvir, 2013).

The advantage of the SOEs in access to external finance is by no means limited to a higher

level of bank loans. Due to the approval procedure for equity/bond issuance in the Chinese market,

political connection gives firms a great advantage in relation to accessing other financial markets,

such as the bond market and the Hong Kong stock market. Both markets play an important role

in corporate finance as an alternative channel by which to raise large capital at a lower cost. Not

surprisingly, these strategic SOEs have the highest bond issuance ratio, outstanding bond amount

and Hong Kong cross listing ratio. For all these measures, the private firms have only the slightest

opportunity to obtain access to these financial markets.

In sum, this statistical description suggests that politically-connected firms, despite their lower

productivity, as evidenced by their lower Tobin’s Q and ROA, receive a large quantity of subsidies.

One important source of these subsidies is the cheap access to various financial resources, especially

bank loans. One natural question is whether the subsidies enjoyed by politically-connected firms so

far are affected by the tightening of monetary policies. To answer that question, we move to the

empirical analysis.

III. Empirical Analysis

In this section we carry out an empirical analysis of the differential effects of the reserve

requirement adjustments on stock reactions. In order to demonstrate the political independence

of Chinese commercial banks, we will illustrate that politically-connected firms, measured either

by their ultimate controller or other political connection measures, are associated with a lower

abnormal return compared with less politically-connected ones. This result is robust to variation in

the regression setting. Moreover, follow-up regression analysis suggests that this low CAR comes

from the bank loan channel, rather than from other channels, such as collateral channel. This is

evidence confirming our hypotheses that banks are impartial when making corporates loans decisions.

This decrease in bank loans is either because of their higher default probability or due to the fact

that the government is less willing to bail them out if they are in trouble. In the last part, we find

that the political connection dummy turn insignificant after we control for the credit ratings of

those companies and the fiscal revenue of local governments where they are located in.

A. Negative Correlation Between Political Connection and CAR

In this section we will illustrate our main result: that politically-connected firms are associated

with lower CARs when the reserve requirement is increased. The most connected firms, central

SOEs, are associated with the largest drop in CAR. Moreover, this finding is further confirmed by
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the real effect, namely, those political connected firms experienced a harder deceleration in their loan

growth compared with non-connected firms. We then provide evidence that this differential reaction

between the connected/non-connected firms is more pronounced for events that are less anticipated

by the market, confirming that it is the news of the adjustment of the reserve requirement, rather

than another event that may have occurred simultaneously, that is driving the result. We finally

demonstrate that this result is robust to various changes to the setting of our regression, including

changes to the measures of political connection, changes of length of observation windows and

estimation methods (excluding those observations that may drive the result).

A.1. Baseline Regression

As mentioned before, the reserve requirements should have a negative effect on the stock market

via the lending channel. This is because as the reserve requirements limit the capacity of banks to

channel capital to listed companies, some projects with a positive net present value will be missed

or delayed, causing a decrease in their stock prices. This influence is captured by the following panel

regression:

CARit = α+ β1 1[SOE] + β2 1[CentralSOE] + γ control variablesit + εit

The dependent variable is the stack of all CARs corresponding to each of the 37 events of reserve

requirement adjustments for all listed companies. The CARs are calculated by adding up all daily

abnormal returns for a period of [-4, 1] for each event, and the daily abnormal return is calculated

using the Fama-French three-factor model for a period between 140 and 10 days before the event. In

order to detect the cross-sectional heterogeneity of the results of the reserve requirement adjustment

for firms with various types of ownership, we use two dummy variables as our main dependent

variable. The first dummy variable is the SOE dummy, meaning that it assigns the value of 1 to

firms with the government as their ultimate controller (central or local government), and 0 otherwise.

The second dummy variable is the central dummy, meaning that it assigns the value of 1 only to

those firms controlled by the central government, and 0 otherwise. These two dummies categorize

the whole sample into three groups: private firms, SOE firms affiliated to local government and

SOE firms affiliated to the central government.

A set of variables are also included in the regression as the control variables. These variables

include: the size of the firms, measured by their total assets; the profitability level of the firms,

measured by their ROA; the degree of liquidity of their assets, measured as the cash to total asset

ratio; the investment opportunities of those firms, measured by Tobin’s Q; and the degree of the

tangibility of the assets, measured as the percentage of tangible assets as a percentage of the total

assets. Various dummies, such as industry, event and year dummies, are also included in order to

control for the fixed effect.

The result of baseline regression is illustrated by Table IX. In Column 1, only the SOE dummy

is included, in order to obtain the unconditional effect of political connection on the CAR. The
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coefficient is -0.13% for the SOE dummy. This indicates that for each upward movement of the

reserve requirement, there is an extra 13 basis points decrease for SOE firms compared with private

firms. Although it is not significant, at the 10% level, this indicates that the impact of the reserve

requirement is far from universal: the SOEs are hit more significantly compared with private firms

when the reserve requirements are upwardly adjusted.

Column 2 reports the results of the penal regression, with the central SOE dummy also included.

The economic scale and t-statistics of the SOE are quite similar compared with its previous level,

indicating that the co-linearity between the SOE dummy and central SOE dummy is not a severe

problem in the regression. The level of the central SOE dummy is also negative, with a statistical

significance of 1%. This suggests a progressive order of the political connection over the stock

market reactions. Those firms that are more politically-connected experience a more severe impact

as a result of tightened bank lending due to the change in the reserve requirement. The scale of

the coefficient is also of economic significance. For each adjustment of the reserve requirement, the

central SOE firms are (0.5%+0.13%=) 0.63% down compared with private firms. This increased to

a 6.3% decrease for central SOE firms in 2007, considering that the central banks made ten upward

adjustments during that year, and 24.9% extra negative CARs throughout the period between 2007

and 2011.

In Columns 3 and 4, the control variables and the fixed effects are included in order to control

for various resources that may drive the results. Compared with Column 1, the coefficient for SOE

firms reported in Column 3 is of a similar economic scale, around 15 basis points for the SOE firms.

The difference is that it becomes statistically significant, at the 5% level. Although far from being a

rigorous empirical test, the coefficients for the control variables also suggest that the decreases in the

CARs during the adjustments of the reserve requirements are exerted through the decreases in bank

loans. If the banks are going to cut loans, those larger firms, which require much larger loans, are

associated with a deeper cut (Cenni et al., 2015). That is exactly what the negative coefficient of the

total assets variable indicates. On the other hand, those firms with a large portion of tangible assets,

which could be pledged as collateral to secure loans, experience higher CARs. This is consistent

with the balance-sheet channel (Bernanke and Gertler, 1995, Chaney, Sraer and Thesmar, 2012). On

top of that, those firms with a higher level of profitability and investment opportunities, measured

by ROA and Tobin’s Q, are both associated with a negative CARs compared with the average firm,

probably due to the negative impact of financial constraints on firms operations and profitability.

Column 4 reports the regression result, including the control variables and the fixed effect

dummy variables, together with the central SOE dummy. Like Column 2, both the SOE dummy

and central SOE dummy are negative and the coefficient for the central SOE is both economically

and statistically significant. The scale of the coefficient for the central SOE is smaller compared

with the one reported by Column 2, indicating that the SOEs affiliated with the central government

are associated with a 3.8% decrease compared with the average firm.

One interpretation of this result is that banks are cutting more loans to connected firms because

their loans are larger, so that it is convenient to cut them. However, we find this reason to be not
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quite convincing. Firstly, we explicitly control for the size of the firms and any effect that is related

to the size of the loans should be accounted for. Secondly, as they are presumably motivated by

self-interest, the banks should evaluate the potential interest revenue from each loan, by considering

their probability of default and recovery rate conditional on default, rather simply considering their

size. Moreover, there is sufficient time for the banks to make sensible and informed decisions as

the banks are allowed more than 20 days to adjust their portfolio before depositing the additional

required reserve.

