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ABSTRACT 
	  
A bulk of literature has demonstrated the importance of financial markets to countries’ economic 

development. This thesis studies the influence of financial markets by exploring the effect of 

firms’ access to finance on their performances. Running a linear regression model on the data of 

2,700 private firms in China from 2011 to 2012, this thesis finds that obstacles to firms’ access to 

finance have a significantly negative impact on firms’ performances. Particularly, the negative 

effect matters more for SMEs, firms solely owned by males, and non-exporters. In addition, the 

adverse effect of firms’ financial constraints still exists even with alternative measurements of 

firms’ performances and various aspects of financial constraints. The empirical findings suggest 

that financial reforms aimed at improving private firms’ financial access would be of great 

importance to China. Possible policy solutions include reducing government controls, promoting 

inter-bank competition, encouraging diversified financial institutions, and improving intangible 

infrastructures.
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Introduction 

    A bulk of studies and literature has demonstrated the importance of finances in economic 

development. As early as in 1911, Schumpeter (1911) pointed out in his book, The Theory of 

Economic Development, that financial markets are important to firms’ investment in research 

and development, which are essential boosters to a country’s economic development. Back to 

recent years, a growing literature asserts that a well-developed financial system can positively 

affect a country’s economic development by mitigating information and transaction costs, 

allocating resources, mobilizing savings and facilitating the trading, hedging, diversifying, and 

polling of risk (Levine, 1997). At the industry-level, Rajan and Zingales (1998) show that 

industrial sectors that have higher demand for external finance requirements develop 

disproportionately faster in countries with more-developed financial markets than in countries 

with less-developed financial markets. 

    The financial system also impacts economic development at the firm level. By testing the 

relationship between borrowing and lending with a theoretical model, Cooley and Quandrini 

(2001) find that firms with more access to finance grow relatively faster. In the Chinese context, 

Cull and Xu (2005) provide support to the assertion that firms with more access to bank loans are 

more likely to reinvest. On the other hand, evidence shows that a less-developed financial system 

can impede firms’ development. Maksimovic, Ayyagari and Demirguc-Kunt (2006) use 

firm-level data and find that although many factors could hamper firms’ development, financial 

obstacle is the most salient one.  
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    Given that firms are also important drivers of economic development (Rothwell & Zegveld, 

1982), the underdevelopment of the financial system and the consequent negative impact on 

firms’ performances could be a major block to one country’s policies aimed at boosting 

economic development. What’s worse, it could threaten the political stability of countries in a 

rapid economic development. Therefore, it’s of great political significance to analyze the impact 

of financial access on firms’ performances.   

    This relationship is of particularly great interest to China. Over the past three decades since 

the Reform and Openness Plan in 1979, China has experienced a world-record continuous fast 

growth. Private sectors, which outpaced the growth rate of the state sector, contributed greatly to 

this historical development (Hale and Long, 2010). However, in the meantime, its formal 

financial sector is depicted as poorly developed and being in lack of efficiency (Guariglia and 

Song, 2011; Allen and Qian, 2005). In addition, many scholars and research shows that SOEs 

have easier access to financial access than their private counterparties. The cost of financing is 

significantly lower for SOEs than non-state firms (Ferri et al., 2009) 

    China is at a critical turning point, attempting to transfer from the traditional model driven 

by exports and investment to the new model driven by consumption. This requires a series of 

reforms, including the financial reform. At this moment, studying the impact of financial access 

on firms’ performances has very important policy implications.  

    This paper uses the dataset from World Enterprise Survey on over 2000 private firms in 

China. It analyzes the impact of financial constraint on firms’ performances through empirical 
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models. After testing the results’ sensitivity to different forms of variables of interest and 

controlling the fixed effects of regions and sectors, this thesis finds that firms with severer 

financial constraints have a lower annual growth rate of labor productivity. This is in line with 

previous research showing that financial constraints have a negative impact on firms’ 

performances. In addition, this paper also finds that small and medium firms, firms without 

female owners, and firms with less than 10% of annual sales derived from direct exports are 

negatively impacted by financial constraints.  

    The rest of the paper is structured as follows. The Introduction summaries the basic 

background regarding the formal financial system in China. Background presents the literature 

review of the measurements of firms’ performances and financial access. Then follows the 

theoretical considerations and the framework of my conceptual model. The next part presents the 

empirical model and descriptive statistics. Discussions about the empirical results sensitivity 

analyses follow. Lastly, this paper draws policy implications and conclusions.  

Background 

    The past three decades have seen a huge leap of China’s economy, accompanied with 

reforms in various areas. However, the vast majority of scholars and researchers believe that the 

reform of China’s financial sector is still lagging far behind. Lardy (2004) argues that the product 

and labor markets are much more reformed than the financial market in China. In contrary to the 

achievements China gained in other aspects, the financial system is known for its low efficiency 

in allocating funds and the high level of manipulations.  
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    Wei and Boyreau-Debray (2005) demonstrate the Chinese financial market’s low efficiency 

in their paper Pitfalls of a State-dominated Financial System: The Case of China. They show that 

governmental interventions result in segmentations of the internal capital market, misallocation 

of funds, and low capital mobility within China. In addition, instead of reallocating capital to the 

high productive sectors, governments tend to move funds to the less productive regions.  

