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Abstract

At present, the problem of financial mismatch poses great challenge to China’s financial market.
Financial mismatch blurs the market governance structure of debt financing, thus distorting the
relationship between asset specificity and capital structure. This paper investigates companies
listed on the A-share of Shanghai and Shenzhen Stock Exchange from 2012 to 2017. It tests
the existence of financial mismatch and the impact of financial mismatch on asset specificity
and capital structure. Empirical results show that the impact of financial mismatch on the
relationship between asset specificity and capital structure of sample companies exhibits no
differences in ownership. Both state-owned listed companies and private companies face the
same degree of financial mismatch issues, which leads to changes in the property-specific
governance structure of assets, and asset specificity is positively related to capital structure.
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Introduction

Since the appearance of the Modigliani-Miller theorem, a great deal of literature pertains on
the factors affecting capital structure. The characteristics of companies, institutional factors,
macroeconomic factors efc. have all been found to have an impact on the capital structure of
companies (Xiao, 2003; Li, 2007). According to Transaction Cost Economics, the key factor
in determining the capital structure of a company is the asset specificity of the company. Asset
specificity refers to the impairment of the value of an asset caused by changes in the entity of
users or its application without sacrificing its production value. On the one hand, the higher the
level of corporate asset specificity is, the higher the risk of losing the realized value of the asset
will be. The risk cannot be fully paid back so that creditors will trigger a reverse adjustment in
debt financing. On the other hand, according to the governance structure selection theory of
Transaction Cost Economics, equity and liabilities are assigned to the hierarchy and market
governance structure attributes, respectively. With the increase of asset specificity level, the
application of equity financing can save financing transaction costs and results in a greater
efficiency of financing transactions (Willison, 1979).

Previous research has tested the correlation between asset specificity and capital structure
through empirical methods. However, research that investigates listed companies in China
often neglects the impact of financial mismatch (Dai and Zhang, 2003). Financial mismatch
refers to the mismatch between the allocation structure and the efficiency of financial resources.
As a scarce resource, financial resources should flow to high-efficiency departments and
companies to ensure the efficiency of financial resource allocation. However, the allocation of
financial resources in China exhibits a problem of inefficient and unbalanced mismatch. First,
the capital structure of a company is directly affected by the allocation structure of financial
resources. Secondly, the Transaction Cost Economics is based on the historical market
experience, while the financial mismatch as a non-marketization behavior eases the
assumptions of Transaction Cost Economics, restricting and distorting the governance ability
of debt financing in financing contracts. Hence, it breaks the bond between asset specificity
and capital structure, and causes an impact on the relationship between the two.

This paper focuses on the impact of finance mismatch on the asset specificity and capital
structure. And test if the phenomenon of finance mismatch widely exists in listed companies
of China and if this existence and its impacts differentiate because of the ownership of
companies. Moreover, this paper proposes regressions to determine if the effect of asset
specificity on the capital structure works under the situation that finance mismatch issue exists.

Contributing to relevant theories of Transaction Cost Economics, this paper attempts to
investigate the correlation between asset specificity and capital structure under the existing
financial mismatch issue in China. First, this paper constructs a theoretical framework and re-
examines the relationship between asset specificity and capital structure from the impact of
financial mismatch on debt financing governance structure. It takes into account of the
economic reality and institutional background of China and fills in the void of existing research
in this area. Secondly, by evaluating the economic consequences of financial mismatch and its
impact on the relationship between asset specificity and capital structure, this paper provides
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empirical evidence on how to ease financial mismatch, how to improve the efficiency of
financial resource allocation, and how to improve the financial market of China.

The remaining part of this paper is organized as follows. Section 2 reviews related literature.
Section 3 is devoted to theoretical analysis, hypothesis development and introduces the data.
Section 4 presents the empirical analysis. Section 5 concludes and proposes policy implications.

Related Literature
2.1 Financial Mismatch

The concept of financial mismatch arises from the theory of resource allocation efficiency.
Samuelson (2005) pointed out that the scarcity of resources is what economics is for. The
scarcity of resources and the infinite demand of people create resource allocation problems.
Resource allocation efficiency reflects the benefits of the allocation of scarce resources among
different production entities, i.e., the efficiency of resource allocation to the most efficient
departments and compaies (Cai, 2006). The allocation of financial resources plays a leading
role in resource allocation, as the flow of financial resources drives the flow of other economic
resources. As Coase (1965) pointed out, whether a company’s demand for financial resources
can be met determines its economic development. According to the resource allocation
efficiency theory, financial resources should flow to the departments and companies with the
highest operating efficiency. The efficiency and financial resource allocation should be
consistent to achieve the Pareto optimality of financial resource allocation (Wang, 1999; He et
al., 2004).

Financial mismatch is an inefficient state of financial resource allocation, i.e., departments and
companies that occupy financial resources cannot work in high efficiency. Financial mismatch
wildly exist in China’s financial system. The asymmetric financing ability of state-owned
enterprises and private enterprises are the main reflection of financial mismatch (Lu, 2008).
Although the asymmetric financing ability of state-owned enterprises and private enterprises
stems from weaknesses of private enterprises, such as poor anti-risk ability and insufficient
collateral, the main effect from institutional problems cannot be neglected (Li et al., 2011).
Private enterprises are more efficient than state-owned enterprises, but more difficult to obtain
financial resources (Liu, 2000; Ayyagarietal, 2008). Private enterprises need to pay a higher
price for obtaining financial resources than state-owned enterprises (as shown in Table 1).
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Table 1. Average interest rate of the above-scale* state-owned enterprises and private
enterprises

Firm 2004 2005 2006 2007 2008 2009 2010 2011

Average  State-owned 1.77% 1.82% 2.25% 2.05% 1.88% 1.84% 190% 1.93%

interest
¢ Private 240% 233% 2.61% 240% 2.17% 2.17% 2.07% 2.08%
rate

*Before 2011, the above-scale enterprise refers to the annual operating income of enterprises above 5 million

yuan. This standard was improved to 20 million in 2011.

