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This paper examines the impact of recent financial reforms in China on the financing
constraints and investment of publicly-listed Chinese firms. Two continuous indices are
constructed to measure the evolution and intensity of financial reforms: a financial
liberalization index and a capital control index. Dynamic panel GMM method is used to
estimate firms' financing constraints in an Euler-equation investment model. Based on panel
data of listed firms for 1996–2007, we find that large firms face no credit constraints and
smaller firms display significant constraints. However, the sensitivity of large firms'
investment to their cash holdings is heightened as more financial reforms take place. It
appears that reforms that gradually eliminate preferential treatments to large firms, primarily
state-owned enterprises (SOEs) in China, have subjected these firms' investment decisions to
stricter market-based discipline and therefore raised their financing constraints. No significant
change in the financing constraint is detected for smaller firms in China. This is interpreted as
financial reform in China has not been substantial enough for its benefits to reach smaller
firms.

© 2012 Elsevier Inc. All rights reserved.

JEL classification:
E22
G31
G18
O16

Keywords:
Financial liberalization
Investments
Financing constraints
Chinese firms

1. Introduction

This study examines the effects of financial liberalization in China. More specifically, we test whether financial reforms have
reduced financing constraints of publicly-listed Chinese firms. Tremendous economic growth displayed by China since its
initiation of economic reforms in 1978 has generated an extensive and growing body of empirical studies that explore various
aspects of the Chinese economy. Yet, few studies, particularly those that use firm-level data, have looked at the impact of financial
reforms that have been carried out recently in China.

Many fast-growing emerging markets initiated financial reforms and capital account liberalization in 1980s and 1990s.
However, recent financial debacles, from the 1997–98 Asian crisis to the 2007–09 global meltdown, have invoked serious doubt
on the presumed benefits of financial liberalization. Yet, there are others who advocate continued efforts in liberalizing financial
markets. For example, even at the peak of the global financial crisis in 2008, McCormick, the then US Undersecretary of Treasury
for International Affairs, called China's leaders to “strengthen their commitment to the bold path of financial reforms” and argued
that financial liberalization “is critical to China's future economic growth and stability”.1 Empirical studies on the effects of
financial globalization on developing countries have produced ambiguous results and therefore not been helpful in producing any

China Economic Review 23 (2012) 482–497

⁎ Corresponding author. Tel.: +853 8397 8954; fax: +853 2883 8312.
E-mail address: dangvinh@umac.mo (V.Q.T. Dang).

1 See McCormick (2008).

1043-951X/$ – see front matter © 2012 Elsevier Inc. All rights reserved.
doi:10.1016/j.chieco.2012.03.009

Contents lists available at SciVerse ScienceDirect

China Economic Review

http://dx.doi.org/10.1016/j.chieco.2012.03.009
mailto:dangvinh@umac.mo
http://dx.doi.org/10.1016/j.chieco.2012.03.009
http://www.sciencedirect.com/science/journal/1043951X


clear policy guidelines. An extensive survey by Kose, Prasad, Rogoff, and Wei (2006) suggests that using micro data is more
suitable in detecting specific channels in which financial liberalization can affect economic growth and therefore helpful in
resolving the ambiguity associated with studies that use only country-level data. Our study is part of a growing effort to use
disaggregated data to examine various aspects of the financial liberalization — growth nexus in emerging markets.

Transitional economies inherit from their earlier central-planning phase a repressed financial system in which, among others,
a ceiling was imposed on both lending and deposit rates to keep interest rates artificially low, and active directed credit programs
channelled funds at a subsidized price to large state-owned enterprises and export manufacturers. Various financial deregulations
aimed at phasing out these practices are expected to lead to a more efficient allocation of funds to businesses.