    Furthermore, in terms of financial resources, evidence shows that Chinese private firms 

have been in a disadvantaged position for a long time, compared to State-owned enterprises 

(SOEs). Using the matching bank-firm data from two coastal provinces in China, Brandt and Li 

(2003) find that private firms have been discriminated against in the formal loan market by all 

indications. On one hand, private firms have a lower probability of obtaining loans from 

commercial banks. On the other hand, the requirements for collaterals are much higher for 

private firms than for township enterprises. In addition to collaterals, Ferri and Liu (2009) argue 

that, considering the commonly essential contributors to firms’ growth and profits, the costs of 

financing are also much lower for SOEs than for private companies. 

    The persistent discrimination against private firms and inefficiency in allocating funds have 

real adverse consequences on China’s economic development. Since private firms are more 

productive than SOEs (Hale and Long, 2010), bank credits go to the less profitable projects. The 

most efficient firms have to incur higher financing costs in order to expand and reinvest. In the 

long run, this will drag down the growth of private firms, and consequently the whole economy, 

by affecting individual firms’ access to working capital and fixed investments. It could also 
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adversely affect commercial banks’ “bottom line” and their balance sheets, as loans go to less 

efficient enterprises with higher default risks.   

    Given the problems, the Chinese government did attempt to make some improvements. In 

spite of the gradual and slow pace, some reform actions have been taken. However, there is 

literature showing that there are reversals in the reforms of the formal financial sector (banking 

sector). Cull and Xu (2000, 2003) argue that banks were more efficient and allocated more funds 

to productive firms than government departments responsible for direct transfers in the late 

1980s. But by the mid-1990s, as banks more served as the last resort in the SOE reform, the 

correlation between loans and productivity weakened.  

    The reform restarted in 1995, in which year the government established laws regulating 

both the central bank and commercial banks to legally prepare for further banking reform. 

Starting from 1998, Chinese banks incorporated non-state ownerships, including domestic legal 

persons and foreign ownership, and established modern corporate governance structures, moving 

towards a more efficient and marketable operating way. By 2010, under the commitment of 

opening the financial market required by WTO, all of China’s Big 4 state-banks have 

incorporated foreign ownerships and been listed on the stock exchanges of both HK and 

Mainland, China.  

    Notwithstanding all the progresses, the Chinese government still maintains a strong power 

over commercial banks in China. The interest rate liberalization is still underway. The political 
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bias towards SOEs in allocating funds still exists. Banks still assume the bailout responsibility 

for some inefficient but politically connected enterprises. China still has a long way to go. 

Literature Review 

    There is substantial literature addressing how to assess firms’ performances. One paper 

publicated by World Enterprise Survey (David et al, 2013) lists some measurements of firms’ 

performances: revenue, profitability, stock price, and production efficiency. In particular, this 

paper focuses on the proxy of real labor productivity growth and the proxy of employment 

growth rate. The real labor productivity growth is calculated as the annual growth rate of real 

sales per worker. It assesses how efficiently firms use their labor inputs. The employment growth 

rate is the growth rate of the number of full-time permanent workers. It represents the absorption 

of labor in firms’ production processes. Alternatively, Castany and Rosina use Total Factor 

Productivity (TFP) to measure firms’ production capacities. Tybout (2000) uses turnover rates of 

plants and of job creations to compare the gross performances of firms across countries.  

    The Enterprise Surveys Indicator Descriptions uses four methods to compute indicators of 

firms’ performances: real annual sales growth, annual employment growth, annual labor 

productivity growth and capacity utilization. Capacity utilization refers to the proportion of the 

output firms have produced to the maximum output possible if using all the resources available. 

In this paper, I use the annual labor productivity growth rate as the primary measurement of 

firms’ performances. This is appropriate because many microenterprises use very limited capital, 

and hence this method reduces the discrepancy between firm productivity and labor productivity 
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(Buera et al, 2011). Other proxies are used in the sensitivity analyses as robustness check. They 

are logarithm of normalized labor productivity growth, annual employment growth rate, and 

annual sales growth rate.  

In addition to the measurements of firms’ performances, the definition of financial access is 

also of great importance to my study. Access to finance could refer to multiple dimensions of 

access, such as availability of financial resources, financing cost, and the depth and quality of 

services (Kunt, 2006). Morduch (1999) defines the dimensions of financial access in his paper, 

The Microfinance Promise, as reliability, flexibility, continuity and convenience. Reliability 

means that firms could get access to financial resources whenever they need. Continuity means 

that firms could get access to financial resources repeatedly. Convenience refers to how easily 

firms can access finance. Flexibility measures how the financial services could adjust to 

individual firm’s needs. Anything that dissatisfies any of the dimensions could be viewed as an 

obstacle to firms’ financial access, namely, the financial constraint.  

Apart from the dimensions of financial access, the resources of financial access also matter 

when talking about financial constraints. Kunt (2008) lists some financial sources of firms, 

especially small firms, as banks, securities markets, foreign investments, relationship lending, 

and transaction lending. Relationship lending is the lending that relies on personal relationships 

between creditors and debtors. Transactional lending is based on asset appraisals. Hale and Long 

(2010) argue that Chinese private firms, especially small firms, rely heavily on informal loans, 

trade credit, and internal finances. Constraints on firms’ sources of financial access can also be 
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viewed as financial constraints.  

