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Preface

High—speed growth rate of investment is the landmark characteristic of China’s
economic growth mode over the last 30 years of reform and opening up, and also
one of the major drives of the sustained economic growth. The question is what are
the driving factors for such a high rate of investment in China? How the system char-
acteristics and micro incentive mechanisms behind this high rate are realized, in
particular the credit and financial support system? In such a mechanism, could the
high growth rate of investment—led growth mode be maintained? Past researches most-
ly focus on the analysis of the total investment level, and neglect the specific in-
vestment decision — making mechanism. This paper is trying to analyze the credit
foundation of “over—investment” characteristic.

There is no doubt that the matching credit financial system of “excessive
investment” has played an irreplaceable role. Whether regarding the finance—oriented
investment and financing system at the early stage of reform, or the current investment
system supported by “indirect financing system” , or even the possible investment
system supported by capital market” in future, research on the effectiveness
and internal mechanisms of credit support not only helps to profoundly understand
the “core” of China’s growth pattern in the transitional period, but also provides
useful Lessons on China’ s future investment and financing reform. Especially that
China is in the process of financial deepening and liberalization, the various paths
and mechanisms of the credit system’s support on the real economy has a dynamic
change characteristic. It is worthy of in—depth study to describe the changing path,
in particular the macro—and micro investment efficiency of improvement on credit
system.

This paper firstly defines the experience facts of “excessive investment” and
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secondly, it explores the credit support mechanism of China’s “excessive investment”
characteristic from perspectives such as the liquidity providing mechanism of the
credit contract, macro capital allocation mechanism, credit rationing mechanism,
soft budget constraint mechanism, and the government intervention mechanism
characterized by “North Paradox” . According to the existing researches, the above
mechanisms are divided into market and non —market credit support mechanisms
according to their nature. Because of the different effective channels and mechanisms,
the investment and credit relationship at different levels have shown a multiple
equilibrium forms. By expanding the new classical investment equation of balanced
supply and demand, this paper explains the reasonableness of multiple balances
from a micro theoretical perspective.

Thirdly, in the empirical level, by analyzing the data regarding macro total
fixed investment, provincial fixed investment, industry fixed investment, as well
as micro—level investment data of listed companies, and their corresponding credit
variables, the paper found that the liquidity mechanism provided in the form of
credit contract could effectively support the rapid growth of investment during Chi-
na’ s transitional period, but the capital allocation efficiency of credit contract was
not effectively improved. Either credit rationing, soft budget constraint, or govern-
ment intervention, and other non—market —oriented mechanisms, could play an
important role in the investment decisions. In the analysis of relationship between
provincial fixed investment and credit support, the paper also found that the rela-
tionship between the two shows typical “threshold effect” . It roots in the distortion
of the contract form between investment and credit by the non - market mecha-
nisms. The estimated results by the structural equations of provincial panel data al-
so confirmed that the government’s control on credit system and the “external in-
fluences” are important determinant variables for investment. Finally, the paper
proposed policy recommendations for the establishment of a market—oriented credit
resource allocation system. The paper is structured as follows ;

The Introduction Part is on the theoretical and practical values, research
background, research methodology, logical structure, and innovation of this re-
search. Chapter 1 summarized the latest development of the new classical invest-

ment equation of balanced supply and demand. The form and variables of the model
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will be important reference for the empirical analysis of this paper. Based on that,
the paper analyzed the various channels and corresponding effectiveness of influ-
ences on investment by credit variable in the forms of various non—market mecha-
nisms such as “Financial constraints” , “Credit rationing” , and “Soft budget con-
straint” etc.

Chapter 2 focused on analyzing the characteristics of China’ s macro invest-
ment during the transitional period in dimensions such as total volume, structure
and efficiency, and, based on that, defines the “excessive investment” phenom-
enon. Then it explored the stylized facts of China’s macro—investment and credit
support from the perspective that credit contract provides liquidity for total invest-
ment. A comprehensive analysis of various indicators confirmed that there is certain
“excessiveness”’ in China’ s total macro investment, but the author has found that
the growth of China’s total investment does not adopt the so—called “credit—driv-
en” mode, instead, the rapid growth of macro investment has endogenously
pulled the “credit supply. ” This provides empirical foundations for the following a-
nalysis on the non—market mechanisms of credit.

Chapter 3 and 4 study the capital allocation efficiency of China’ s existing
credit system by using provincial data and industry data respectively. The provincial
data showed the so—called “threshold effect” in relationship between credit and in-
vestment. Dynamic speaking, passive growth of credit supply could well adaptively
change the capital allocation efficiency to a certain extent, but its influence on the
allocation efficiency is invalid in a short term. An empirical analysis of the various
industries showed that although investment funds can flow among the various indus-
tries, the capital allocation efficiency of credit is low. This shows that the credit
system does not take ideal effect as an important mechanism for the allocation of
funds. The cause for this phenomenon is the “non—market mechanisms” In credit’
s support of investment.

Chapter 5, 6 and 7 discussed in detail the “non—market” mechanism in
credit’ s support of investment. Chapter 5 constructed a business investment model
with credit restraints and soft budget constraint, and confirmed with listed compa-
ny data the “distorted” incentive effect by soft budget constraint on the investment

of state—owned enterprises. Chapter 6 checked the influence of credit rationing on
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investment during China’ s transitional period. By the econometrics of macroeco-
nomic data, the article confirmed the existence of macro credit rationing, and ex-
plained the possible distortion effect of “exogenous” credit rationing on investment
from a theoretical perspective. Chapter 7 made a comprehensive survey of the gov-
ernment’ s control of invest, supply of public goods, as well as various channels
those take indirect effects on the credit and financial system and lead to the “alien-
ation” of the incentive mechanism of investment decision—making. It found that by
referring to the “North Paradox” and “Paradox of the market” in understanding
the government behavior, one can better understand the “government intervention
mechanism” in the relationship between credit and investment.

Through theoretical and empirical analysis, the article analyzed the “non—market
mechanism” of credit support that leads to excessive investment. Particularly, it’ s
carding of the changes in credit support mechanism helps to better understand the
mechanism of influence on the relationship between the two by various variables, so as

to provide useful theoretical basis for the government’s decision—making.
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