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Abstract

Survey evidence provided by Graham and Harvey (2001) and oth-
er scholars have demonstrated that the principle of financial flexibility is
considered as “Rule of Thumb” in financial decisions by financial exec-
utives. The importance of financial flexibility in financial practices has
been agreed by financial executives in Developed countries. However,
researchers still have not reached the agreement on the influential mech-
anism of financial flexibility on financial policies. Compared to devel-
oped countries, Chinese capital market is still improving. Financial
flexibility is thus more valuable and more important for Chinese listed
firms. However, it is still lack of systematic research on financial flexi-
bility. In conclusion, identify the influential mechanism of financial
flexibility on financial policies, conduct systematic research on it, and
incorporate financial flexibility into corporate finance theories, is neces-
sary and urgent in financial studies.

Traditional principle — oriented theoretical research method always
takes several research topics as separate parts, like capital structure,
cash holdings and dividend policy, which makes us know little about
how firms trade off with different financial policies. Financial flexibility
principle is the prior rule in financial decisions, which makes it easier
to research on financial policies as a whole from the perspective of fi-
nancial flexibility. It also provides a more realistic and problem — orien-
ted research view.

This book systematically researches on the influential mechanism of

financial flexibility on financial policies from the perspective of financial
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flexibility. At first, empirical studies are conducted to discuss separated
influence of financial flexibility on capital structure, cash holdings and
dividend policy respectively. From the defihition, we can consider that
financial flexibility is the ability of firms optimizing its resources alloca-
tion to mitigate negative influence from the changes of external environ-
ment, and to maximize value of firm. According to Financial Flexibility
Hypothesis, firms with higher marginal value of financial flexibility are
more intended to reserve financial flexibility, which can be got from
debt capacity and cash holdings. Empirical results in this book have
shown that firms with high marginal value of financial flexibility tend to
keep low level of capital structure, reserve debt capacity, while keeping
high level of cash holding and low dividends. Those empirical evidences
all support Financial Flexibility Hypothesis well.

The value of financial flexibility is due to its influence to minimize
negative effect of external financing environment. Hence, this book not
only systematically researches on the influential mechanism of financial
flexibility on financial policies, but also focuses on how financial deci-
sions are affected by financial flexibility when facing different external
financing environment, including capital market policy, loan market
changes and location factor, trying to find out the interior mechanism of
financial policies.

The research under the background of Semi — mandatory Dividend
Paying Policy shows that firms with higher marginal value of financial
flexibility are more intended to take catering strategy in their dividend
policy. This empirical evidence shows that executives consider financing
decisions as more important than dividend decisions. When looking at
the choice between debt capacity and cash holdings under the back-
ground of global financial crisis, it is found that financial — constrained
firms are more intended to use debt capacity to increase cash holdings.
This evidence is considered to support the view that cash holdings policy
is prior to capital structure decisions. At last, this book also uses loca-

tion to proxy for external financial constraint, while researching on how
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different locations influence firms financial policies. Results support
that firms dividend behavior can be explained by “ Outcome Model”
rather than * Substitute Model™ . Firms in remote places tend to de-
crease dividend payout to keep financial flexibility, implying that divi-
dend policy is the result of other financial policies. These research re-
sults all imply that financing environment influences financial policy
through financial flexibility. Firms use the principle of financial flexibil-
ity to trade off among financial policies when responding to external fi-
nancing environmenl, to overcome financial constraint, and finally
reach optimal financial flexibility.

In all, financial flexibility is an important factor in financial deci-
sions of Chinese listed firms. We can understand the essential mecha-
nism of financial decisions better by using the principle of financial flex-

ibility.

Key Words: Financial Flexibility; Capital Structure Policy; Cash

Holding Policy; Dividend Policy ; Financial Constraint
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