  Based on the arguments above, Chinese firms’ financial constraints are majorly obstacles 

to formal bank loans. On one hand, given the underdeveloped and highly manipulated capital 

markets, China’s financial system is still dominated by banks (Ellitto & Yan, 2013). This 

significantly increases firms’ reliance on credit from banks as the major external financial 

sources (Barth et al, 2013).  

On the other hand, it has been demonstrated by much literature that private firms are 

discriminated in the formal banking system. Loran and Li (2003) provide direct evidence to 

show that between 1994 and 1997, the Agricultural Bank of China, one of the Big Four Banks in 

China, discriminated private firms by requiring higher collaterals and issuing fewer loans to 

private enterprises than to SOEs. Ferri and Liu (2009) argue that the cost of financing is 

significantly higher for private firms than for SOEs.  

From both the perspective of financial sources and of dimensions, it can be concluded that 

the major financial constraint for Chinese private firms is from the formal banking system. 

Therefore, building on this conclusion, this paper specifies firms’ financial constraints as 

constraints to bank loans. The following discussions on the empirical results and the policy 

implications are all based on this specification.   

Based on previous literature, my thesis makes contributions in the following aspects. Firstly, 

there is a dearth of empirical analyses on the relationship between firms’ performances and their 

access to bank loans. Although much literature has justified the hypothesis that private firms are 
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discriminated by banks, few papers have studied the effect of such discriminations on firms’ 

performances.  

Secondly, my thesis shows more detailed impacts on different types of firms by conducting 

subgroups analyses. Firms are grouped by firm’s size, gender of owners and export status. It 

turns out that the effects of financial constraints differ for firms of different types.  

Thirdly, my thesis further solidifies the findings by altering the measurements of firms’ 

performances and aspects of financial obstacles. Firms’ performances are measured by growth of 

labor productivity, growth of sales and growth of employment. Various aspects of financial 

constraints include high interest rates, burdensome collateral requirements, complex application 

processes, insufficient size and maturity of loans, and lack of confidence in obtaining approvals. 

It is demonstrated that even with different proxies of firms’ performances and aspects of 

financial obstacles, the negative impacts of financial obstacles on firms’ performances still hold.  

Theoretical Considerations and Conceptual Model 

    This paper analyzes the impact of financial constraints on firms’ performances. To build a 

comprehensive and rigorous model, I should incorporate factors that are influential to both firms’ 

performances and their financial access as control variables.  

    Much literature has shown that characteristics of a country where firms run daily operations 

affect their credit constraints. Demirgüç-Kunt et al (2008) argue that a country’s GDP per capita 

and the quality of physical infrastructure are negatively correlated with financial barriers. The 

competition, openness and market orientation in the overall financial sector are also strongly 



	   10	  

correlated with financial obstacles at the bank level. It is surprising to me that Wang, You (2012) 

and Ayaydın, Hayaloglu (2014) find a positive relationship between corruption and firm 

performances. Wang and You (2012) give the explanation that this relationship is dependent on 

an underdeveloped financial system, implying that pervasive corruption could deter firms’ 

growth if there is a well-developed financial market. Using a survey of over 1,500 Chinese 

enterprises, Hallward-Driemeier (2006) reveals that both the ownership structure and investment 

environment matter for firms’ performances. In particular, firms perform better with more 

private ownership, fewer regulatory requirements, less corruption, and more support for 

technological innovations. 

In addition to country-level business environment, individual firm characteristics also play 

an important role in determining firms’ performances. Liu et al (2013) find a positive and 

significant link between board gender diversity and firm performances. More specifically, the 

fraction of female directors has a positive impact on firms’ performances in China. But the effect 

differs according to the types of firms. Legal person-controlled firms are more likely to benefit 

from female directors while State-controlled firms are less likely to benefit from female directors. 

Studying a sample of more than 1000 Indian firms, Majumdar (1997) finds that older firms are 

more productive but less profitable than younger firms. In addition to age, size also matters. For 

example, Lee (2009) adopts a fixed-effects dynamic panel model for over 7,000 US publicly held 

firms spanning from 1987 to 2006, and the result demonstrates a significant positive effect of 

firms’ sizes on firms’ profit rates in a non-linear manner.  
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Human capital also accounts for the performances of firms. Evidenced by the panel data of 

Greek manufacturing firms, Magoutas et al (2012) find that human capital is positively 

correlated with growth rates of firms. In contrast to the traditional view that foreign ownership 

improves firms’ productivity in developing countries, Greenaway et al (2009) show a U-shaped 

relationship, indicating that firms’ performances rise up when foreign participation is below 64% 

and decline thereafter. Park et al (2009) find that exports are also positively correlated with 

corporate performances. This could be explained by the effect of “learning by exporting”, for 

example, through inputs of advanced technologies and productive knowhow from overseas 

export customers. This is justified by the finding that firms exporting to more developed 

destinations have better performances.  

    Building up on all the previous literature, this paper includes factors accounting for 

country-level environment and firm-level characteristics as control variables. Business 

environment occupies physical infrastructures, corruptions, regulatory burdens, taxes and crimes. 

Firm characteristics include firms’ age, size, diversity of leaders, attainment of skilled (or 

educated) employees, export status and foreign ownership.   