There are two concepts that need to be discerned, financial mismatch and credit discrimination.
Credit discrimination emphasizes the flow of financial resources to state-owned enterprises,
while financial mismatch emphasizes the flow of financial resources to inefficient enterprises.
At the present stage, the low efficiency of state-owned enterprises in China leads to the overlap
of credit discrimination and financial mismatch, but there are essential differences between the
two concepts. First of all, the starting point of the two is different. The starting point of credit
discrimination is the nature of property rights of enterprises, and the starting point of financial
mismatch is enterprise efficiency. Secondly, credit discrimination is one of the manifestations
of financial mismatch, but it cannot cover all financial mismatch. Lastly, credit discrimination
is a narrow concept, while financial mismatch is a broad concept — a financial mismatch can
also exist in firms of the same property right. For example, local governments do not hesitate
to obtain loans for inefficient state-owned enterprises through administrative interventions.
Other high-efficiency state-owned enterprises cannot obtain such strong government support,
which reflects the problem of financial mismatch within state-owned enterprises.

Wang (2000) mainly focused on the allocation of financial resources. By analyzing the
distribution of financial resources in China, Wang(2000) pointed out that the current allocation
efficiency is low. Mainly occurred in, (1) financial institutions do not have flexible operating
methods as well as lack of high-level management, and are unable to provide high-quality
financial services. Hence it leads to lower financial market efficiency. (2) Although state-
owned enterprises are state-backed, their operating management concepts lag behind,
management level is low, and the operating mechanism is not flexible. Although financial
institutions such as banks will make large amounts of loans in terms of access to funds, poor
business management leads to fail to create value, which makes it impossible for banks to
effectively withdrawal of funds and increases financial risks. In addition, the reason for the low
financial efficiency is information asymmetry and unreasonable resource allocation.

Deng (2003) analyzes financial efficiency by constructing a model of economic efficiency and
then using this as a tool to analyze financial efficiency. The result is that China’s current
financial efficiency is low. Shen (2006) pointed out that Chinese financial efficiency is still at
a low level at the macro level, and the main reason for the low efficiency is the lack of high-
level financial resources. The most urgent task is to insist on efficiency priority in principle.

As Zhang and Ma (2012) pointed out that the macroeconomic indicators cannot fully reflect
the status quo of financial mismatch in China, Yu (2003) pointed out that the debt management
in the capital structure of listed companies in China exhibits ineffectiveness, leading to the
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inefficiency of financial resource allocation, and the company’s debt level is significantly
negatively correlated with corporate performance. Zhang (2004) pointed out that in an
incomplete information dynamic game theory, the debt ratio can convey the profit distribution
information to investors. The better the performance, the higher the debt ratio should be.
However, the financial resource allocation structure of some listed companies in China is
contrary to the operational efficiency.

Wen (2014) pointed out that for Chinese enterprises, the financial mismatch will greatly affect
the performance of enterprises, and this negative effect will not only be reflected in the current
period, but also in the later developing period. For the intensity of the research and development,
a large amount of resources invested will affect the performance improvement, and the results
will be difficult to work at the present stage. However, for the later stage, the longer research
time extend, the greater increase of performance come from research result will be present.
Zhou (2016) conducted a comparative analysis of private and state-owned enterprises. The
result showed that for private enterprises, there is a positive relationship between the degree of
mismatch and the rate of return on capital. For state-owned enterprises, the relationship
between the two shows a negative correlation. After analyzing the comparison of the degree of
mismatch in the past years, it argued that the degree of mismatch of state-owned enterprises is
higher. Lu (2008) used the ratio of the total credit of the big four state-owned banks to the total
credit of the bank and the deposit-loan ratio of the state-owned commercial banks as indicators
to measure the financial mismatch in the financial system. Lu (2008) concluded that the
Chinese government control finance strictly and financial mismatch is concentrated in the
problem of the asymmetry of productivity and financing capacity of state-owned enterprises
and private enterprises, thus restraining economic growth. Shao (2009) studies the mismatch
of financial resources among enterprises from the perspective of financial structure. It also
found that banks allocate loans to state-owned enterprises at a lower cost and charge higher
credit costs to non-state-owned enterprises. The return on capital for stated-owned is much
lower than that of non-state-owned enterprises. If we can reduce the mismatch of financial
resources among enterprises, it will increase GDP growth by 2%-8%. Qi (2015) based on the
micro-data of China’s manufacturing industrial enterprises to measure the mismatch of
financial resources, taking the Hsieh & Klenow (2009) as reference which proposed inter-
industry capital mismatch measurement method for heterogeneous enterprise under
monopolistic competition. By measuring the actual productivity and effective productivity of
the two departments of the state-owned sector and the non-state sector, the model compares
the loss of social total factor productivity caused by the mismatch of financial resources.

