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Abstract. This paper mainly concentrates on the correlation between financing
constraints and firm performance. Therefore, this paper will provide more
appropriate recommendations for different firms facing different levels of
financing constraints, which can improve firm performance. As the theories of
capital structure and corporate investment and financing decisions continue to
evolve, the influence of financial constraints on corporate business development
has emerged as a significant research focus within the realm of corporate finance.
In the context of an imperfect capital market, factors such as information
asymmetry, financial distress costs, and principal-agent issues contribute to
disparities in financing costs between internal and external sources, ultimately
resulting in widespread financial constraints faced by firms. Aligning with the
pecking order theory of financing, enterprises prioritize internal financing when
contemplating investment and financing strategies, followed by bond financing,
and ultimately equity financing. Consequently, in scenarios where internal and
external financing environments exhibit considerable disparities, the internal
financing capacity of enterprises confronted with financing constraints becomes
pivotal to their performance. Our objective is to explore whether and how the
influence of financing constraints on globally listed firms has changed over a
20-year period from 2002 to 2022. This paper mainly confirms which financing
constraints can have a positive and significant effect on firm performance to
some extent. Therefore, enterprises should appropriately strengthen their degree
of financing constraints in the listing process and operation in order to promote
the further improvement of corporate performance.

Keywords: Financing constraints, Corporate performance, Double fixed effect
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1 Introduction

The significance of financing constraints on business decisions has been a pivotal area
of research in corporate finance. Assuming information asymmetry, agency costs, and
transaction costs, numerous empirical studies have been undertaken by scholars
globally to investigate financing constraints.The impact of financial constraints on
business performance wrote by Zhang J had a rough description of the relationship

© The Author(s) 2025

J. Lu (ed.), Proceedings of the International Workshop on Navigating the Digital Business Frontier for Sustainable
Financial Innovation (ICDEBA 2024), Advances in Economics, Business and Management Research 315,
https://doi.org/10.2991/978-94-6463-652-9_55


https://doi.org/10.2991/978-94-6463-652-9_55
http://crossmark.crossref.org/dialog/?doi=10.2991/978-94-6463-652-9_55&domain=pdf

530 J. Liu

between the two[l1].These investigations primarily concentrate on assessing how
financing constraints influence corporate investment behavior.

The examination of corporate financing constraints was initiated by Fazzari et al. in
1988. Their study encompassed 421 listed companies in the US manufacturing sector
spanning from 1970 to 1984. Among the bank group, companies with elevated
dividend payout ratios encountered fewer financing constraints. Their analysis,
segmented into three sample groups, revealed a connection between the sensitivity of
firm investment to cash flow and the relationship between financial constraints and
investment under varying degrees of financial constraints. Notably, there's a
substantial positive correlation between cash flow sensitivity, internal cash flow, and
firm investment for companies facing significant financing constraints. This
substantial impact translates to high investment-cash flow sensitivity. Their findings
suggest that in an imperfect capital market, external conditions constrain the
investment and financing activities of enterprises, leading to a heavier reliance on
internal funds for investments. This reliance intensifies as the cost of external funds
increases, highlighting a stronger correlation with internal financing. The empirical
test conducted by Fazzari et al. validated these theoretical hypotheses, thereby
providing the first evidence of financing constraints' impact on corporate behavior [2].

Zingales conducted a study, referencing Fazzari et al. utilizing a sample of 49
enterprises exhibiting a low rate of return [3]. They posited that the management of
enterprises facing lesser financial constraints often opts to finance using internal
funds, driven by a self-interested motive to control a larger share of enterprise
resources. Furthermore, they observed an inverse relationship between the degree of
financing constraints and investment-cash flow sensitivity. Moyen, meanwhile,
attributed the conflicting conclusions between Fazzari et al. and Kaplan & Zingales to
differing criteria for assessing financial constraints. Utilizing data from 2000
companies, she constructed two models, revealing that when the level of financing
constraints is gauged by the incentive payment rate, greater financing constraints
correspond to elevated investment-cash flow sensitivity [4]. Caggese expanded on
this, suggesting that enterprises facing external financing constraints often rely on
internally available funds for investment, compensating for fixed capital investment
by reducing variable capital [5]. Hovakimian and Titman also noted that enterprises
can ease financing constraints by liquidating their assets, as evident in their study on
the relationship between fixed capital investment and voluntary asset sales [6].