    Also based on the previous findings and conclusions, this thesis sets the hypothesis that 

financial obstacles impede firms’ performances. Because Chinese private firms are at a 

disadvantaged position compared to SOEs when referring to financial resources (Dollar and Wei, 

2007; Ferri and Wei, 2009), this paper only studies data of private firms.  
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Empirical Model and Data Description 

A. Empirical Model 

    This paper uses a linear regression model as: 

Firm Performance= β0+ β1*Financial Constraint + βi* Firm Characteristics 
                   + βj* Business Environment + β4* Fixed Effects + µ 
 

    Whereby firm performance is measured by annualized growth rate of labor productivity in 

the baseline model. Alternative measurements for corporates’ performances will be used to test 

the robustness of this model. Alternatives include log of normalized growth rate of labor 

productivity, annualized growth rate of sales and annualized growth rate of employment.  

    The independent variable of interest is financial constraint. It is based on the answers for the 

question in the survey: “Is access to finance, which includes availability and cost, interest rates, 

fees and collateral requirements, No Obstacle, a Minor Obstacle, a Moderate Obstacle, a Major 

Obstacle, or a Very Severe Obstacle to the current operations of this establishment?” (World 

Enterprise Survey, 2012). The independent variable equals 0 if access to finance is no obstacle to 

this establishment. It equals 1 if it is a minor obstacle, 2 if it is a moderate obstacle, and 3 if it is 

a major or very severe obstacle. Other proxies of credit constraints will also be applied in the 

sensitivity analysis to test the robustness of the results. They are specific obstacles that keep a 

firm from applying for any line of credit or bank loans (World Enterprise Survey, 2012), 

including unfavorable interest rates, complex application processes, high collateral requirements, 

insufficient loan size and maturity, and lack of confidence in being approved.  
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    Firm characteristics include a vector of variables that control for the differences among 

individual firms. Specific variables include firms’ size, age, export status, sufficiency of skilled 

workers, gender diversity of firm owners, and proportion of foreign ownership. Business 

environment accounts for national characteristics that might be obstacles to firms, which are 

regulation, corruption, crime, electricity, transportation, tax rate, and the competition from 

informal sectors.  

    Specific definitions of all the variables can be found in Exhibit 1 (See Appendix). 

B. Data Description 

    This paper uses a standardized survey publicized by the World Enterprise Survey (URL: 

http://www.enterprisesurveys.org/). This survey collects data from 2,700 privately owned firms 

in China over the period between December 2011 and February 2013. The sample is stratified 

and weighted on the basis of region, establishment size and industry. The objective of the survey 

is to obtain feedback from and track changes of enterprises within a country, allowing further 

studies on, for example, the impacts of reforms (China 2012 Implementation Report, World 

Enterprise Survey). One limitation of the survey is that it doesn’t include firms in the informal 

sector, firms that have fewer than five employees, and firms that failed. Another limitation of the 

survey is the non-response problem. The survey suffers from both refusals to participate in the 

survey and refusals to answer some specific questions. Due to the problem, I have to make some 

sacrifices and delete some observations.  
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    Table 1 (See below) shows the perception of financial access among private firms in China 

in the fiscal year of 2012. About 1.04 percent of the firms cannot or refuse to answer the question. 

More than 40 percent of the surveyed firms report no financial obstacle. Only 4.33 percent 

identify financial obstacles as a major or very severe problem to their daily operations. The rest 

of the firms views financing as a minor or moderate obstacle.  

Table. 1 Perception of Private Firm Financial Access in China in Fiscal Year 2012 
 

Level of constraint No. of observations Percentage 
No obstacle 1157 42.85% 

Minor obstacle 989 36.63% 
Moderate obstacle 409 15.15% 

Major/Very severe obstacle 117 4.33% 
No response 28 1.04% 

Total 2700 100% 
Source: World Enterprise Survey 
 

    Table 2 (See Appendix) presents the summary statistics of key variables used in the 

regression model. In this sample, about half of the firms are large firms, which have no fewer 

than 100 workers (Enterprise Surveys Indicator Descriptions, 2014). The average age of firms is 

2.42 years, and so the results should be indicative to young firms. About 14 percent of the firms 

can be identified as an exporter, which have at least 10 percent of its total annual sales derived 

from direct exports (Enterprise Surveys Indicator Descriptions, 2014). More than half of the 

firms have at least one female amongst the owners of the firm. Only about 6 percent of the firms 

have more than 10 percent of total shares owned by foreigners. On average, about 60 percent of 

total permanent workers have completed secondary school. In terms of other factors affecting 
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daily operations, tax rate outweighs corruption, regulation, crime and physical infrastructures, 

and is mostly viewed as an obstacle to firms’ daily operations. When referring to the specific 

forms of financial constraints, about 8 percent of the firms report complex application process 

while only 3 percent report lack of confidence in getting approvals.  

    Table 3 (See Appendix) summarizes the correlations among key variables in the model. It 

shows that, although weakly, financial constraints are negatively correlated with firm 

performances. Obstacles from other aspects, for example corruption, regulation, and crime, also 

diversely affect firms’ performances. Higher education level of employees, higher proportion of 

foreign ownership and sales from exports, as well as female ownership are all positively 

correlated with firms’ performances.  