In summary, previous research on the relationship between asset specificity and capital
structure of listed companies in China does not lead to a more consistent conclusion. As a
manifestation of the non-marketization of financial resources allocation in China, financial
mismatch widely exists. Financial mismatch not only reduces the efficiency of financial
resource allocation, but also causes the lack of governance in the debt financing market.
Therefore, research on the relationship between asset specificity and capital structure for listed
firms in China must consider the impact of financial mismatch.

Based on the above research, this paper proposes Hypothesis 1,
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Hypothesis 1, There is a financial mismatch in listed companies in China, and the financial
mismatch phenomenon of state-owned listed companies is more significant than that of private
listed companies.

2.2 Asset Specificity and Capital Structure

Previous research on the relationship between asset specificity and capital structure is basically
carried out within the framework of Transaction Cost Economics, Relatively consistent
conclusions have been reached. Balakrishnan and Fox (1993) measured asset specificity by the
ratio of the sum of advertising costs and research and development expenses to revenue. The
study found that there is a significant negative correlation between the two. Different previous
research measures asset specificity in different ways, including asset specificity index, ratio of
government sales revenue to total revenue, or ratio of advertising expenditure to total revenue.
Previous research has generally obtained consistent conclusion that asset specificity is
inversely related to debt financing (Cushing and McCart, 1996; Mocnik, 2001; Miknler and
Vilasusoh, 2001).

However, empirical findings on the relationship between asset specificity and capital structure
in China are inconsistent. Qian et al. (2002) use questionnaire survey of selected companies as
the research method and mainly focus on Shanghai manufacturing industry, when they are
studying the specificity of assets and the internal capital structure of enterprises. They
investigated the financial data of these enterprises from 1992 to 1999. The survey results
showed that the company’s debt ratio will fluctuate with the change of asset specificity, and
the two are positively correlated. This is contrary to the research conclusions of scholars outside
China. Liu et al(2003) discuss the ratio of asset specificity to internal capital formation. They
combine existing related academic achievements and relevant field expertise to explore
whether the company’s internal capital formation ratio will be affected by the proportion of
specific assets. The final research results show that the proportion of internal capital formation
is significantly affected by the proportion of specific assets, and is numerically positively
correlated.

Wang and Fan (2004) used a combination of theoretical analysis and empirical analysis when
studying the proportion of internal capital formation in enterprises, which is influenced by the
proportion of specific assets. Their theoretical basis is based on Jon Vilasusoh and Alanson
Minkler (2001) theoretical research. Then, based on this empirical research, it chose two
indicators to replace the proportion of the specific assets in the enterprise assets. The two
variables are the ratio of the income generated by the main business of the enterprise to the
income generated by all businesses and the ratio of the expenses incurred by the enterprise for
advertising consumption to the income generated by the normal business of the company, when
face the question about how to measure the proportion of the specific assets of corporate assets.
The empirical results of their research are that the greater the proportion of specific assets in
corporate assets, the higher the debt ratio formed by external borrowing, and the two are
positively correlated.

Cheng (2004) used implicit contract theory to study asset specificity and capital structure. He
chose 193 listed companies in 2001 as the research object, and divided the listed companies
into two categories, namely food items and home appliances. For the measurement of asset
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specificity, he selected the fixed assets/total assets, intangible assets/total assets as two
indicators. He chose five variables as the control variables for empirical analysis considering
that the capital structure has many factors. The empirical results showed that different
industries have different effects on asset specificity. The effect of the food industry group is
not very obvious, while the effect of the home appliance group is obvious, and the two have a
negative correlation.

Yuan and Zhao (2006) first use theoretical analysis to illustrate, making use of transaction cost
theory, and then based on theory to conduct an empirical analysis. The empirical model mainly
draws on Vilasusoh and Minkler (2001) model. The model takes China’s A-share listed
companies as academic research objects. The empirical data proves that asset specificity and
capital structure will affect each other, and there is a numerically proportional relationship
between the asset specificity and capital structure.

Li et al. (2007) analyzed the relationship between capital structure and asset specificity in
corporate assets, adding the analysis of market competition factors. First, the relationship
among capital structure, asset specificity in corporate assets and market competition factors
under the perspective of transaction costs. Then based on theoretical analysis, it established an
empirical analysis model. The empirical results show that when the product competition of the
enterprise increases, the financial leverage will increase at the beginning, but as the competition
continues to increase, the internal financial leverage ratio will decrease after the proportion of
the asset specificity in the enterprise assets reaching a certain value.

Huang (2008) analyzed the relationship between asset specificity and capital structure, taking
into account the difficulty of the measurement of assets specific indicators and the certainty of
the selection of capital structure indicators. He chose the two indexes of the enterprise to
measure the degree of asset specificity. One is the income generated by the main business
accounting for the proportion of the total income of all the business. The other is the proportion
of the intangible assets of all the assets of the enterprise. The measurement of the capital
structure index is long-term liabilities/total assets, total liabilities/total assets, and finally the
conclusions reached by the study are consistent with Williamson, that is, the relationship
between the two is negatively correlated. Liu and Sun (2010) also supported this conclusion.
Lei (2010) studied listed companies in the manufacturing industry in 2005-2006, and found
that asset specificity of listed companies in China does not affect their capital structure.

It can be seen that there are significant differences in the conclusions between literature on the
relationship of asset specificity and capital structure. Empirical evidence found in Western
countries cannot be directly applied to China. For listed companies in China, research on the
correlation between asset specificity and capital structure must take into account of special
factors of China’s economic operation and institutional background.