As the political dummy is correlated with the other firms characteristics, notably the size and

industry, one concern about the baseline regression is that the political connection measure captures

the impact of those characteristics. Indeed, the statistical description suggests that politically

connected firms are on average of a large size. An extensive body of literature suggests that

politically connected firms are more likely to be operating in an industry that requires high fixed

investment to take advantage of their abundant financial resources (Bai, Li, Tao, Wang, 2000, Song,

Storesletten, Zilibotti, 2011). In order to mitigate this concern, we partition the whole sample

according to the firms political connection, size and industry. By comparing the coefficient of each

subsample and the whole sample, we can assess to what extent our baseline result results from the

cross-subsample effect, or from the within-subsample effect. The former would suggest that our

estimate of political connection is merely a complementary indicator of size/industry effect, while

the later would indicate otherwise. The result is reported in Table VI. Columns 3 to 4 report an

estimate of the impact of political connection for those larger-/smaller-than medium subsample

groups. It is noticeable that the coefficients are quite close to the baseline regression reported in

Table V. Columns 5 to 10 are subsamples categorized by industry. For all industries, politically

connected firms are associated with lower CARs, although the effect is mostly concentrated in the

manufacturing (light and heavy industries) and services sectors.

In sum, Table IX suggests a strong correlation between political connection and negative CARs,

even controlling for various resources that could result in a differential effect between SOEs and

private firms. This correlation is monotone in that politically more connected central SOE firms are

associated with even higher CARs.

A.2. Real Effects

In this section we investigate the real effects of the reserve-requirement adjustment. If our

previous finding that politically-connected firms are not affected by the tightening of the monetary

base is valid, as reflected in their more sharp decrease in CARs during the dates around the

adjustment event, then one would expect that this lending channel will have real effects on the

observable performance of those listed firms. We firstly investigate whether politically-connected

firms experienced a decrease in external finance, and whether various other measures of real

performance, such as investment, employment and profitability, will be also be brought down due to

the decline of external finance. Secondly, we explore whether the decrease in the bank loans due to

the control of the lending channel will be partially substituted by another method of finance, such
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as bond issuance, trade credit finance and a lower dividend hand-out.

We firstly check if the increases in reserve requirements have any different effects in relation to

the external finance of connected/non-connected listed firms. We expect that politically-connected

firms are associated with a larger decrease in their growth of external finance compared with a

hypothetical scenario in which there were no changes of the reserve requirement. As it is impossible

to observe firms financial situations in the scenario where there were no monetary policy changes,

we use the growth rate of the external finance of each company in the three years prior to the

event to approximate the financial situation in that hypothetical scenario. In particular, we use the

loan growth rate between 2005 and 2007 as the baseline growth rate and compare the growth rate

between 2007 and 2009 to that baseline growth rate. The assumption we make is that the growth

rate of external finance of those firms will be consistent if there is no monetary extraction. The

effect of the change of growth rate of loans is captured by the following cross-sectional regression:

∆LoanGrowthRateit = α+ β1 1[SOE] + β2 1[CentralSOE] + γ control variablesit + εit

For each firm listed before 2007, we calculated the growth rate of long-term loans, growth

rate, using the observations in 2005, 2007 and 2009. As with the penal regression we implemented

in previous sections, we use two dummy variables as our main dependent variable. They are the

SOE dummy, that assigns the value of 1 to those firms that have the government as their ultimate

controller (central or local government), and 0 otherwise, and the central dummy, that assigns the

value of 1 only to those firms controlled by the central government, and 0 otherwise. The control

variables that are included in the regression consist of the total assets, the leverage ratio, the cash

ratio, the tangible assets ratio and the ROA.

The result from the above regression is given in Column 1 of Table XV. The changes of loan

growth during a period of four years demonstrate a similar pattern to the change of CARs within

four trading days. Both the coefficients of the SOE dummy and central SOE dummy are negative,

and the latter is statistically significant at the 10% level. This result suggests that the loans

obtained by politically-connected firms are indeed limited by the monetary policies and more

politically-connected firms are hit more significantly by this policy.

One concern about this result is that the changes in real variables, including bank loans,

investment and employment, may reflect a general tendency for the banks to substitute their SOE

loans with funding to non-SOEs, due to the efficiency of the later. It may have nothing to do with

the increases of the reserve requirements. In order to mitigate this concern, we use the growth rate

in 2005 as a benchmark and compare the growth rate of all firms in 2007 with the benchmark. Thus,

we use the changes of the growth rate of all variables, rather than the growth rates themselves. The

non-hypothesis we are testing is whether political connection has anything to do with the changes

of the growth rate, rather than the growth rate itself. The implicit assumption is that connected

firms and non-connected firms would experience a change in their growth rate between 2005 and

2007 due to the smoothing substitution from connected firm and non-connected firms, even if there
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were no exogenous shocks such as increases of reserve requirements.

A.3. Unexpected Events

One general question about the event study is whether the observed market reaction indeed

comes from the event, or whether it comes from other factors that occurred within the observation

window. This is a valid concern for our study as the length of the observation window is quite

long, (37*6=) 102 days. Any event that occurred in that period could have an effect on our result.

Our method to eliminate that concern is to explore one unique characteristic of those events in

order to verify that the market reaction indeed comes from the changes of the reserve requirement.

This unique characteristic is the markets anticipation of the events. In particular, we would like to

explore the heterogeneity in regard to the extent to which the events are anticipated by the market

and those unanticipated events are likely to be associated with a higher level of market reaction.

We use two different methods to quantify how well the market anticipated the events before they

actually occurred. The first method is the time sequence, between the inflation announcement and

the adjustment of the reserve requirement. In the inflation announcement, the national statistical

bureau announces the previous month’s national CPI index, usually around the 12th day of each

month. If the CPI index is high, then the market would expect an upward adjustment of the reserve

requirement on the 20th of the same month, as this has occurred many times, while a lower CPI

index would probably indicate that adjustment was less likely. Two exceptions could occur, which

we categorize as “surprises”. Firstly, the adjustment could occur before the announcement of the

CPI index. For instance, on April 5, 2007, the PBoC announced that the reserve requirement would

be increased by 0.5%. This news surprised the market because the announcement date was prior

to the announcement of the CPI of that month, which was announced on the 12th. Secondly, the

direction of the adjustment could be different from that expected by the market according to the

prior CPI index. Normally, a higher pre-announced CPI index figure would increase the expectation

that the reserve requirement will be increased to tackle the high inflation. In that case, a decrease

of the reserve requirement would definitely surprise the market. For instance, on Oct 18, 2008, the

PBoC announced a decrease of the reserve requirement, with the widely expected increases resulting

from the high CPI index announced earlier that month.

We thus use the announcement of the CPI index as a measure of whether the market is surprised

by the event. We categorize the event as a “surprise” if (1) there is no CPI announcement within

the 15 days prior to the announcement of the adjustment of the event, or (2) there is a CPI

announcement but the indication of the CPI index is opposite to the real adjustment of the reserve

requirement. There are 12 events that are grouped as surprises and the rest are events which the

market anticipated. The result from regression with those anticipated and unanticipated events are

displayed in Columns 1 to 2 in Table VIII. It is clear that the coefficient for the SOE and central

SOE dummy are all negative and larger in scale for the unanticipated events compared with the

anticipated events. The coefficient for the central SOE when the event is unanticipated is almost

three times larger compared with that for anticipated events. The difference for the coefficient in
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the SOE dummy is almost tenfold. All these changes of coefficient support the hypothesis that it

is the surprise element of the events that causes the different market reactions between SOE and

non-SOE firms.

The second measure we use to categorize whether an event is anticipated or not is the stock

market reaction in respect of those financial institutions. As commercial banks are directly hit by

the reserve requirement, due to the limitation imposed on the loan-able assets and lower profit,

their stock market prices should reflect the market’s anticipation of the events. If there is a large

price drop in respect of financial institutions following the announcement of the adjustment of the

reserve requirement, then it is likely that the market did not expect the event and one would expect

a higher difference in CARs between the SOEs and non-SOEs.