Regression Results Analyses and Robustness Check 

A. Baseline Model Results Analyses 

    Table 4 (See Appendix) presents the regression results of the baseline model. At the very 

beginning, I only regress firms’ performances on levels of financial constraints without any 

covariates or fixed effects (See Column (1)). Column (2) shows the results after controlling for 

the fixed effect of sectors. Column (3) further adds in the fixed effect of regions. Column (4) 

controls for firm characteristics: age, size, export status, education level of employees, female 

ownership, and foreign ownership. In addition to previous controls, Column (5) adds in national 

country-level factors that might impede firms’ development: regulation, corruption, crime, 
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physical infrastructures as transportation and electricity, and competition from the informal 

market.  

    The standard errors (See in the parentheses) have been adjusted for clustering. Because this 

sample is stratified at three levels: industry, establishment size, and region (China 2012 

Implementation Report, World Enterprise Survey), the unadjusted standard errors might suffer 

correlations within each industry or region. Given that cost and techniques resemble within an 

industry, it’s reasonable to assume clustered standard errors at the sector-level. Also, since the 

regional inequality still exists in China (Keidel, 2007), firms in different regions have different 

resources and thus different performances, leading to clustering standard errors by region.  

    Through all the five columns, financial constraints have a significant negative impact on 

firms’ performances (measured as annualized labor productivity growth rate in the baseline 

model). This is in line with findings from previous literature that firms that report lower growth 

rates face greater financial constraints (Beck et al, 2005). It’s worth mentioning that the 

coefficient of financial constraint increases from -0.0290 to -0.0179, after controlling for fixed 

effects of sector and fixed effects of region. But the change should mostly be attributed to fixed 

effects of region, from -0.0292 to -0.0179. This demonstrates again the belief that significant 

regional disparities exist in China.  

    Among the covariates that account for the firm and country characteristics, only export 

status and female ownership have significant impacts on firms’ performances. Firms with more 

than 10 percent of the total sales derived from direct exports perform better than firm with less 
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export contributions. Female ownership could improve firms’ performances, compared to solely 

male ownership. These are consistent with conclusions from previous literatures. Firms in 

developing countries could gain advanced techniques and knowhow from the cooperation with 

export partners in more developed countries/areas. Therefore, exports have a positive effect on 

firms’ performances. A more gender-diversified board might have more diversified views and 

thus better development.  

    One possible explanation for the insignificance of the impacts on firms’ performances of 

other covariates might be the features of the sample. For example, the average age of the firms in 

this sample is 2.42 years. The oldest firm only has 4.82 years of history. We could conclude that 

firms in this sample are relatively very young. Therefore, the increase in age as a proxy of 

accumulated experiences doesn’t differ dramatically for firms in this sample, leading to an 

insignificant regression result. As shown in Figure 1 (See below), 63 percent of the surveyed 

firms are manufacturing firms and many in “other services” are also linked to constructions and 

manufacturing. As China is still at the beginning stage of developing high-tech and high-quality 

brands, manufacturing firms in China are mostly low-tech producers, who don’t require high 

educational level of employees. That might explain why the percent of employees who have 

completed secondary school doesn’t have a significant impact on firms’ growth rate of labor 

productivity. In addition, there are only around 6 percent of firms with a more than 10 percent 

ownership held by foreigners. This small proportion might lead to an insignificant result.  



	   18	  

 

 

    The biggest leap in R-square is after the employment of fixed effects of region, from 0.022 

to 0.096. In contrast, R-square only changes very slightly with the addition of country 

characteristics, from 0.104 to 0.106. This indicates that firms’ performances are more explained 

by sector variations rather than national factors. This might be a reason why the national factors 

are insignificant in Column (5). It makes sense as the structure of cost, ratio of margins, 

techniques used and labor-intensity vary in different industries, and all these are determinants of 

firms’ performances. Contrarily, within the same country environment, the national factors do 

not cause so many differences as sectors do.   

B. Subgroups Analyses 

    In the baseline model, export status and female ownership have significant impacts on firms’ 

performances. To further analyze the relationship, this paper conducts subgroup analyses based 

on export status and female ownership. Given that small and medium enterprises (abbreviation as 

Manufacturing 
63% 

Retail 
6% 

Other services 
31% 

Figure 1. Distribution of Sectors   
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SMEs) have more difficulties obtaining external finances in China (Galina and Cheryl, 2010), 

it’s also interesting to compare the marginal effects of financial constraints on SMEs and large 

firms.  

    Table 5 (See Appendix) shows the results of subgroup analyses. Panel A presents the 

regression results sorted by firm size. Panel B exhibits the results sorted by gender diversity of 

owners. Panel C displays the results sorted by the extent of foreign ownership. Financial 

obstacles have significantly adverse effects on SMEs, firms without female owners and 

non-exporter firms. These results again justify the hypothesis that financial obstacles impede 

firms’ development.  

    It is notable that the influence is irrelevant to large firms, firms with at least 1 female owner 

and firms with more than 10 percent of annual sales derived from direct exports. The results 

prove again previous literature stating that large firms are less subject to financial constraints 

than SMEs are (Galina & Cheryl, 2010). The diversity of owners’ gender has a positive impact 

on firms’ performances (Liu et al, 2013); therefore, it’s reasonable to see that firms with female 

owners are less affected by drawbacks than male-founded firms. The coefficient is also 

insignificant for exporting firms in China. One possible reason for this is that exporting firms 

suffer less from limitations on formal bank financing because they have more access to informal 

financings, for example trade credits from export partners and private loans. Another explanation 

is that less credit-constrained firms are more likely to be exports and have higher export quotas 

(Eager and Kesina, 2013). That implies that the result for exporters might suffer from the 
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selection bias problem. The small number of observation, 357, could also account for the 

insignificance.  