Based on the above research, this paper proposes the following hypothesis,

Hypothesis 2a, Asset specificity is negatively related to a company’s capital structure.

In state-owned listed companies, the market governance structure of debt financing will be
denied, if financial mismatch does exist. Besides, financial institutions represented by state-
owned banks are the main source of corporate debt financing in China. Therefore, in the debt
financing contract of state-owned enterprises, due to the high consistency of the nature of
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ownership for both sides, debt financing has evolved into an internal contract with a lower cost
than the equity financing contract, and becomes a bureaucratic governance structure. To save
transaction costs, state-owned listed companies with high asset specificity will choose debt
financing. While the situation of private listed companies is different from that of state-owned
listed companies, on the one hand, the high asset specificity level will increase the risk of huge
potential loss of realized value, which makes it difficult to obtain credit capital. On the other
hand, because debt financing may still have market governance function, the reverse
adjustment of debt financing can save more transaction costs if the company has a higher asset
specificity level. Therefore, the following hypothesis is made,

Hypothesis 2b, Among state-owned listed companies, asset specificity is positively related to
the company’s capital structure.

Hypothesis 2c, In private listed companies, asset specificity is negatively related to the
company’s capital structure.

2.3 Factors affecting corporate performance

Shen (2010) conducted an analysis of the factors affecting corporate performance, from the
perspective of corporate financing structure, and concluded that the existence of long-term debt
will affect enterprise performance. The long-term debt and the enterprise performance are
negatively correlated. The relationship between the bank loans and the performance of
enterprises is also negative. At the same time, the greater the size of bond financing, the more
obvious the improvement of corporate performance.

Ren (2011) chose to conduct analysis from various aspects simultaneously, when analyzing the
factors affecting enterprise performance. The result is that the factors inhibit the performance
of the company include the intensity of board meetings and state-owned holdings. The
managerial equity incentive is a factor which can promote the performance of enterprises.
However, the institutional investors and independent directors are factors which not have an
influence on business performance.

Zhou (2013) pointed out that the external governance environment is an important factor
affecting the performance of enterprises. With the improvement of the external governance
environment, the improvement of enterprise performance is more obvious, and if the
government has excessive government involvement , it will have a serious impact on business
Performance.

Mao and Yang (2014) selected A-share listed companies during the research. The results show
that as the concentration of the company’s equity increases, the relationship between the actual
controller’s interests and the company’s interests will be stronger. The actual controller makes
efforts to better manage the business. Therefore, equity concentration will positively affect the
company’s performance.

Wei (2014) analyzed the relationship between financing scale and performance from the
perspective of various financing methods. The results showed that different financing methods
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have various impact. But this cannot obtain the good or bad result of contrast. Thus, how to
choose the financing method should also be based on the actual situation of the enterprise.

Cheng et al. (2015) pointed out that if a company has a high degree of financial resource
mismatch, it will not be able to invest more resources in research and development, so it will
lead to a continuous decline in corporate performance.

Methodology and Empirical Research Design
3.1 Data Source and Sample Selection

The data are gathered from Wind database. Data of state-owned listed companies and private
listed companies on A-share of Shanghai and Shenzhen Stock Exchange are selected. This
paper excludes (1) listed companies in the financial industry. (2) listed companies with missing
or imputed data. (3) ST listed companies and PT listed companies, If a listed company makes
loss for two consecutive years, or makes loss for one year, and the net assets fall below the face
value, or one of the major illegal acts occurs during the company’s operation, the stock
exchange will deal with the company’s stock in a special way, that is, the ST system. For ST
companies, if there are any further problems, such as continuing to lose money in the next year
and meet the three-year loss limit in the Company Law, then PT processing will be carried out.
After the screening described above, there are 550 listed companies with 3,300 observations.
Among them, there are 229 state-owned listed companies with 1,374 firm-year observations,
and 321 private listed companies with 1,926 annual observations.

3.2 Variable Selection

In selecting variables, this paper draws on previous researches and foucus on the purpose of
this paper. The variables are represented respectively as Table 3,
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Table 3. Introduction of Variables

Variable Definition
Long-term debt ratio
(LON)
Return on assets
(ROA)

The ratio of non-current liabilities to total assets

The ratio of net profit to average assets

The ratio of the sum of net fixed assets, construction in
progress, intangible assets and long-term deferred expenses to
the total assets of the enterprise
Financial mismatch The ratio of interest expenses divided by liabilities removed

Asset specificity
(ASI)

burden level (FM) accounts payable
Company size (SIZE) The natural logarithm of total assets
Growth (GROWTH) operating income growth rate
Equity struct
quzg é Sr;; ure The total share ratio of the top ten shareholders
Divi t rati
ividend payout ratio The ratio of cash dividend to earnings per share
(STO)
Non-debt tax shiel
on-debt tax shield The ratio of accumulated depreciation to total asset
(TAX)
Industry (IND) Industry dummy variables
Year (YEAR) Annual dummy variables
3.3 Model

To test hypothesis 1, we build a model (1) as follows,

ROA = ay + a;LON + ayFM + a3FM X LON + a,SIZE + asGROWTH + a;,NCSP +
a,;RES + agIND + agYEAR + u )

where a is the intercept term, o; (i=1,2,3,4,5,6,7,8,9) is the regression coefficient of the
model(1),u is the random error term.
To test the hypothesis 2, we build the model (2) as follows,

LON = By + BASI + B,ROA + B3SIZE + B,GROWTH + BsNCSP + B4RES +
B,TAX + BgIND + BoYEAR + & )

where f, is the intercept term, £; (i=1,2,3,4,5,6,7,8,9) is the regression coefficient of the

model(2),6 is the random error term.
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Empirical analysis
4.1 Descriptive statistics

In this paper, descriptive statistics are performed on the full sample and the subsample (as
shown in Table 4).