Recent research has consistently demonstrated that financial development can
alleviate the external financing constraints encountered by enterprises, thereby
fostering economic growth. However, considering the varying resource requirements
across different industries, it remains uncertain whether financial development can
effectively reduce the external financing constraints faced by industries heavily reliant
on external financing. This paper aims to delve into the relationship between
financing constraints and firm performance. Through the analysis of data samples in
the past 20 years, we find that there is a positive correlation between corporate
performance and financial constraints
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2 Statistics and Model

2.1 Describitive Statistics

Table 1. Descriptive statistics of the variables used

1) (2) 3) “) (5)
VARIABLES N mean sd min max
PB 49,291  4.028 17.78 4.30e-05 2,789
Tobin's Q value 49,425  2.009 3.978 0.625 715.9
book-to-market 49,425  0.649 0.249 0.00140 1.601
financial constraints 49,425  -3.734 0.321 -5.690 -0.371
corporate 48,693 7547 4234 0 18,748
performance
liabilities 48,692  63.00 369.6 0 14,293
return 49,425  9.533 88.35 -687.4 3,610

Table 1 illustrates the descriptive statistical outcomes for the primary variables
explored in this study. Utilizing data from seven listed companies spanning from 2003
to 2022, we've identified our main variables. Additionally, we've adjusted the total
current liabilities, total current assets, and net income of the enterprise, using tens of
millions as the unit for clarity and significance in analysis. Other datasets are
represented as proportions, eliminating the need for further adjustments. Notably,
there's a substantial disparity between the highest and lowest net assets of listed
companies, accompanied by a significant variance.

For the research, we've selected panel data from A-share non-financial enterprises
covering the period from 2002 to 2022. When it comes to the Index of Financial
Constraints, its conception originates from Kaplan & Zingales's work. This index
quantitatively defines the financial constraints faced by enterprises based on their
characteristics. It's then applied to a broader sample to assess the degree of financing
constraints encountered by various businesses. This index reflects the relative
financing constraints faced by a specific set of companies.

Prominent indices representing financial constraints include the KZ index, the WW
index (introduced by White & Wu), and the SA index (proposed by Hadlock &
Pierce)[7] .The WW index comprises multiple components such as cash flow, cash
stocks, interest payment dummy variables, long-term debt levels, enterprise size,
industry sales revenue growth rate, and sales growth rate, exhibiting a certain
endogenous relationship. Conversely, the SA index is formulated using variables like
enterprise size and age, excluding ST or *ST enterprises, samples with incomplete
data disclosure, and those with zero total assets. We've retained data with disclosure
information spanning at least 10 years, resulting in a final dataset of 49,425 samples.

Various scholars adopt different methodologies to gauge financial constraints,such
as a previous paper of Zhou M[8]. In this paper, we adhere to the belief that financial
constraints are influenced by the internal conditions of enterprises. Hence, we employ
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the SA index, which also be used in Financial Dependence and Growth
[9].Introducing by Hadlock and Pierce, as a measure to categorize the degree of
corporate financial constraints [10]. The SA index is computed as follows:
SA = —0.737 X size + 0.043 x size?— 0.040 X age (1)

Where is the enterprise scale, which is measured by taking the net profit of the use
enterprise is in tens of millions; is the enterprise age, which is measured by the
observation year minus the establishment year of the enterprise. This paper calculates
the degree of financial constraints faced by each enterprise in the observation year,
the greater the value of the index is, the more serious the financial constraints the
enterprise may face.
2.2 Correlation Analysis

Table 2. correlation analysis of the variables used

corporate

financial Tobin's book-to-m liabilit
. performan PB asset .
constraints ce Q value arket ies
financial
constraints
corporate 0.402 1
performance
PB 0.0251 -0.0138 1
Tobin' 4
obin's Q4 1263 o070 2
value 78
book-to-mar ) 0.104 01 o306
ket 75
-0.0
asset 0.205 0.373 201 -0.0298 0.171 1
e -0.0 0.96
liabilities 0.227 0.393 205 -0.0335 0.186 4 1

The final regression results of the correlation analysis in table2 also shows that there
is a positive correlation between financial constraints and corporate performance, and
the correlation coefficients between important variables in the model are all
significant. Moreover, the correlation coefficient between corporate performance and
financial constraints is 0.402, which is less than 0.75, so it can be preliminously
judged that there will be no multicollinearity. In addition, we can find that there is a
positive correlation between financing constraints and the main variables we adopt,
and we can preliminarily judge the small multicollinearity. In addition, in terms of
statistical inference, this paper uses robust standard deviation to solve the problems of
serial correlation and heteroscedasticity, so as to improve the robustness of statistical
inference. In addition, in small samples, multicollinearity is likely to have an impact
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on the validity of the estimator, but as the sample size increases, the variance of the
regression coefficient of the estimator will gradually decrease. Therefore,
multicollinearity does not have a substantial effect on large samples, and its negative
effect is offset by the increasing sample size.