C. Sensitivity Tests 

    To test the robustness of the results, this paper conducts a sensitivity analyses on alternative 

proxies of credit constraints and firms’ performances. Firms’ performances can be assessed from 

various aspects and by different methods, and estimates can vary due to different methods. In 

addition, firms are faced up with different financial obstacles, for example overly high interest 

rates or burdensome collateral requirements. It is of great importance to check if those obstacles 

have the same effect or not. Thus, to reach a rigorous and compelling result, this paper employs 

alternative proxies of firms’ performances and tests the relationship between those proxies and 

specific forms of financial constraints.  

    Specific forms of financial constraints are based on answers to the question “What was the 

main reason why this establishment did not apply for any line of credit or loan in fiscal year?” 

(World Enterprise Survey, 2012). They include overly high interest rate, complex application 

process, burdensome collateral requirement, insufficient size or maturity of loans, and firms’ 

lack of belief in obtaining approvals. In addition to the annualized growth rate of labor 

productivity, alternative proxies of firms’ performances are logarithm of normalized labor 

productivity, growth rate of sales, and growth rate of employment.  

    Table 6 (See Appendix) gives the results. When evaluated at labor productivity, only levels 

of financial constraints have significant influences on firms’ performances. Interest rate and lack 
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of belief in obtaining approvals are significantly adversely related to firms’ growth rate of sales. 

Firms’ annual growth rate of employment is negatively affected by high interest rate, 

burdensome collateral requirements and lack of belief in obtaining approvals.  

    It’s notable that the level of financial constraints has a positive effect on firms’ logarithm of 

normalized labor productivity. That means higher levels of financial obstacles lead to higher 

growth rates of labor productivity, holding all other covariates constant. This counters previous 

findings. One possible reason is the calculating method of logarithm of normalized labor 

productivity. Normalizing the variable by sector is to eliminate the fixed effects of sectors by 

subtracting the mean of labor productivity within each sector and then dividing the result by 

standard errors. However, the discrepancies between each observation will be enlarged due to the 

decimal denominator of standard errors. Logarithm form could overcome this problem. But only 

positive numbers could take the log form, indicating that only firms with growth rates higher 

than the mean of the sector can be retained. This causes endogeneity and possibly leads to biased 

estimates.  

    Overall, the sensitivity analyses show that financial obstacles have negative impacts on 

firms’ performances, either assessed by annual growth rate of labor productivity or other 

alternative proxies. This demonstrates that the hypothesis is true: Financial constraints impede 

firms’ performances.  
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Conclusions and Policy Implications  

A. Conclusions 

    This paper takes the hypothesis that Chinese private firms with fewer constraints on 

obtaining external formal financings will perform better than firms with more financial 

constraints. This view is based on previous literature demonstrating that more developed 

financial systems, which grant firms with more accessible and flexible external financial 

resources, help firms grow faster than rates they can finance internally (Kunt, 2006).  

    Using data of 2700 private firms in China from 2011 to 2012, this paper conducts empirical 

analyses to prove the relationship between financial constraints and firms’ performances. It 

provides robust evidence that financial obstacles negatively affect firms’ performances after 

controlling for the fixed effects of regions and sectors and including firm-level and national 

characteristics.  

    To learn more specific influences of financial obstacles, this paper then does subgroups 

analyses by firm size, diversity of ownership, and export status. It turns out that SMEs are more 

vulnerable to financial constraints than large firms. Firms with at least one female owner are not 

significantly affected by financial constraints while firms with only male owners are adversely 

affected. Export status also matters. Firms with less than 10 percent of annual sales derived from 

direct exporting suffer more from financial obstacles than firms deriving at least 10 percent of 

annual sales from direct exporting.  
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    To counter the sensitivity of empirical results to different measurements of firms’ 

performances and financial constraints, the paper tests different proxies of measurements and 

aspects of obstacles. The results prove the robustness of the conclusion drawn before. Regardless 

of various measurements and reasons for financial constraints, financial constraints have 

significant negative impacts on firms’ performances.  

    Finally, it’s necessary to clarify the shortcomings of my data. I use the data from the survey 

conducted in 2012 by World Enterprise Surveys. This survey only contains information for the 

fiscal year of 2012 and very limited data for the fiscal year of 2009. Thus, I cannot make 

comparisons horizontally throughout the time line. That makes my analyses less convincing and 

representative than those drawn from panel data analyses. Another limitation of the dataset is 

that firms in the informal sector are excluded from the survey. As enterprises in the informal 

sector account for a large portion of economic activities in China, this limitation should be 

addressed by future research.  

B. Policy Implications 

    The findings of this paper shed light on reforms in the financial system of China. It has been 

demonstrated by this paper and much previous literature that financial constraints have been a 

major obstacle to enterprises. This paper specifically studies the problem in the formal financial 

sector, which is the discrimination against private firms in terms of access to bank loans. To 

address this problem, it calls for reforms in the banking system as well as institution buildings. 
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Financial and institutional improvement weakens the constraining effects of financial obstacles 

and it is the small firms that benefit the most (Beck et al, 2005).  