The results of descriptive statistics show that the long-term debt ratio of state-owned listed
companies (LON mean = 22.12%) is significantly higher than that of private listed companies
(LON mean = 12.05%). In a sharp contrast, the rate of return on total assets of state-controlled
listed companies (ROA = 7.23%) is significantly lower than that of private listed companies
(ROA mean = 8.37%). For asset specificity level, state-controlled listed companies (ASI mean
= 36.01%) is significantly higher than private listed companies (ASI mean = 30.90%). As
shown in the descriptive statistics results, the level of financial mismatch burden of private
listed companies (FM mean = 1. 2035) is significantly higher than that of state-owned listed
companies (FM mean = 0.7148). In addition, there are also significant differences in firm size,
growth and equity concentration, State-owned listed companies have larger average company
size and higher equity concentration than private listed companies, while private listed
companies have significantly higher average growth rate (GROWTH=19.00%) than state-
owned listed companies (GROWTH=10.97%).

Therefore, the financial resource in listed companies of China shows a mismatched feature
based on the ownership of them. State-controlled listed companies with poor average
performance and high average asset specificity can obtain more long-term loans at a lower cost,
while private companies with better performance needs to pay more to obtain long-term loans.
To a certain extent, this reflects the phenomenon of financial mismatch. This inequality
between state-owned enterprises and private enterprises violates the principle of effective
allocation of resources and the theoretical analysis of transaction cost economics.
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Table 4. Results of Descriptive Statistics

Total State-owned Private
Variables T test
(N=3300) (N=1374) (N=1926)
Mean Std.. Min Max Mean Std.. Min Max Mean Std.. Min Max T-value
ROA 0.0790 0.0491 -0.1252 0.4276 0.0723 0.0414  -0.1252 0.3805 0.0837 0.0534  -0.0802 0.4276 5.833"
LON 0.1624 0.1696 0.0000 0.7533 0.2212 0.1900 0.0002 0.7475 0.1205 0.1390 0.0000 0.7533 -16.750™"
GROWTH 0.1565 0.2665  -0.5436 4.4291 0.1097 02276  -0.5418 3.8940 0.1900 0.2865  -0.5436 4.4291 9.525™"
NCSP 0.5971 0.1523 0.1272 1.0116 0.6170 0.1535 0.1745 1.0116 0.5829 0.1499 0.1272 0.9559 -5.134™
ASI 0.3303 0.1904 0.0080 0.9265 0.3601 0.2215 0.0095 0.9265 0.3090 0.1615 0.0080 0.8570 -4.850"
FM 1.0000 2.1194  -0.9595 60.8417 0.7148 0.5945 0.0001 6.7000 1.2035 27104  -0.9595 60.8417 5.729"
STO 0.3651 0.4383  -0.5714 10.2041 0.3665 0.5432  -0.5000 10.2041 0.3640 0.3447  -0.5714 5.0000 0.226
SIZE 22.7019  1.3533 19.8104  28.5087  23.3615 1.4151  20.6897 285087  22.2314  1.0855 19.8104  26.6525 -23.620"™"
TAX 0.1197 0.1041 0.0017 0.6939 0.1407 0.1185 0.0037 0.6939 0.1048 0.0895 0.0017 0.6722 -9.017™

4.2 Empirical analysis of hypothesizes, based on panel data

The data used in this paper are short panel data. The unit root test results show that all variables
appear to have no unit roots. Therefore, this paper does not need to do cointegration test for
non-stationary economic variables.

For the selection of models, the fixed effect model is selected for regression analysis. For cross-
sectional correlation testing, the test result shows that there is no cross-sectional dependency
in the panel data. For heteroskedasticity testing, the final result shows that the
heteroskedasticity of the panel data collected in this paper is very significant. Therefore, this
paper finally chooses the fixed effect model that controls heteroskedasticity. All the samples

are winsorized.

4.2.1 Financial mismatch

The model(1) regression results are shown in the table 5,
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Table 5. Financial mismatch

Fixed-effect

Variables Whole Sub-samples
samples state-owned private
LON -0.0701%** -0.0724%** -0.0714%**
(-6.97) (-5.43) (-4.57)
M -0.00193** -0.00233 -0.00157
(-2.07) (-0.76) (-1.55)
FMLON 0.0269%*** 0.0330%** 0.0280%**
(2.97) (2.34) (2.06)
SIZE 0.00412 0.00306 0.000771
(0.98) (0.60) (0.13)
GROWTH 0.0278*** 0.0200%** 0.0318***
(8.14) (5.39) (6.56)
NCSP 0.0238* 0.0371* 0.0257
(1.82) (1.89) (1.50)
STO -0.0336%** -0.0251%*** -0.0367***
(-9.39) (-6.08) (-7.71)
TAX -0.00278 0.00894 -0.0405
(-0.08) (0.18) (-0.83)
_cons -0.00388 0.00623 0.0735
(-0.04) (0.05) (0.55)
Industry Yes Yes Yes
year Yes Yes Yes
N 3300 1374 1926
R2 0.153 0.209 0.145