2.3 Hausmann Test Results

In this model, we use the Hausman test to determine whether our selected sample data
is more consistent and suitable with a fixed effects model or a mixed effects model.
The specification of the baseline regression model we use is as follows:

Yic = Bo + Bixic + controlls + o + A, + &, 2)

v is the annual net profit of listed companies from 2003 to 2022 in tens of millions,
and we also use this data to measure the performance of enterprises in these 19 years.
Among them, the subscript i represents the enterprise and t represents the year, which
refers to financial constraints, which is the core focus of this paper. Finally, our fixed
effect model uses the total current liabilities, total current assets, market-to-book ratio,
Tobin's Q value and book-to-market ratio as control variables in units of tens of
millions. If the coefficient in the fixed effect model is greater than zero, it indicates
that there is a positive correlation between financial constraints and firm performance.

3 Result Analysis

Table 3. Fixed-effect model results of financing constraints and firm performance

1
VARIABLES return
financial constraints 30.434%**
(21.64)
PB -0.021%***
(-3.71)
Tobin's Q value -0.099%**
(-3.71)
book-to-market ST AT TEEE
(-12.10)
asset 0.065%**
(53.75)
liabilities -0.045%**
(-31.90)
Constant 105.751%%%*
(22.60)
Observations 48,558
Number of stkcd 5,176
R-squared 0.208

Company FE YES
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Year FE TES
F test 0

12 a 0.113
F 455.4

t-statistics in parentheses
*** p<0.01, ** p<0.05, * p<0.1

Table 4. Financial constraints and robustness test results of firm performance

robustness test

VARIABLES asset2

SA 281.808%**
(14.65)

PB -0.100
(-1.30)

Tobin's Q value -1.769%*
(-2.43)

book-to-market 3.235
(0.38)

asset -0.220%**
(-13.25)

liabilities 0.976***
(50.42)

Constant 912.897***
(14.18)

Observations 48,374

Number of stkcd 5,138

R-squared 0.370

Company FE YES

Year FE TES

F test 0

12 a 0.295

F 1016

Upon conducting a rigorous analysis of the double fixed-effects model presented in
table 3 and 4, a notable positive correlation between enterprise performance and
financial constraints is evident, with a significance level reaching 0.01. This finding
underscores that when financial constraints are minimal, they can actually facilitate
improved enterprise performance, indicating that certain financial limitations can
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positively impact business operations. Deng Kebin and colleagues integrated
production efficiency into the enterprise production function, suggesting that
financing constraints in China are not severe. They argued that productivity gains
stemming from innovative investments by enterprises are adequate to counteract the
adverse effects of financing constraints on enterprise growth, thereby challenging the
U-shaped relationship hypothesis. Zhang Aimei et al. emphasized the positive role of
financial constraints and advocated for maintaining these constraints within a
reasonable range to enhance enterprise performance, rather than merely reducing their
severity. This suggests that financial constraints might exert pressure on enterprises to
undertake more efficient research and development (R&D) and investment activities,
thereby mitigating their negative impact and boosting overall performance.
Additionally, other control variables exhibit a high correlation with enterprise
performance at a significance level of 0.01. Notably, total current liabilities,
price-to-book ratio, Tobin's Q value, and book-to-market ratio demonstrate a
significant negative correlation with enterprise performance. This negative
relationship is likely due to a decrease in market capitalization leading to an increase
in the book-to-market ratio, which subsequently affects enterprise performance
adversely. Conversely, total current assets show a significant positive correlation with
enterprise performance.

Through the robustness test shown in table 4, when the measurement standard of
enterprise performance is changed to operating income, it can also be found that the
results still show a significant positive correlation, so the above conclusions have
strong stability.

4 Conclusion

Firstly, the paper analyses and discusses the conclusion that financing constraints help
to improve firm performance by using the double fixed effects model. Secondly,
financing constraints and firm performance are analysed by controlling total current
assets, total current liabilities, gearing ratio, Tobin's Q and book-to-market ratio to
obtain more accurate and detailed results.

The fundamental discoveries presented in this paper are as follows: Up to a certain
point, easing financing constraints can enhance company performance. From this
perspective, the paper posits that to foster superior enterprise management and
growth, two key areas can be reinforced. Initially, it is imperative to assess the level
of financing constraints a business faces prior to making decisions. In instances where
the financing constraints are minimal, companies ought to concentrate on bolstering
their research and development (R&D) efforts and investment dynamism, thereby
mitigating the adverse effects of such constraints on their operational performance. To
achieve this, there are two primary avenues to explore. One involves enhancing the
external macroeconomic environment, wherein the government can implement
tailored policies to alleviate corporate financing challenges.Conversely, given that
financing constraints often arise due to inadequate internal conditions, companies
must strive to improve their internal circumstances and elevate their competitiveness.
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The main defect of this paper is that it is not comprehensive enough. In the future, we
will focus more on analyzing the performance of listed companies in different periods
and the effects under the influence of different degrees of capital constraints
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