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Abstract

Differential quantitative effects of internal finance on growth among firms facing different
degrees of financial constraints are found in this paper using an unbalanced panel data on
1122 UK firms listed on the London Stock Exchange. The generalized methods of moments
(GMM) estimation results are consistent with financial constraints arising from capital mar-
ket imperfections and indicate a substantially greater sensitivity of growth to cash flow for
firm years facing the most binding financial constraints. Furthermore, these firms can ac-
tually expand their size more than the extent of increase in cash flow they may have which
supports the leverage effect hypothesis. The estimated impact decreases monotonically there-
after as financial constraints become less binding allowing the firms to finance successively
bigger portion of their growth through external financing.
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