    The first and foremost step in the banking system reform is to eliminate or at least 

significantly reduce government controls over banks. The financial system in China, especially 

banks, is still predominantly state-owned, benefitting from implicit backing of the government 

(IMF Country Report of China, 2014). This causes the inefficiency of banks and the bias towards 

state-owned enterprises, at the cost of discriminating private firms.  Reducing state controls 

means fewer regulatory restrictions and greater banking freedoms. For example, the government 

could gradually reduce government ownerships by careful privatization and enhance 

international liberalization by lowering entry levels for foreigners (Kunt, 2006).   

    Another important aspect of banking reforms is to promote SMEs’ access to bank loans. 

Results from this paper’s subgroups analyses show that financial constraints have larger and 

more significant impacts on SMEs than on large firms. A diversified institutional environment, 

the market presence of various types and sizes of financial institutions, is most helpful for SMEs 

to get credits.  Institutions of different types could have comparative advantages and 

disadvantages. For example, small banks have the advantage of relationship lending, while large 

institutions are better at some lending technologies such as small business credit scoring and 

asset-based lending (Berger & Udell, 2004). 

    Promoting competition within the banking system and allowing for the competition from 

foreign competitors could also encourage the efficiency of capital allocation (Kunt, 2006). Low 
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competition is associated with diminished access to finance by firms while high competition 

significantly eases firms’ financial constraints (Peria & Love, 2012).   

    Most generally, constructing and improving intangible infrastructures for a better business 

environment should be a must. A stable and efficient macro environment benefits not only the 

financial reforms but also other aspects. Efforts for such an environment include enforcing 

timely and valid information disclosure, consummating a strong legal system, encouraging 

technology innovations and improving payment systems (Kunt & Levine, 2008).  

    To conclude, this thesis contributes to the studies of the effects of financial constraints on 

firms’ performances in China. Using the firm-level data, this thesis demonstrates the 

significantly negative impact of financial constraints on firms’ performances. It also finds that 

small firms, solely male-owned firms and non-exporter firms are more prone to financial 

constraints than others. The results are checked for robustness through different proxies of firms’ 

performances and perspectives of financial constraints. Based on the empirical results, the major 

policy implication is to accelerate financial reforms in China. Policy recommendations include 

reducing government controls, promoting inter-bank competition, encouraging diversified 

financial institutions, and improving intangible infrastructures.   
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Appendix 

Exhibit 1: Regression Model and Definitions of Variables 

 
Y= β0+ β1*X1+ β2* X2+ β3* X3+ β4* X4+ β5*X5+ β6*X6+ β7*X7+ β8*X8+ β9*X9+ β10*X10+ β11*X11+ β12*X12+ 

β13*X13+ µ 

 

Y= lpg 

 

  

annual growth rate of labor productivity 

X1= fin 

 

  

fin=0 if firms don't identify access to finance as an obstacle 

  

fin=1 if firms identify access to finance as a minor obstacle to daily operating 

  

fin=2 if firms identify access to finance as a moderate obstacle to daily operating 

  

fin=3 if firms identify access to finance as a major or very severe obstacle  

X2= large 

 
  

large=1 if firms have more than 99 full-time permanent employees 
X3= age 

 

  

log of number of years from establishment to 2012 

X4= exporter 

 

  

exporter=1 if a firm has at least 10% of its annual sales derived from direct exports 

  X5= secondary 

   percentage of permanent full-time workers who have completed secondary school 

X6= female 

 

  

female=1 if there are any females amongst the owners of the firm 

X7= foreign 

 

  

foreign=1 if at least 10% of the ownership is held by foreigners 

X8= regulation 

  
regulation=1 if firms identify business licensing and permits as an obstacles  

X9= corruption 

  

corruption=1 if firms identify corruption as an obstacle 

X10= crime 

 

  

crime=1 if firms identify crime as an obstacle to daily operating 

X11= transportation 

  

transportation=1 if firms identify transportation as an obstacle  

X12= electricity 

  

electricity=1 if firms identify electricity as an obstacle 

X13= informality 

  

informality=1 if firms identify practices of competitors in the informal sector as an 

obstacle to daily operating 
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Table. 2 Summary Statistics of Key Variables 
 

Variable Obs Mean Std.Dev. Min Max 
lpg 2302 0.017 0.179 -0.9999995 0.9998241 
fin 2302 0.828 0.849 0 3 

large 2302 0.457 0.498 0 1 
age 2301 2.420 0.476 0 4.828314 

exporter 2302 0.144 0.351 0 1 
secondary 2302 59.381 29.892 0 100 

female 2302 0.580 0.494 0 1 
foreign 2302 0.064 0.245 0 1 

regulation 2302 0.351 0.637 0 4 
tax 2302 0.936 1.021 0 4 

corruption 2302 0.299 0.595 0 4 
crime 2302 0.278 0.559 0 4 

transportation 2302 0.518 0.756 0 4 
electricity 2302 0.501 0.742 0 4 

informality 2302 0.869 0.870 0 4 
nllp 540 -1.127 1.719 -6.810 2.398 

gsales 2302 0.107 0.162 -0.9999995 0.99977 
gemployment 2302 0.091 0.131 -0.669 0.860 

interest 2302 0.072 0.259 0 1 
application 2302 0.086 0.280 0 1 
collateral 2302 0.062 0.241 0 1 

insufficient 2302 0.051 0.221 0 1 
disapproved 2302 0.033 0.179 0 1 

Source: World Enterprise Survey 
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Table 3. Correlations among Key Variables 