Figure 1 demonstrates that our two criteria, the CPI index announcement method and the

financial institutional method, are consistent with each other. Each bar represents financial

institutions CAR compared with non-financial sector companies during the four-day window (-4 to

1) around each event of reserve-requirement adjustment. By exploring the different reactions in

respect of financial institutions as against non-institutions we exclude any macro-level events that

occur within the time-frame and that have a universal effect on all firms. We use black or white to

indicate if the events are anticipated by the market or not. The black bars are those events that

are not anticipated, either because there was no CPI announcement within 15 days prior to the

adjustment or because the direction of the adjustment is opposite to the direction indicated by

the CPI innovation. The white bars are those events anticipated by the market. The dash line is

the 10% significance critical value estimated using 30 days excess return of financial institutions

prior to the events. This figure is in support of the CPI index announcement method and financial

institutional methods capturing the similar unexpected element of the market. The long bars going

downward, corresponding to a larger market drop of financial institutions, are black, suggesting that

events that cannot be predicted using CPI are very likely to cause a decrease in the shares of banks.

In Columns 3 to 4 of Table VIII we illustrate the regression results from the anticipated and

unanticipated events. Consistent with the CPI announcement method and the hypothesis that it is

the unanticipated factor that drives the difference between the stock market price reactions between

SOEs and non-SOEs, the coefficients of the unanticipated group are much larger compared with

those of the unanticipated group. The coefficient of the central SOE dummy using this criterion is

even higher than the coefficient deduced by the CPI announcement method.

There is still one concern about the unexpected events: whether the higher coefficient yield from

the unexpected events derives from one or two events or whether it is a universal effect from all the

events. For instance, one can still argue that another policy that coincided with one of those events

is causing the difference in market reaction between the SOEs and non-SOEs. Even the different

reaction from one or two particular events results from the adjustments of reserve requirements, so

one would give it a totally different interpretation compared with the case where for all events the

SOEs are systematically associated with lower CARs. To exclude the possibility that our result is

driven by one or two peculiar events that affect a small portion of firms, we calculate the percentage
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of negative CARs ratio for the 12 unexpected events. The negative CARs ratio for each individual

firm is defined as the total number of events it experienced (out of a total of 12 events), with

negative CARs divided by the total number of events experienced. We divide the whole sample of

all firms into three categories: private firms, local SOEs and central SOEs. We plot the cumulative

distribution of each category of firms in Figure 2. It is clear that the line representing central SOEs

is on the right of that representing local SOEs, with the line for private firms further to the left.

This illustrates that central SOEs stock prices are more likely to react to the adjustment of the

reserve requirement in a pessimistic and negative way, and the effect is universal: the lines do not

intersect with the other two lines. This indicates that distributions of central SOEs and local SOEs

are shifted by a systematic factor.

A.4. Robustness Tests

The main concern about the basic regression is that our SOE/non-SOE categorization captures

the effects of factors other than political connection, and thus the interpretation that political

connection is associated with more negative CARs is not necessarily correct. In order to mitigate

that concern, we obtain other variables for political connection and implement a series regression

with those variables. First, we use the total number of management figures who also have government

career experience as a proxy of political connection. Second, we use access to various financial

markets as a measure of political connection. Both variables give us a similar result compared with

the baseline regression.

Our first alternative measure comes from the facts that were reported in Table II. Some SOE

firms affiliated to the central government enjoy a higher administrative ranking, suggesting their

closer connection to the government. We use this information to test whether more closely connected

firms are in general associated with more negative CARs. We added one dummy variable that

is assigned the value of 1 for those firms with ministerial ranking, and 0 for other firms with

vice-ministerial ranking. This dummy variable should capture the effects of the additional political

connection of those firms with higher administrative rankings. The result is displayed in column 1.

Consistent with our hypothesis, firms with higher administrative rankings are associated with lower

CARs, as the negative coefficient of the political dummy variable suggests.

Following Fan, Wong and Zhang (2007), we use the total number of management members who

have working experience in the government as the first measure of political connection. The fact

that there are more members with government backgrounds indicates a closer connection between

the firm and the government. Note that this relationship is only a correlation, as the causation

could move in both directions. Namely, the number of employees with government experience

could cause a political connection or it could be the result of political connections. The regression

with the number of management figures with government experience as the measure of political

connection is illustrated in Column 2 of Table V. First, notice that the scale and the t-statistics of

the SOE dummy and the central SOE dummy are almost unchanged. The coefficient of new political

connection measures is both negative and significant, suggesting that more politically-connected
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firms are more likely to be associated with a negative CAR compared with a normal firm. As

a similar and complementary measure, the ratio of the employees who have Communist Party

membership could also be used as a measure of political connection, an approach Li, Meng, Wang

and Zhou (2008) applied. We implement the regression with the party member ratio as a proxy for

political connection. A similar result is obtained, though not reported.

Apart from using the backgrounds of the employees of companies, another measure of political

connection is a firm’s access to various financial markets, including the Hong Kong stock market

and bond markets. Our first measure is the ratio of firms long-term debt to their total assets. Those

long-term loans with a period of more than one year or more are also called project loans18. Such

loans usually require that the government certify that a project is the purpose of the finance, before

the bank will issue the loan. Obviously, politically-connected firms are in a better position to get

the project approved by the government and thus to obtain such long-term loans.

The next measure is whether the firm has access to bond markets and to the Hong Kong stock

market. As Aharoney, Lee and Wong (2000) mentioned, access to those markets needs approval

from the central government, making politically-connected firms more likely to issue bond and

stocks in Hong Kong. We use the dummy variables to mark whether the firms issue bonds in the

Chinese market and stocks in the Hong Kong market. The total bonds outstanding by the end of

2006 is also used as a measure of how closely the firm is connected.

The results of regressions with the above-mentioned measures of political connection are demon-

strated in Columns 3 to 6 in Table V. The result suggests that the relationship between negative

CARs and political connection is robust to the measures of political connection. Notice that all the

coefficients for various measures of political connection are negative, and all but one are statistically

significant.

Moreover, the fact that using access to various markets could lead to upward bias further

strengthens our argument that political connection is associated with negative CARs. That is

because those financial markets, including the bond market and the Hong Kong stock market, can

also play the role of an alternative method of external finance during the monetary tightening

period, on top of being measures deriving from political connections. Those firms with access to a

bond or the Hong Kong stock market could raise capital there and, as a result, the repressing effect

on those firms from the tightening policy of the central bank should be reduced. By ignoring that

effect we are facing an upward bias to the CARs, meaning that the unbiased CARs should be more

negative. Therefore, the fact that the coefficients obtained from the regression are still negative and

statistically significant is strong evidence that political connections have a negative impact on the

CARs as the unbiased coefficient must be much more negative than we have observed so far.

In the rest of this section we implement various robust tests to ensure that the result we achieved

is robust to various changes of settings of the regression.

Firstly, we check the effect of the time-span of the CAR calculation window and its impact on

political connections. Instead of using a time-span of [-4, 1], we used a time-span of [-1, 1], with

all other settings of the regression unchanged. Compared to our previous result, the coefficient
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from the regression for both the SOE and central SOE dummies are smaller, although they both

remain negative and the coefficient for the central SOE is still 1% significant. The smaller scale of

coefficients suggests that some of the CARs occurred several days before the event was announced,

probably due to a leakage of information or the speculation of the market regarding the behavior of

the central bank19.

There are two related concerns with regard to the interpretation of negative CARs. The first

concern is that the CARs come from an establishing trend. If this is the case, then our result could

be best understood as representing a momentum effect, resulting from certain events that occurred

before with large market reactions. We address this concern by using a pre-event window to calculate

CARs, namely a period of [-14, 4], to capture the effect of any event that occurred before that event.

The second concern is that the effect is only a temporal effect, rather than a long-lasting one. It

probably comes from the change in market sentiment and would be reversed shortly afterwards.

If that is the case, we would expect a higher level of price reversal for politically-connected firms.

We use the CAR in a time-span of [1, 11]20, ten days after the reserve-requirement adjustments, to

capture and reverse the stock prices. The results for these two regressions are illustrated in Columns

2 and 3 of Table VI. Both the coefficients for the SOE and central SOE are insignificant. This

result suggests that the negative CARs of the politically-connected firms are only limited to the

period around, rather than before or after, the event. Therefore, our baseline result is less likely to

be the consequence of any incident that occurred before the event or a temporal change of market

sentiment.