t statistics in parentheses * p <.1, ** p <.05, *** p <.01

In fixed-effect model, the whole sample presents significant economic issues of financial
mismatch, and the long-term debt ratio is significantly negatively correlated with the return on
total assets at 5% significance level. This can be understood as the fact that among the listed
companies in China, enterprises with more debt capital have not achieved higher efficiency,
resulting in inefficient allocation of financial resources, which also confirms the research
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findings of Yu (2003) and Xiao (2005). In the sample of state-controlled listed companies, the
long-term debt ratio and the return on total assets were significantly negatively correlated at
the 1% significance level, indicating that there are also financial mismatches issues in state-
controlled listed companies. The increase in liabilities significantly reduces the performance of
the company. The increased claims of creditors encroach the surplus of the enterprise, and the
allocation of debt capital pulls down the operating efficiency. In the sample of private listed
companies, the long-term debt ratio and the return on total assets are also significantly
negatively correlated at the level of 1%. The correlation coefficient is almost the same as that
of state-owned listed companies, which reflects the level of financial mismatch of private listed
companies is similar with state-owned companies. Listed companies with more debt capital
even company with lower performance. The phenomenon of financial mismatch seriously
affects the efficiency of financial resources.

The regression results partially support the hypothesis 1 of this paper, that is, the financial
mismatch issue significantly exists in listed companies in China, but the level of financial
mismatch of state-owned enterprises is not significantly higher than that of private enterprises.

Meanwhile, the financial mismatch burden level (FM) of enterprises has a significant negative
correlation with the return on total assets in the total sample, which is contrary to the research
of Restuccia and Rogerson (2007) and Shao (2010). On the assumption of a fixed alternative
elastic production function and the Cobb-Douglas production function, they point out that firm
performance is positively related to the financial mismatch burden level that the company bears,
because only high corporate performance can compensate for the premium in capital use costs.
However, the regression results show that, on the contrary, the cost of capital use can negatively
affect the performance of the company.

To reflect the financial mismatch issue and its economic consequences in listed companies
further, this paper introduces the cross term (FMXLON) of long-term debt ratio and financial
mismatch burden level. The regression results show that the cross term is significantly related
to the return on total assets, that is, the impact of long-term debt ratio on total return on assets
is constrained by the level of financial mismatch burden. In both the total sample and the
subsample, the cross term has a significant positive correlation with the return on total assets.
This reveals that in China’s listed companies, the higher the level of financial mismatch burden
faced by enterprises, the more the increase in debt level can encourage listed companies to
improve their financial performance to make up for the increase in the cost of use of funds, and
to avoid default on debt contracts.

There is a positive correlation between company size variables and total return on assets, but
not significant, which means that the scale expansion of listed companies is not all efficient,
and there is no significant correlation between company size and financial performance. There
is a significant positive correlation between the growth rate of operating income and the rate
of return on total assets, and the coefficient of private enterprises is higher than that of state-
owned enterprises, indicating that the impact of operating income growth on the performance
of private enterprises is significantly higher than that of state-owned enterprises. The
shareholding structure in the state-owned sample has a significant positive correlation with the
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return on total assets of the enterprise, which is consistent with the research of Xu et al. (2006).
The dividend payout ratio is significantly negatively correlated with the return on total assets.
An excessive dividend payout rate will affect the performance of listed companies. The
company should retain more profit for company development.

4.2.2 Asset Specificity and Capital Structure

Then, we do the same preliminary tests on model (2) as model (1). The result is same as model

(D).
The model(2) regression results are shown as follows,

Table 6. Asset Specificity and Capital Structure

Fixed-effect

Variables Sub-samples
Whole samples .
state-owned private
ASI 0.1971*** 0.207** 0.177%**
(3.69) (2.10) (3.81)
ROA -0.338*%** -0.632%** -0.235%**
(-4.86) (-4.08) (-3.21)
SIZE 0.111%*** 0.107*** 0.116%**
(8.58) (3.36) (8.87)
GROWTH 0.0179* 0.0173 0.0171
(1.88) (0.90) (1.61)
NCSP -0.0692 -0.0347 -0.0841
(-1.56) (-0.44) (-1.57)
STO -0.0140 -0.00397 -0.0185%*
(-1.53) (-0.21) (-1.82)
TAX -0.303%** -0.490%** -0.147
(-3.18) (-2.72) (-1.39)
_cons -2.2774%%* -2.179%** -2.403%**
(-7.67) (-2.96) (-8.07)
Industry Yes Yes Yes
year Yes Yes Yes
N 3300 1374 1926
R? 0.198 0.179 0.228

t statistics in parentheses * p <.1, ** p <.05, *** p <.01

In fixed-effect model, asset specificity and long-term debt ratio were significantly positively
correlated at the significance level of 1% in the full sample, which rejects the hypothesis 2a of
this paper. This is clearly deviated from the theoretical analysis of transaction cost economics,
and the result is consistent with the findings of Lei (2010), which is, the economic
consequences of asset specificity must be considered in consideration of special institutional
background of China.
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Asset specificity is also significantly positively correlated with long-term debt ratio at the 5%
confidence level in the sample of state-controlled listed companies, which validates the
hypothesis 2b. This can be explained as, on the one hand, when a creditor makes a credit
decision on a state-controlled listed company, for the guarantee value of the asset, only the
material properties will be taken into consideration, and its specificity will be ignored. This
situation is also mentioned in the policy burden and budget soft constraint of China’s
commercial banks proposed by Lin and Li (2004), which is, the non-marketization behavior of
financial resources allocation. On the other hand, the financial mismatch that deviates from the
market has changed the governance structure of debt financing. A high asset specificity can
reduce transaction costs by adopting high debt financing instead.