That being said, it is not clear whether firms with different characteristics (size, age, political connection, business group
affiliation, etc.) would all benefit or benefit uniformly from these reforms. For example, elimination of directed-credit programs
maymake it easier for smaller or private firms to compete for funds while subject those benefited previously from these programs
to higher financing constraints. While a larger number of private or foreign-owned banks encouraged by lower entry barriers to
the banking system can promote lending to firms of different sizes, increases in interest rate as a result of different liberalization
initiatives may also mean higher financing cost for a subset of firms. In addition, given asymmetric information problems in the
financial system, large firms may continue to enjoy easier access to credit due to their high net worth or collateral. And firms
affiliated with a business group or with political connection may be granted preferential credit access despite of financial reforms.

In this paper, we examine how financial liberalization in China has affected financing constraints of Chinese firms of different size.
We construct two complementary continuous indices, a financial liberalization index and a capital control index, to capture the
evolution and degree of financial reforms in China. Based on panel data of exchange-listed firms for 1996–2007, we find that large
firms face no credit constraints and smaller firms display significant constraints. However, the sensitivity of large firms' investment to
their cash holdings is heightened as more financial reforms take place. This suggests financial reforms have subjected large firms,
primarily state-owned enterprises (SOEs) in China, to harder budget constraints via stricter market discipline. This conclusion is
consistent with results from studies on other developing and emerging-market countries. In this study, we do not detect any
significant change in financing constraint for smaller firms in China along the financial liberalization process. This is interpreted as
financial liberalization in China has not been substantial enough for its benefits to reach smaller firms.

Section 2 provides a brief literature review. Section 3 presents the investment model and estimation methods. Description of
data and construction of financial liberalization indices are contained in Section 4. Section 5 presents and discusses the regression
results. This is followed by a conclusion in Section 6.

2. Literature review

In a perfect capital market where financial friction is absent, as assumed by Modigliani andMiller (1958), internal and external
funds are perfect substitutes and a firm's investment decisions are made independently of its financing choices and therefore its
capital structure. Capital markets in reality tend to be less than perfect and firms face higher cost for external financing due to
asymmetric information and agency problems.2 Therefore, firms that are considered financially constrained when their
investment are sensitive to internal funds.

Financial reforms are considered to promote capital market efficiency and therefore alleviate firms' financing constraints. This
relationship has been a subject of active research, particularly on emerging markets.3 For example, Jaramillo, Schiantarelli, and
Weiss (1996) investigate whether financial reforms introduced in the 1980s were successful at reducing financial constraints for
Ecuadorian firms. Using panel data to estimate an investment model based on an Euler equation approach, the authors find that
small and young firms were subjected to financing constraints while large and old firms were not; and there is no evidence to
suggest that financial reforms helped reduce the constraints for small firms. Similarly, Hermes and Lensink (1998) do not find
evidence supporting the hypothesis that banking reforms in Chile in 1980s contributed to reducing market imperfections for
small firms.4 However, Forbes (2007)'s assessment of capital controls instituted in Chile during 1991–1998 indicates that small
firms experienced significant financing constraints within the control period whereas these constraints were absent before and
after. She concludes that there was a cost of capital controls in terms of increasing financing constraints for smaller firms.
Although the policy changes examined in the two studies on Chile are not identical, possible explanations as for why small
Chilean firms did not benefit from a more liberalized financial regime in the first study but did so in the second study are
(1) benefits of financial reforms may take some time to trickle to smaller firms that normally face greater asymmetric information
problem relative to their larger counterparts or (2) earlier policy reforms were not substantial enough to reach disadvantaged
firms.

Some recent studies combine cross-country and time-series data to examine various aspects of relationship between external
and domestic financial liberalization and firms' dependence on internal funds. Love (2003), using a data panel consisting of 5000
firms in 36 developed and developing countries, shows that financial development reduces the sensitivity of firms' investment to
internal funds, especially for smaller firms. While the author corrects for sampling bias – developing countries are under-
represented and developed countries over-represented in the sample – the results still reflect the average effect of financial
development across many countries, including many of the most sophisticated financial and economic systems in the world. The

2 The 2007–2009 global financial turmoil, triggered by problems in the US debt market, reinforces this reality.
3 See Schiantarelli (1996) for a review of earlier studies.
4 However, they find evidence suggesting regulation changes were effective in promoting credit access for non-conglomerate firms.
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