Another possibility is that those firms included in our politically-connected groups happened

to be firms that were sensitive to the adverse news, and more likely to experience more negative

returns21. See Fisman (2001) for further explanation in this regard. To alleviate this concern,

we implement two extra regressions, with the independent variable being the CARs of two other

negative shocks. One shock is sufficiently large to cause a strong market reaction and the two shocks

are of different natures. The first one was the change of monetary policy in another country. On

February 27, 2007, the unexpected increase of interest rates by the Japanese Central Bank caused

a sharp drop in global stock markets. The A share index, the main index in China, experienced

a drop of 8.8%. The second shock was a policy change in China but one that was unrelated to

monetary policy. On May 30, 2007, the Chinese government announced an increase in the rate

of stamp duty from 1% to 3%. On the first trading day after this announcement, June 4, the A

share index fell by 6.12%. If the firms in the politically-connected group are more sensitive to bad

news, then one would expect that they would drop to a large extent, relative to unconnected firms,

during those two events. However, this hypothesis is not supported by the data. The result of the

regression with CAR calculated using data around those two events is given in Columns 4 and 5 of

Table VI. No coefficient is statistically significant. This suggests that our result is not derived from

the different sensitivities of firms to adverse news.

The adjustments of the reserve requirement can be either upwards or downwards. Out of 37

adjustments, the majority, 33, were upwards; only four were downwards. The effects of these
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adjustments were by no mean the same. The upward adjustment, as it directly limits the total

amount of loans that are allowed to go to firms, has a more immediate and abrupt effect, while the

downward adjustment needs the whole economy to cooperate to work, so its effects are much slower

(Bernanke and Gertler, 1995) This intuition is confirmed by the results demonstrated by Columns

6-7 of Table VI. The coefficients for the downward adjustments of the reserve requirement, despite

being negative for both SOE dummy and central SOE dummy, are not statistically significant. On

the contrary, the coefficient for the upward adjustment is of a similar significant level compared

with the regression implemented in relation to the whole sample, with slightly higher t-statistics for

the central SOE dummy.

Another concern is that our result may be driven by including several firms that are quite

sensitive to the adjustments of reserve requirements. This includes those firms with poor recent

operational performance and firms located in a regulated industry, such as real estate. We use the

ST dummy for firms that have a bad recent operational track record. In the Chinese stock market,

ST is a warning sign issued by the regulators in regard to those firms who have had negative profit

for three consecutive years. ST firms might be very sensitive to changes of the reserve requirement as

banks may firstly consider terminating the provision of loans to such firms when the total amount of

loans is limited. Real estate companies are also sensitive to the adjustments of reserve requirements

for two reasons. Firstly, real estate firms are heavily reliant on external finance, especially bank

loans, making them vulnerable to any monetary tightening policies. Secondly, the increase of

reserve requirements, one measure of government control of the general consumer price, increases

the expectation that government will take measures to control house prices. All those measures

would bring down the profit of real estate firms. Columns 1 and 2 of Table VII report the coefficient

from the regression when all ST and real estate firms are excluded. The result is almost unchanged,

suggesting that our result does not come from the ST firms.

Our result could be contaminated by other incidents that coincide with the events in question.

The ones with the largest effects are the non-tradable reforms that started from 2005 and lasted until

2010. Before the reforms, large portions of the share of Chinese stocks were kept in the untradeable

state: they were not allowed to be circulated in the market. What is more, there is a large market

price difference between the tradable and untradeable shares. The essence of the reform that was

carried out was to allow the untradeable shares to be circulated with certain compensation to those

tradable shareholders. For the individual listed company, its share would be affected on the day

when the negotiation about the compensation was initiated. We eliminated all 25 observations of

firms whose announcement date coincided with any one of the reserve requirement adjustments. The

result, illustrated in Column 3 of Table VII, is quite similar to our baseline regression, suggesting

that these events are not playing a major role in driving the results.

Our result could also be contaminated by an over-simplification of our definition of political

connection. For instance, some private firms maintain good political connections as they are

privatized SOEs. The majority of those firms are unprofitable SOEs acquired by private firms, and

whose acquisitions were designed to bypass the strict regulation regarding private firms floating
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shares in China. Compared with other private firms, these private SOEs are associated with having

good political connections. Although ignoring the political connections of these privatized firms and

categorizing these firms as private firms is likely to create a downward bias, it is useful to check

if our result is sensitive to that bias. We implement our baseline regression, eliminating all those

private firms, and the result is reported in Column 4 of Table VII. This result is quite close to our

baseline regression and this indicates that the impact of these privatized SOE is also quite small.

Another concern relates to our identification strategy. One characteristic of our dataset is that

firms are subject to the same event data, which leads to a clustering of events in calendar time.

Therefore error terms across firms from the market model are likely to be correlated, and this

contemporaneous cross-correlation violates the independent error term assumption across firms

(MacKinley, 1997). To mitigate this concern, we adopted the methodology developed by Schipper

and Thompson (1983) to measure the stock market reaction of firms to the adjustments of the reserve

requirement. The main difference between this method compared with the classic Fama-French

three-factor model is that it includes another factor, the event date dummy variable, which assigns

1 to all event dates and 0 for all other dates in the first stage regression when the daily return is

regressed to market returns and other variables22.

The result from the Seeming Unrelated Regression (SUR) is reported in Column 5 of Table

VII. Similarly to the result we obtained using the Fama-French methods, the coefficient of SOEs

and central SOEs are both negative and only the coefficient for the central SOE is statistically

significant. This confirms that our result is robust to the clustering of events in the calendar.

B. The Channel that Exerts the Impact

In the previous section we demonstrated that political connection has a negative impact on the

CARs of listed firms during a monetary tightening period. In this section we argue that this impact

is most likely to be exerted through the bank-lending channel. That is, commercial banks are not

willing to lend as much to politically-connected firms as they would before, causing a decrease

in their stock prices. We illustrated that those firms associated with a higher LTD ratio, higher

borrowing from the inter-bank market, and those firms with higher financial reliance, are more likely

to react more strongly to the events. Other factors, such as deterioration of the firms balance sheet,

change in demand and the governments administrative orders, are not likely to explain the different

effect between the SOE and the non-SOE firms.

B.1. Bank-Lending Channel

As the reserve-requirement adjustment affects individual firms through the impact on commercial

banks, the state of the banks has an inevitable bearing on the stock market reaction to firms.

Intuitively, if one firm is linked to a bank that is particularly vulnerable to the adjustment of the

reserve requirements, then it is more likely to be hit by the adjustment compared to another firm

linked to a more robust bank. In this section we use two measures to describe the vulnerabilities of
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commercial banks to the adjustments of the reserve requirements: the LTD ratio and the banks

borrowing position in the inter-bank market.

The LTD ratio is the portion of the banks loans over its total deposits. A bank with a higher

LTD ratio is more likely to be subject to the adjustment of the reserve requirement. That is

because with a higher portion of loans, it has fewer assets to liquidate when reserves are required.

More importantly, these should create a different effect for firms with various degrees of political

connection. Namely, if banks are cutting loans disproportionally for SOEs, causing a larger drop in

prices for SOEs, then those banks with a higher LTD ratio are likely to cut more loans for SOEs,

leading to a large drop in SOEs.

For various reasons, usually the smaller banks, due to their lack of capacity to attract deposits

and their ambition regarding expansion, have higher LTD ratios, whereas the four national banks,

due to their large base of deposits, are among the lowest LTD ratio banks.