In the sample of private listed companies, asset specificity and corporate long-term debt ratio
still shows a significant positive correlation, which rejects e hypothesis 2c of this paper. In
decision of making credit loan to private listed companies, creditors are considered to be more
cautious about the company’s asset specificity in order to reduce risks. Therefore, debt
financing will effectively maintain and play its role in market governance. This is in line with
the basic logic of transaction cost economics, asset specificity acts on the capital structure
through the governance structure attributes of different financing methods. However, the result
of the regression is in opposite and reveals that increasing the asset specificity will not decrease
the financial mismatch level of an enterprise.

In the full sample and the subsample, the relationship between the return on total assets and the
long-term debt ratio is consistent with the regression results of the model (1). Listed companies
with more debt capital company with lower performance instead. The phenomenon of financial
mismatch seriously affects the efficiency of financial resources.

The size of the firm is positively correlated with the long-term debt ratio, indicating that
companies with more assets and larger scales are more likely to obtain long-term borrowing.
Growth is positively correlated with long-term debt ratios in both full and subsamples, but the
correlation is not significant. The shareholding structure was negatively correlated with the
long-term debt ratio in the full sample and the sub-sample, but the correlation is also not
significant. The dividend payout ratio is significantly positively correlated with the long-term
debt ratio in the sample of private enterprises, indicating that the more cash dividends allocated
by private enterprises, the more surplus they may retain, and the lower the demand for financing
long-term debt. The non-debt tax shield is significantly negatively correlated with the long-
term debt ratio in the sample of the total sample and the state-controlled listed company.
Companies with large non-debt tax shields use less debt than companies without non-debt tax
shields, and non-debt tax shields can be used as a substitute for debt to reduce corporate tax
burdens.

In robustness check, this paper used PCSE, system GMM, seemingly unrelated regression and
three-stage model on the sample with a phase lag. The regression results are shown as follows,
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Table 7. Robustness check and further discussion

Seemingly Unrelated
. PCSE System GMM . Three-stage
Variables Regression
ROA LON ROA LON ROA LON ROA LON
L.LON -0.115%%%* 0.0212* 0.793%** -0.152%%%* -0.147%%*
(-6.07) (1.66) (17.58) (-16.70) (-15.66)
L.FM -0.00128*** -0.000847 -0.00127 -0.0021 1*+**
(-2.92) (-0.78) (-1.60) (-2.81)
L.FMLON 0.0373*** 0.00950 0.0407*** 0.0454%**
(3.44) (0.78) (4.55) (5.01)
L.SIZE 0.00265 0.0715%*** -0.0103%** -0.0301 *** 0.00546%** 0.0702%*** 0.00666%** 0.0648***
(1.63) (55.69) (-4.58) (-4.74) (6.61) (37.94) (7.93) (32.86)
L.GROWTH 0.0403*** 0.0667*** -0.00532 -0.0144 0.0418*** 0.0769%** 0.0391 *** 0.0703***
(4.60) (3.86) (-1.38) (-1.41) (10.76) (6.84) (10.63) (6.58)
L.NCSP 0.0284*** -0.0584*** -0.0184 0.112%** 0.0253*** -0.0454%** 0.0188*** -0.0504***
(8.48) (-5.01) (-1.37) (2.80) (4.47) (-2.82) (3.47) (-3.27)
L.STO 0.00278 -0.0602%%** 0.0325%** -0.0130 0.00136 -0.0642%** -0.00109 -0.0542%%**
(0.66) (-6.45) (8.32) (-1.17) (0.39) (-6.45) (-0.33) (-5.74)
L.TAX 0.0475%** -0.249%** 0.133%** 0.355%** 0.0492%** -0.226%** 0.0411%*** -0.131%%*
(4.63) (-10.39) (4.47) (3.45) (5.61) (-7.19) (4.41) (-4.17)
L.ASI 0.253%** -0.202%** 0.243%** 0.236%**
(26.85) (-4.71) (15.27) (13.62)
L.ROA -0.853%%* 0.796%** -0.0207 -1.159%** -1.024%%*
(-10.24) (17.62) (-0.24) (-22.28) (-19.29)
_cons 0.00391 -1.393%** 0.2209%** 0.685%** -0.0522%** -1.347%%* -0.0854*** -1.270%**
(0.12) (-60.34) (4.18) (4.59) (-2.93) (-32.23) (-4.23) (-25.21)
Industry Yes Yes Yes Yes Yes Yes
year Yes Yes Yes Yes Yes Yes
Sargon test Yes Yes
N 2750 2750 2750 2750 2750 2750 2750 2750
R2 0.127 0.459 0.117 0.117 0.254 0.254

t statistics in parentheses * p <.1, ** p <.05, *** p <.01

In three-stage model, the long-term debt ratio is significantly negatively correlated with the
return on total assets at 1% significance level. The financial mismatch burden level (FM) of
enterprises is significantly negatively correlated at the significance level of 1% in the full
sample and the cross term (FM*LON) is significantly positively related to the return on total
assets.

Asset specificity and long-term debt ratio were significantly positively correlated at the
significance level of 1% in the full sample. The return on total assets and the long-term debt
ratio were significantly negatively correlated at the significance level of 1%.