 

Source: World Enterprise Survey 
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Table 4. Regression Results of Baseline Model 

VARIABLES (1) (2) (3) (4) (5) 

      

fin -0.0290*** -0.0292*** -0.0179** -0.0193** -0.0197** 

 (0.00742) (0.00744) (0.00892) (0.00889) (0.00979) 

large    0.0205 0.0208 

    (0.0136) (0.0137) 

age    -0.0106 -0.0108 
    (0.0174) (0.0173) 

exporter    0.0400** 0.0403** 

    (0.0179) (0.0179) 

secondary    0.000118 9.42e-05 

    (0.000285) (0.000285) 

female    0.0487*** 0.0482*** 

    (0.0140) (0.0142) 

foreign    -0.0120 -0.0119 

    (0.0228) (0.0230) 

regulation     -0.0122 

     (0.0137) 

tax     0.00590 
     (0.00844) 

corruption     0.00130 

     (0.0130) 

crime     -0.0135 

     (0.0118) 

transportation     0.0154 

     (0.0101) 

electricity     -0.00889 

     (0.00981) 

informality     0.00660 

     (0.00824) 

Observations 2,449 2,449 2,449 2,448 2,448 
R-squared 0.006 0.022 0.096 0.104 0.106 

Sector FE No Yes Yes Yes Yes 

Region FE No No Yes Yes Yes 

Note: Standard errors in the parentheses are adjusted for heteroskedasticity within sectors. *** indicates 

significance at the 1%level, ** at the 5% level, and * at the 10% level. 

Source: World Enterprise Survey.   
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Table 5. Subgroups Analyses 

 

Subgroups   
Financial 

Constraint 
Constant Observations R-squared 

Sector 

FE 

Region 

FE 

Panel A. Marginal Effects of Financial Constraints by Firm Size 
SMEs   -0.0346*** -0.0785 1,337 0.143 Yes Yes 

  
(0.0077) (0.0444) 

    
Large Firms 

 
-0.00277 -0.0103 1,111 0.116 Yes Yes 

    (0.0099) (0.0491)         
Panel B.  Marginal Effects of Financial Constraints by Gender of Owners 

Male   -0.0259** -0.122* 991 0.1 Yes Yes 

  
(0.0083) (0.0454) 

    
Female 

 
-0.0109 0.0342 1,457 0.125 Yes Yes 

    (0.0088) (0.0494)         
Panel C.  Marginal Effects of Financial Constraints by Export Status 

Non-exporter   -0.0175* -0.0647 2091 0.112 Yes Yes 

  
(0.0066) (0.0353) 

    
Exporter 

 
-0.0373 0.117 357 0.198 Yes Yes 

    (0.0188) (0.0345)         
 
Note: This table reports coefficients drawn from regressions on subgroups data. The dependent variable is firms’ 

performances measured as annual growth rate of labor productivity. All independent variables are the same as 

specifications in Exhibit 1. Panel A shows the effect of financial constraints for SMEs and for large firms. Panel B 

shows the results for firms solely owned by males and for firms with at least one female owner. Panel C shows the 

results for non-exporters and for exporters. Standard errors adjusted for heteroskedasticity within sectors are under 

each coefficient in parentheses. *** indicates significance at the 1%level, ** at the 5% level, and * at the 10% level. 

Source: World Enterprise Survey. 
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Table 6. Sensitivity to Alternative Proxies 

 

  
Growth Rate of 

Labor Productivity 

Logarithm of 

Normalized Labor 

Productivity 

Growth Rate of 

Sales 

Growth Rate of 

Employment 

Level of Financial 
Obstacle 

-0.0197** 0.260** 0.00113 0.00554 

  (0.0098) (0.103) (0.0054) (0.0048) 

Interest Rate -0.00408 0.00117 -0.0254* -0.0218** 

  (0.0139) (0.322) (0.0124) (0.0104) 

Application Process -0.018 -0.119 -0.015 0.00195 

  (0.0138) (0.305) (0.0116) (0.0099) 

Collateral 

Requirement 
-0.00177 -0.0478 -0.0225 -0.0204* 

  (0.0114) (0.262) (0.0112) (0.0092) 

Insufficient 

Size/Maturity 
0.000871 -0.646 -0.0182 -0.0191 

  (0.0147) (0.379) (0.0141) (0.0095) 

Not believe to be 

approved 
-0.00546 0.117 -0.0568*** -0.0543*** 

 
(0.0220) (0.464) (0.0238) (0.0182) 

Note: This table reports coefficients from models with alternative proxies of firms’ performances and aspects of 
financial constraints. Each column shows the results for different aspects of financial constraints with fixed 

measurement of firms’ performances. Each row shows the results for different measurements of performances with 

fixed financial constraint. All other independent variables are the same as specifications in Exhibit 1. Standard errors 

adjusted for heteroskedasticity within sectors are shown below each coefficient in parentheses, where *** indicates 

significance at the 1% level, ** at the 5% level, and * at the 10% level.  

Source: World Enterprise Survey.  
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