To calculate the average of LTD ratios for banks that lend to one listed company, two sets of

details are required: details of the lending relationship between banks and firms, and the LTD

ratio for each bank. The bankfirm lending relationship is provided by the “List firms’ borrowing

dataset” from the SCMAR database. This database includes all disclosed bank loan information

that is available for listed companies in China. It contains 37,300 major loan transactions for 2,258

companies for the period between 2006 and 2012. For each transaction, various kinds of information

are provided, such as the lender’s name, starting and expiration date, scale and interest rate of

the loans, the collateral and the guarantor. We use that database to calculate the average LTD of

lenders to each listed company. The information regarding the LTD ratio of the banks also comes

from the commercial bank dataset of the CSMAR database. It includes the year-end observations

for all 235 banks operating in China in the period between 2000 and 2013. It provides detailed

information about the traditional balance-sheet/income-statement information and the bank-specific

information, such as their borrowing/lending position in the inter-bank market. We obtained the

LTD ratio by dividing the total amount of loans by the banks total deposits. There is a large

cross-sectional variation in LTD ratio for commercial banks in China, with the lowest LTD ratio,

27%, for the Postal Saving Bank of China, and the highest, 63%, for Pudong Development Bank.

As listed firms usually borrow from more than one bank, we use two different methods to obtain

the average LTD ratio. The first method is the equal-weighted average of LTD of all banks that

have a lending relationship with the firm at each specific date. The assumption behind this method

is that all banks have the same impact on the listed firms. Another method is the loan amount

weighted average of the LTD. We take the average of the LTD ratio of each bank and multiply it by

the size of the loans that each bank is lending to the firm. The advantage of the second method

is that it considers the impact of the size of bank loans. It assumes that the reserve-requirement

adjustment should hit the firm strongly if it borrows substantially from a high-LTD bank, compared

with a firm borrowing only small loans from a high-LTD bank.

To detect the impact of the banks LTD on firms with various political connections, we interact

the banks LTD with a dummy variable indicative of the firms ultimate controllers. The result
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is displayed in Table IX. The scales of the coefficient of these politically-connected dummies are

almost unchanged compared with the previous baseline regression result. The coefficients for the

two interactive terms are both negative, suggesting that those banks most vulnerable to reserve-

requirement adjustments cut disproportional loans for SOEs and central SOEs. The coefficient for

interaction between the central SOE and LTD ratio is both statistically and economically significant.

It suggests that for a bank with a 10% higher LTD ratio, its associated firms experience a -0.3%

CAR when the reserve requirements is increased by 0.5%. As we expected, the scale of the coefficient

for the loan-weighted LTD is higher relative to the equal-weighted LTD, indicating that the size of

loan indeed matters.

Another measure of the extent to which banks are affected by the reserve requirement is the

inter-bank borrowing ratio. Those banks that lack the deposits to make loans usually go to the

inter-bank market to borrow from other banks. The advantage of inter-bank borrowing over normal

deposits is that they do not require reserves. In other words, the funding from the inter-bank market

requires no reserve requirements23. The inter-bank borrowing ratio is an indicator of the vulnerability

of banks to the adjustment of reserve requirements because a higher inter-bank borrowing ratio

indicates that banks have less capacity to finance their loans. Being required to hand in a large

portion of reserves will definitely exacerbate their financial situation, forcing them to liquidate more

loans.

We collected information about the inter-bank borrowing positions for all the banks in China.

The information is from the commercial bank dataset of the CSMAR database. The average

inter-bank borrowing position is 2.03% for Ningbo Bank, while the lowest is -4.02% (for Beijing

Bank). Similar to the LTD ratio, two measures of the average inter-bank borrowing position are

created, one equal-weighted and the other loan-weighted. The result from the regression analysis is

reported in Columns 3 and 4 in Table IX. While the coefficients for our main political connection

indicator dummy variables stay the same, the coefficients for the interaction between political

connection and the inter-bank borrowing ratio is of a large scale compared with the LTD ratio.

The coefficient for the interaction between the central SOE and the inter-bank borrowing ratio

is significant, both statistically and economically. This suggests that for a 10% increase in banks

borrowing from the inter-bank market, the CARs associated with the central SOEs are down about

0.75% for each increase of 0.5% of the reserve requirement.

One concern about the result reported above is that we cannot differentiate between two cases:

either the banks are cutting loans because they cannot finance a lower amount for the loan due to

the increased reserve requirements, or because their assets are expected to shrink substantially in

the monetary contracting period due to the low quality of their loans. We use the average banks

bad loan ratio to test if the latter is also true. Similarly, we collected the bad loan ratio of each

commercial bank in China from the CSMAR database and two variables were created using equal

or loan weight. The result is reported in Columns 5 and 6 in Table IX. Compared with our previous

result, the coefficient of the interactive term between the central SOE dummy and the bad loan

ratio is not significant at all, although it is still negative. This result mitigates the concern that our
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result derives from the commercial banks concern about their bad loans. It also strengthens the

argument that commercial banks are cutting loans that were squeezed out by the increased reserve

requirements.

B.2. Financial Reliance of Firms

Another method to explore the impact of reduced bank lending on the CARs of listed companies

is to look at the demand side of the bank-lending channels. Those firms with a greater demand for

bank loans would probably suffer more from the decrease of loan-able assets from commercial banks.

If banks are cutting loans disproportionally for politically-connected banks, then the difference

between the connected/unconnected firms must be more significant for those firms in sectors that

rely heavily on external finance relative to those with less demand for loans. The assumption

we implicitly make is that bank loans are the major resources of external finance in China and

firms cannot easily find substitutes when their bank loans are cut. Given the dominant status of

commercial banks and the heavy regulation in regard to all other market finance methods (Song,

Storesletten and Zilibotti, 2011; Ayyagari, Demirgiic-Kunt and Maksimovic, 2010), this assumption

makes even more sense.

We use two different measures to detect the extent to which firms rely on external finance. The

first measure uses the information from the external finance reliance of firms in the same industry

in the US. The assumption here is that firms that operate in the same industry across countries,

due to the fact that the nature of their business is the same, have the same degree of reliance of

external finance. The reason to use the external finance reliance of US firms is because the US

financial market is relatively frictionless and, by doing this, the limitation from the supply side will

be lifted. We use the index constructed by Rajan and Zingales (1998), who calculate the portion of

external finance as a percentage of a firms whole finance. For each listed firm in China, we identify

the corresponding financial reliance of their US counterparts. The second measure, proposed by

Braum (2003) is quite similar in that it also utilizes the industry-level information of firms from the

frictionless US market. The only difference is that the ratio of tangible assets to total assets is used,

rather than the reliance on external finance. The assumption is that firms with a higher level of

tangible assets are more reliant on external finance as large, fixed asset investment is usually much

larger than the scale of the retained profit, so resorting to external resources is inevitable.

We split the whole sample into two groups: above-median or below-median reliance, according

to the two above-mentioned measures of external finance reliance. We then applied the setting of

our baseline regression to each of the two groups. The result of the above two measures of financial

reliance is demonstrated in Columns 1-4 of Table X. It is shown that those firms that are more

reliant on external finance, whether measured by the portion of external finance or the tangible

assets of their US counterparts, are associated with a more negative central SOE dummy compared

with those with lower reliance on external finance. For instance, the scale of the coefficient for

the group of companies with the high external finance reliance is almost two times larger relative

to those with low external finance reliance, when measured using the method proposed by Rajan
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and Zingales (1998). The other measure gives us a smaller scaled difference. In sum, this result

confirms the hypothesis of the existence of a bank-lending channel, by illustrating that those firms

with a higher level of external finance reliance are affected more severely by the increase of reserve

requirements.

B.3. Other Channels

The negative impact of the increase of the reserve requirement could be exerted by other channels

than bank lending. For instance, there could be a collateral channel: the tightened monetary policy

could deteriorate the balance sheet of firms, causing a decrease in the total pledge-able assets,

making it harder to raise capital externally. There could be a demand channel: firms stop obtaining

loans because they do not need loans due to the reduced investment opportunities. Moreover, there

could be an administration channel: banks stop lending to SOEs because they are told by the

government not to do so.

We implement several regression tests to check the validity of all the above-mentioned channels.

In order to examine whether there is a collateral channel, we use the variable of the tangible asset

ratio for all firms. The tangible asset ratio is the ratio of the property, plants and equipment (PP&E)

to the total book value of the company. We interact the changes in the tangible asset ratio during

20072009, a period characterized by abrupt reserve requirements, with our main dummy variables

indicative of political connections. The idea is that if politically-connected firms experience a higher

level of price drop because of the shrink in the value of their collateral, then those firms with a

higher level of tangible assets shrink should be hit harder. One would expect there to be a negative

sign for the coefficient of the interaction between the SOE dummies and the tangibility ratio.