The above regression results further prove several hypotheses of this paper.
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Conclusion and Policy Implications

According to the theoretical analysis of transaction cost economics, the capital structure works
as a governance structure to save transaction costs, which can be affected by the asset
specificity, The higher the asset specificity level of the enterprise, the lower the debt level
should be. However, the financial mismatch issue will distort the governance structure nature
of debt financing and thus affect the applicability of this conclusion of transaction cost
economics in China. Based on the empirical data of A-share listed companies of China from
2012 to 2017, this paper finds that the phenomenon of financial mismatch is widespread in
Chinese listed companies and is not related to the ownership of companies. The degree of
financial mismatches of listed companies in China is based on the soft budget constraints and
the degree of marketization. The corporate performance is significantly negatively correlated
with the level of financial mismatch, which indicates financial mismatches severely restrict the
efficiency of listed companies in China. The asset specificity of the listed company is positively
correlated with the capital structure, and the higher the asset specificity level of the enterprise,
the higher its debt level will be.

Based on the results of research in this paper, we find that there is a premise of asset specificity
affecting the capital structure, which is, the financial resource allocation market is effective.
This paper argues that financial mismatches, as the characteristics in the economic transition
period, inhibit the effect of asset specificity, void the market governance structure of debt
financing, and reduce the efficiency of the financial system. Based on this, there are four
relevant policy recommendations can be proposed, First, enhance the support of credit policies
and promote the rational allocation of financial resources, based on state macro-control and
industrial development policies, the utilization rate of idle money and new money will be
improved. Based on the actual situation of regional economic development, we should adopt
reasonable and scientific financial measures to promote the optimization of the economic
structure, and improve credit according to the principle of rational distribution; Effective
measures can be taken to promote the full implementation of the credit policy. We can evaluate
the effectiveness of the special credit policy to motivate the financial sector to support the
company. We can try to use the relationship between government, banks and enterprises to
drive the policy mechanism. In addition, financial institutions are encouraged to actively
infiltrate emerging industries and provide adequate financial support for their further
development. We will improve the construction of credit information platform, provide
comprehensive credit services for enterprises, and facilitate investment and financing of
enterprises. At the same time, we can try to open an intangible asset mortgage channel for
enterprises such as intellectual property mortgages and guarantee company guarantees.

Second, actively promote the liberalization of interest rates, comprehensively promote the
improvement of capital utilization rate. The capital price is expressed through interest rates,
and the liberalization of interest rates can promote the optimal distribution of financial
resources. In addition, we can further improve the functional setup of financial institutions,
provide channels for private capital entry, increase the amount of funds for small and medium-
sized financial institutions, and provide financial support for their scale development. We can
also establish and improve the credit rating system for non-state-owned enterprises, simplify
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the loan process, improve the mortgage and secured loan business, provide “one-stop” service
for mortgages and secured loans that meet the conditions, and appropriately reduce costs to
ensure loan efficiency. At the same time, we are committed to improving the application of
financial resources, accelerating financial product innovation, and enriching the types of
banking services to meet the various needs of customers.

Third, accelerate the development of various financing channels and gradually improve the
financial structure of indirect financing, the government should provide support in the process
of listing enterprises; Supporting the development of small and medium-sized financial
institutions. We should also encourage private capital to set up various forms of financial
institutions such as microcredit, rural banks, etc; We should innovate in the form of bond
issuance, commit to develop and build local bond markets, and guide and encourage powerful
enterprises to issue bonds independently. Financial institutions should use reasonable channels
and models to guide the integration of private stock currency funds into the bond issuance
business and improve the utilization rate of private funds.

Fourth, improve the understanding of asset specificity. Listed companies should be encouraged
to disclose asset-specific information to the market, especially those companies that rely
heavily on asset specificity. Companies will raise loan easier if they provide more relevant
information for stakeholders to understand the company’s capital structure. For internal, a
company should pay attention to acquisitions and increase the level of its asset specificity. And
give full play to the role of asset specificity in financing decisions.

Through the analysis of the existing research results, we found that the current research on
financial resource mismatch still has the following problems,

1. Domestic research is mostly concentrated between state-owned enterprises and private
enterprises, and less research on other aspects.

There are many forms of misallocation channels for financial resources. Financial resources
are likely to be allocated to inefficient state-owned enterprises rather than highly efficient state-
owned enterprises. For different regions, the mismatching of financial resources of state-owned
enterprises and non-state-owned enterprises are not same; different industries will present
different mismatches. It is also necessary to pay attention to the fact that the mismatch of
financial resources has been initiated since the beginning of the process. Finance is the core
sector of China’s national economy. Understanding the current state of financial development,
making up for the shortcomings of financial development, and deepening financial
development are crucial to China’s economic growth.

2. The mechanism of interaction between financial resource mismatch and economic growth
still needs to be carefully scrutinized.

At present, the impact of financial development on economic growth has obtained relatively
consistent empirical results both at home and abroad, and it is believed that financial
development has obvious economic growth. However, the research on the mismatch between
financial resources and financial development or the mechanism of impact on economic growth
is still unclear. Because different mismatch metrics and different economic growth metrics
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often produce different results, the current theory of financial resource mismatch does not
achieve a more unified measurement. These issues require further research.

Besides, the research on the economic consequences of asset specificity in China is not fully
carried out. Within the framework of new institutional economics, the theoretical analysis of
the impact of asset specificity on capital structure in China’s special institutional context still
needs to be deepened. In empirical research, it is still necessary to explore a more reasonable,
effective and accurate method to measure asset specificity. Therefore, the research on the
relationship between asset specificity and capital structure still needs to be further improved.
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