We obtained the changes in the tangibility ratios of firms by dividing the scale of tangible assets

by the total assets; both variables were obtained from the CSMAR database. The result of the

regression is given in Column 1 of Table XI. In contrast with the collateral channel, the coefficient

of the interactive term between the tangible ratios with both SOE dummies is positive. In addition,

none of them are statistically significant. This evidence suggests that the collateral channel is not

likely to be the main mechanism through which the reserve requirements affect firms value.

The second channel we explore is the demand channel. The value of firms could decrease

either because investment opportunities are no longer profitable due to the monetary policies or

the government stops firms from making any investment through administrative orders. In any

case, we expect to see that those firms with the largest investment opportunities, and which are

shrinking, are associated with the largest negative CARs. We use two measures of the investment

opportunities of listed firms. Firstly, we use Tobins Q. Tobin’s Q has been the classic control for

investment opportunities within the financial constraint literature ever since Fazzari, Hubbard

and Petersen (1987). A higher Tobin’s Q, or a higher ratio of market value to replacement value,

illustrates the capacity of firms to create value by investing their positive net purchase value (NPV)

projects. However the measure is subject to some serious criticisms, mainly because Tobins Q

measures the average rather than the marginal shadow price (Abel and Blanchard, 1986; Gilchrist

29



and Himmelberg, 1995). In recent years, Cummins, Hassett and Oliner (2006) found that reports

from equity analysts could be a very important resource in regard to investment opportunities,

compared with Tobin’s Q. We use both Tobin’s Q and equity analysts’ opinions as measures of a

firm’s investment opportunities. Both figures are obtained from the CSMAR database. We use the

forecasted ROA, which is obtained using the forecasted annual profit normalized by the total asset,

as the opinion of the firm.

Similar to our treatment of the change of the tangibility ratio, we interact the changes of Tobin’s

Q or the forecasted ROA with the SOE dummy variables, our main indicator of political connections.

The results of the regressions are reported in Columns 2 to 3 of Table XI. The results are not

in line with the hypothesis of the demand channel. The coefficients of our indicators of changes

of profitability (Tobins Q and forecasted ROA) with the SOE dummies are flipping and are not

significant at all. This result suggests that the decrease in investment opportunities is not sufficient

to explain the extra decrease in the value of connected, listed firms.

We finally check whether the extra decrease in relation to politically-connected firms comes from

administrative orders. That is to say, whether it is possible that the government intervened and

stopped the bank from lending to SOE firms. Although it is extremely hard, if not impossible, to

observe, let alone quantify, the administrative orders the government gives to banks, we can explore

this administrative channel by exploring the variations in ownership or the ultimate controller of

banks. As the Chinese government controls the largest four commercial banks, the big four, the

effect of administrative orders must be stronger on those firms with a borrowing relationship with

those banks compared with other commercial banks that are not controlled by the government.

That is, the difference in regard to the stock market reaction between connected/non-connected

firms must be stronger among those firms linked to state-controlled banks. If we create a dummy to

identify whether the ultimate controller of the banks is the state, and interact that dummy variable

with our SOE dummy variable, then there should be a negative coefficient for the interaction terms

because SOE firms are specifically restricted from borrowing from state-controlled banks.

We collected information about the ultimate controllers of banks from the CSMAR dataset,

where we find the ultimate controller of all listed non-financial companies. We assigned 1 to big four

banks and 0 to the rest of the banks. Then we created an index for each listed company regarding

the portion of the loans that are issued by the big four. The idea is that the higher the portion

of firms coming from big four, the more likely the firm is to be affected by the restrictions from

government that forbid banks lending to SOEs, where those restrictions exist. Then the index is

interacted with the SOE dummies. The result is given in Column 4 of Table XI. The coefficient

of the interaction term between the SOE dummies and the big four loan index is quite small, but

significant. This result suggests that the additional decrease in relation to SOE firms does not result

from the governments intervention in regard to stopping banks from lending to SOEs.
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C. The Reason that Firms are Declined Loans

In this section we will discuss the potential reasons why commercial banks cut loans at a dispro-

portionally higher level for connected firms compared with non-connected firms. We hypothesize

two reasons: one economic and one political. The economical reason is that as politically-connected

firms underperform compared to private firms, their default may increase disproportionally during a

monetary tightening period, leading to large negative CARs when adjustments of reserve require-

ments are announced. The political reason is that the government, facing more constraints during

the monetary contracting period, is less likely to bail out politically-connected firms, also leading to

a sharper drop in relation to those connected firms. We test both hypotheses in this section and we

find empirical evidence for both arguments. Furthermore, we provide evidence that commercial

banks are impartial in term that they treat the political connected firms the same way as they treat

the non-connected firms. After controlling for the default probability and the fiscal revenue of local

government, the coefficient for the political connection dummy turn insignificant.

C.1. The Impact of Corporate Governance and Industries Competitiveness

Our first hypothesis is the default possibilities of listed firms. Corporate governance is the

mechanism for ensuring managers make consistent efforts to maximize the profit of their shareholders.

Lacking such a mechanism is likely to expose a company to an alternative monitoring mechanism:

the debt contract. That is, those firms with poor corporate governance are more likely to default over

the period of their loans. Lee (2001), using the restructuring process of a state-owned pharmaceutical

corporation, illustrated that although large SOEs never face the risk of being liquidated, their debt

holder loss substantially when a government-coordinated M&A is processed.

We will use three different measures to quantify corporate governance. Our first measure is

whether the corporate body violates any regulation and has been punished before. The China

Securities Regulatory Commission, the watchdog of the Chinese financial market and the two

main stock exchanges, Shanghai and Shenzhen, has various regulations regarding the behavior of

listed companies. Minor misdemeanors, such as delay in publishing an annual report, are criticized

publicly. Those involved with serious violations of the regulations, such as cheating or market

price manipulations, face monetary or penal punishment. Those firms with a track record of being

punished for serious violations are associated with poor corporate governance as such a record is an

indicator of the absence of basic mechanisms to stop management from engaging in illegal activities.

We assign 1 to 9 those firms with a track record of serious violations and 0 for those firms without

such a record.

The second measure we use with regard to corporate governance is whether the CEO also holds

the position of the chair of the board, following Brickley, Coles and Jarrell (1997). When the CEO

is also the chair of the board, the monitoring function of the board over the management team will

be greatly weakened and so will the corporate governance. We assign 1 to those firms whose CEO

has the position of chair of the board and 0 to those firms where the CEO does not. The third

variable we apply is whether there is an existing option scheme as an incentive mechanism to align
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the interests of the managers and shareholders. Those firms who grant options to their management

teams are regarded as having better corporate governance. We assign 1 to those firms without any

option scheme and 0 to those firms that have one.

To explore the impact of corporate governance on the stock market reaction in respect of firms

of various political connections, we interact our corporate governance dummy variable with the SOE

dummy variables. If the poor corporate governance of politically-connected firms is the reason for

their additional negative CARs via the bank-lending channel, one would expect that the coefficient

of the interaction will be negative. The results, illustrated in Columns 1 to 3 of Table XII, support

this hypothesis. All the interactive terms between the corporate governance dummy and the political

connection dummies are negative and the ones associated with SOE affiliated to central government

are significant, both statistically and economically. This suggests that central SOEs with blemished

records, with the CEO chairing the board, and without incentive schemes, are associated with a

0.3%, 0.4% and 0.6% extra decrease in CARs when a 0.5% increase in the reserve requirement is

announced. All these figures are of a similar scale to the baseline stock market reaction of those

central SOE firms, which is around 0.3%.

Another factor that may affect the probability of default of politically-connected firms is whether

they are allowed to operate in monopolized or less competitive sectors. Such permission is a channel

to subsidization and will greatly decrease the possibility of those firms defaulting. In short, those

firms that manage to work in a less competitive market should be associated with a lower possibility

of default. This benefit should be disproportionally in favor of SOEs if the extra risk of SOE

default is the reason that depresses the CARs upon the announcement of the reserve requirement

adjustments.

We use the ratio of the total sales of the top 10 companies to the total sales of the sector as

a measure of competitiveness. A higher ratio suggests a less competitive company and firms are

expected to be associated with higher revenue and lower default probabilities. The result is given in

Column 4 of Table XII. The coefficient of the interactive terms between the SOE dummies and the

measures of sector competitiveness is positive and significant. This suggests that those firms that

operate in a sector that protects SOEs from competitors benefit the company, as evidenced by a

higher level of CAR.

In sum, the above two investigations suggest that firms that have less possibility of being in

default in regard to their loans, either because of having a better corporate governance mechanism,

or access to permission to operate in a less competitive sector, are associated with less negative

market reactions. Combined with the bank-lending channel we established earlier, this suggests

that banks cut loans due to concerns regarding the capacity of those firms to pay back their loans,

although that concern could be partially mitigated by the firms good corporate governance and

higher revenue.
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C.2. Loan Characteristics

The second method to investigate if banks are cutting loans for SOE firms is to look at the loan

characteristics. If the bank-lending channel is functioning and banks are cutting loans because they

are concerned that SOE firms are associated with a higher default rate, then one would expect to

observe that those SOEs with risky loans are hit by the monetary contraction the most.

We use three difference measures to quantify the risk attached to the loans. Firstly, we use the

loan period. Loans with a longer period are considered to be riskier compared with short-term loans,

as the banks have no threat point of stopping the finance before it matures24. Secondly, we use the

interest rate of the loans as the measure of risk. As banks usually charge less secure borrowers a

premium over the normal interest, a higher interest rate indicates that the loan is not safe. Thirdly,

the provision of collateral is also used as an indicator of the riskiness of the loan. This is because

loans secured by providing collateral are associated with much lower risk.

For each measure we calculate the average level for each listed company. We use both the

equal-weighted and loan-weighted measures to calculate the average level. The result is reported in

Table XIII. All the coefficients of the interactive term between the SOE and the first two riskiness

measures, the loan period and the interest rate, are negative. This suggests that banks consider that

firms with political connections are more risky, compared with their private counterparties. This is

in line with our hypothesis that firms with political connections are associated with a higher risk of

default. The coefficients of interactions between the political connection dummy and the portion of

secured loans is reported in Columns 5 and 6 of Table XIII. Again, having secured loans benefits

SOE firms to a larger amount relative to how such loans benefit private firms. This supports the

hypothesis that SOEs are perceived to be riskier in the first place.

C.3. Cities Fiscal Situations

The second reason why banks cut more loans to politically-connected firms, we hypothesize, is

because the government, in the monetary tightening period, is less likely to rescue connected firms

in the face of default than they would have been before.

One way to test this hypothesis is to explore the cross-sectional heterogeneity in the geographic

locations of those listed firms. By doing this we are looking at the fiscal situation of the local

government. We argue that the fiscal situation is the most important factor that determines

whether the local government is going to bail out listed firms. Governments with lower fiscal income

compared with their fiscal expenditure are less capable of rescuing failed listed companies when

compared with governments with a larger amount of fiscal income. Here we make three assumptions.

Firstly, we assume that the fiscal situation is positively correlated with the capacity of the local

government to mobilize funds to bail out listed companies. This assumption is reasonable because

city governments with higher fiscal income could either fund the bailout proceeds using their fiscal

income or raise funds from a bank secured by their future fiscal income. Secondly, we assume that

local government is always willing to save the listed companies located in their jurisdiction. This is

a reasonable assumption given the importance of listed companies in creating employment, paying
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tax and promoting local GDP. The second assumption is that the local government is subject to

fiscal constraints. Namely, it cannot easily expand its fiscal income or decide the transfer it receives

from the central government. This is also reasonable considering that the local tax revenue has been

quite constant in recent years (Zhang and Barnett, 2014) and two large off-balance forms of fiscal

income of local governments, the proceeds of sales of land and transfers from central government,

are actually determined by their higher-level government (Hu and Lin, 2003).

In this section we use two different measures to investigate the capacity of city governments to

bail out defaulting SOEs. The first measure focuses on the total fiscal income of the city government.

The Chinese government’s income derives from the in-budget income and out-budget income, which

mainly consists of the proceeds from the sale of land. Cities with a higher-than-median in-budget

income or proceeds from land sales are more likely to subsidize listed firms when they are in a

difficult financial situation. We obtained the citys fiscal income and expenditure figures from the

Macroeconomic dataset from the SCMAR database. We also obtained the data of each citys land

sale proceeds from the China land statistical yearbook. The second measures of the capacity of the

local government to subsidize firms are the administrations rankings of those cities. There are two

types of cities that are special in this sense: the Special Economic Zone and listed independent cities.

Both types of cities are special because they are exempt from making payments to the provincial

government, and they only have to share their fiscal income with the central government. This

means that those cities have much richer fiscal resources with which to subsidize firms25. The

information regarding Special Economic Zones and listed independent cities is drawn from the

official website of the Chinese government26.

In order to detect the relationship between the governments fiscal situation and the connected

firms extra negative CARs, we split the data according to each variable. In particular, we divide

the whole sample of firms according to whether they are located in a city whose government has a

higher-than-median fiscal expenditure or lower-than-median local land sales. We then divide the

companies according to whether or not they are located in a city with a Special Economic Zone or

Listed Independent city status.

The empirical result illustrates that those firms that are located in a city with a better fiscal

situation are associated with higher CARs in the event of adjustments of the reserve requirements.

The result is displayed in columns 1 to 8 in Table XIV. The table consists of four pairs of columns

and, for each pair, the left column corresponds to the group of firms located in cities with a worse

fiscal situation compared with the firms in the right column. It is clear that all the coefficients in

the left column are of a large scale and are more statistically significant compared with the right

column. This suggests that a citys fiscal situation indeed affects the scale of negative CAR that

firms experience during reserve adjustments, and a citys positive fiscal situation increases the prices

of the firms located in it. This result is in line with our hypothesis that banks do not lend to SOEs

for fear that the government is not going to bail them out when they go bust.

This limitation on external finance can be easily transmitted to investment, profitability and

employment. Due to a relatively higher level of credit constraints, some projects with positive NPV
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will be cut, leading to a smaller growth in investments. The profitability growth rate is also expected

to be decreased due to the cut in positive NPV projects. At the same time, the growth rate of the

employment for those listed firms is also shrinking, mainly due to the lower investment. The above

hypotheses are mainly confirmed by the empirical result illustrated by Columns 2 to 4 of Table XV.

The setting of those regressions is the same as the one illustrated in Equation 2, except that the

dependent variable is replaced by the changes of the investment, profitability and employment. For

all those three variables, the coefficients for both the SOE dummy and the central SOE dummy are

negative, and the central SOE dummy is statistically significant at least at a confidential level of

10%. This result emphasizes the politically-connected firms’ heavily reliance on external finance, as

their performance is greatly affected when banks loans are not as abundant as before.

C.4. Default Probabilities

Previous evidence suggests that the additional increase in the default probability of connected

firms and the decrease in the probability that they will be bailed out by local governments suggests

that the banks are cutting loans based on meticulous calculations. However, in order to show that

the banks are independent in their decisions regarding issuing loans one has to demonstrate that the

banks are not treating the politically connected firms differently from other non-connected firms.

That is, the extra negative CARs of the politically connected firms result from their higher default

probability, not their state ownership per se. We would then expect that in the regression the

political connection dummy will not be statistically significant, as all the information we obtained

from the political dummy would have been explained by the default probabilities.

In order to control for the impact of the default probability of companies on the loan decision

of banks, we obtain the variable from the default probability data from the CSMAR database for

each listed company for each year during the period between 2006 and 2011. We then calculate

the difference in the credit rating between the beginning and the end of each monetary tightening

period27. This variable would capture the increase of the default probability of each company due to

the decrease of money supply by the authority. Regarding the probability of the firm being bailed

out by the government, we use the change of total fiscal income of the local government as a proxy

of the firm being bailed out by the government. The total fiscal income is the sum of the total fiscal

income plus the total proceeds from land title sales.

The result is shown in shown in Table XVI. Column 1 repeats the same baseline result that

was illustrated in Table IV, the main result of this study. Columns 2 to 4 illustrate the scale of

the estimate of the political connection dummy variable when we control for the changes of default

probability and the probability of the government bailing firms out. The result is consistent with

the hypothesis that commercial banks are independent when they make the decision to cut loans for

listed companies. It is evidenced that when the default probability alone is included, the scale of

the coefficients of the political connection dummies is close to zero and insignificant, suggesting

that banks are impartial. The sign for the default probability is negative, indicating that a higher

probability would decrease the CAR as the banks are cutting loans for connected companies. The
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coefficients for connection dummies are closer to zero when the government bailout probability is

included.

IV. Conclusion

In this study I have demonstrated the cyclical nature of political connections. I utilized a unique

but effective monetary policy, the adjustments of reserve requirements, and investigated the market

reaction to the news of the adjustments. Our main finding is that more politically-connected firms,

or firms with the local or central government as their ultimate controller, experience a larger negative

CAR within a small window around the upwards adjustment of reserve requirements. I argue that

this different effect, between connected/non-connected firms, is mainly exerted via the bank channel.

The decrease in the value derives from the extra cutting of loans by banks to those connected

firms. This is because banks are concerned about either an increased probability of connected firms

defaulting, or a lower probability of a government bailout. I also demonstrate that other factors,

such as changes in the value of collateral, a decrease in investment opportunities and government

intervention in banks, are not likely to cause this different effect.
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Notes

1Even though the Chinese government is famous for keeping its forthcoming policies secret.

(Calomiris, Fisman and Wang, 2011).

2A large borrowing position in the inter-bank market suggests that loans are surpassing the

maximum capacity of banks in regard to their deposits, so that they have to face the extra risk of

financing them using short-term borrowing in the inter-bank market.

3Collateral channels have proved to be important in the US market (Chaney, Sraer, and Thesmar,

2012) and in Japan’s banking sectors (Gan, 2007).

4Powerful business groups suggest an asymmetrical effect in regard to extending and cutting

credit: it is much easier to extend credit for such groups, compared with cutting credit, because

doing the former is in line with the interests of their management and shareholders.

5Shanghai Bank was the first bank to obtain a licence to operate nationally, in 2004.

6Measures in March 2007.

7The Chinese CPI index peaked at 8.7% in January 2008, and 6.5% in July 2011.

8It is 21% for smaller banks.

9The Chinese Commercial Bank Law stipulates that commercial banks are not allowed to take

deposits that grant an interest rate higher than the level set by the PBoC.

10Some may argue that the banks’ loan per RMB of deposit is determined by the 75% LTD ratio

ceiling rate; that is equivalent to a formidably high reserve requirement of 25%. However, this

argument does not consider that the banks are also required to hold bonds, as in the Treasury bill,

the Central Bank bill and bonds issued by other government agencies. As a result, the real LTD

ratio is lower than the 75% level.

11This is evidenced by the fact that the excess reserve rate is almost constant after the dramatic

increases of reserve requirements between 2007 and 2011.

12Fama (1985) argues that the lower interest paid on reserves compared with the deposits put the

banking sector in a disadvantaged situation compared to the bond market and is equivalent to a tax

on the banking sector.

13Admittedly, the heterogeneity among private firms in their connections to the government could

be very significant. See Li, Meng and Zhang (2006). However, those connections are much more
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unstable compared with the connections between SOEs and the government, which are maintained

through company ownership.

14One exception is Rizhao steels merger with Shandong steel, when the steel industry was in

distress in 2008.

15The figure is from ”the second national economic survey”, National Bureau of Statistics, 2009.

16In one scandal in 2012, the CPI index was disclosed by foreign media one day before it was

officially announced by the National Bureau of Statistics in China. A resultant investigation led to

six practitioners being put in prison for disclosing state secrets.

17Li and Brodsgaard (2013) illustrate that once the subsidies enjoyed by politically-connected

Chinese firms are removed, their total profitability is much less impressive and falls to below zero.

18The short-term loans are also called “working capital loans”.

19One fact in support of the hypothesis of market speculation is that most of the upward

adjustments of the reserve requirement occurred around the 20th of each month. This regularity

makes it easier for the market to anticipate. See Figure X for the details of the date of each

adjustment.

20Notice that we are limited in regard to expanding the observation length of the prior-and

post-event CARs as these could overlap with the next event. As the Chinese central bank usually

increases the reserve requirement each month, the distance in dates between two events is usually

30 days.

21The possible factors that could affect stocks being sensitive to negative news include the stock

liquidity, the market sentiment and other industry-level situations, such as competitiveness.

22The more detailed calculation please see Schipper and Thompson (1983).

23Although there is no reserve requirement for those funds, a maximum LTD ratio for inter-bank

market borrowing was imposed on January 16, 2015.

24Again, see Diamond and Rajan, 2001.

25Admittedly, the Special Economic Zone cities may have other favorable policies that also could

have caused the different effect, between SOE and non-SOE firms.

26The Special Economic Zone information comes from the official website of the Ministry of

Commerce of China (www.mofcom.gov.cn/xglj/kaifaqu.shtml). The names of the listed independent

cities information come from BaiduBaike, the Chinese version of Wikipedia.
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27There were two monetary tightening periods during this period: one from 2006 to 2008 and the

other from 2009 to 2011.
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Table III Adjustments of Reserve Requirements in China

Annulment Date Effective Date Post-Adjustment Rate Scale of Adjustment

05/01/2007 15/01/2007 9.50% 0.50%

16/02/2007 25/02/2007 10.00% 0.50%

05/04/2007 16/04/2007 10.50% 0.50%

29/04/2007 15/05/2007 11.00% 0.50%

18/05/2007 05/06/2007 11.50% 0.50%

30/07/2007 15/08/2007 12.00% 0.50%

06/09/2007 25/09/2007 12.50% 0.50%

13/10/2007 25/10/2007 13.00% 0.50%

10/11/2007 26/11/2007 13.50% 0.50%

08/12/2007 25/12/2007 14.50% 1.00%

16/01/2008 25/01/2008 15.00% 0.50%

18/03/2008 25/03/2008 15.50% 0.50%

16/04/2008 25/04/2008 16.00% 0.50%

12/05/2008 20/05/2008 16.50% 0.50%

07/06/2008 15/06/2008 17.00% 0.50%

15/09/2008 25/09/2008 17.50% 0.50%

08/10/2008 15/10/2008 17.00% -0.50%

26/11/2008 05/12/2008 16.00% -1.00%

22/12/2008 25/12/2008 15.50% -0.50%

12/01/2010 18/01/2010 16.00% 0.50%

12/02/2010 25/02/2010 16.50% 0.50%

02/05/2010 10/05/2010 17.00% 0.50%

10/11/2010 16/11/2010 17.50% 0.50%

19/11/2010 29/11/2010 18.00% 0.50%

10/12/2010 20/12/2010 18.50% 0.50%

14/01/2011 20/01/2011 19.00% 0.50%

18/02/2011 24/02/2011 19.50% 0.50%

18/03/2011 25/03/2011 20.00% 0.50%

17/04/2011 21/04/2011 20.50% 0.50%

12/05/2011 18/05/2011 21.00% 0.50%

14/06/2011 20/06/2011 21.50% 0.50%

30/11/2011 05/12/2011 21.00% -0.50%

18/02/2012 24/02/2012 20.50% -0.50%

12/05/2012 18/05/2012 20.00% -0.50%

This table reports all 37 events of adjustments of the reserve requirement by the PBoC, Chinas central bank, for the
period between 2006 and 2012. The first column reports the announcement date of the adjustment decision while the
actual adjustment date is reported in the second column. The third and fourth columns report the post-event reserve
requirements (for large-scale financial institutions) and the scales of the adjustments.
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