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Influence of Financial Flexibility
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Abstract

Through the analysis of empirical papers on financial flexibility over the years
it can find that the impact of financial flexibility on corporate value shows a
trend of increasing first and then decreasing, and there is an inflection point.
Financial flexibility reserve is helpful to reduce the credit risk of the enter-
prise and help the enterprise to buffer under the environment of greater un-
certainty. This buffer is more obvious when the financing constraint is great-
er. At the same time, this paper puts forward relevant suggestions on how to
improve the financial flexibility of enterprises: increase the proportion of eq-
uity funds, increase capital reserves, and choose appropriate dividend poli-
cies.
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1. Introduction to Financial Flexibility

Financial flexibility refers to the existence of variables and uncertainties in the
operation of corporate capital and financial activities. Aiming at the changes in
the environment of the company’s financial activities and the uncertainty caused
by the environment, the enterprise’s dynamic implementation of financial man-
agement is the enterprise’s flexible financial management (Tao, 2006). The study
of “financial flexibility” can be traced back to the last century. Earlier, the focus
of most scholars on financial flexibility was whether the cash flow was sufficient
for companies to cope with special situations, and then gradually shifted to
companies’ response to uncertainty. Mingxu Liu (2014) believes in “Financial
Flexibility Research” that financial flexibility allows companies to calmly deal

with the adverse impact of uncertain environmental changes on companies and
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seize favorable investment opportunities in environmental changes. Based on
this realistic background, corporate financial flexibility has been widely con-
cerned and valued. Now people find that financial flexibility is not only a passive
response in an uncertain environment, but also an active financial strategy.

From the perspective of capital flow, financial flexibility mainly involves the
four aspects of financing, investment, operations and dividend distribution. In
terms of financing, both the capital structure and the channels and methods of
raising funds can have financial flexibility. Choosing the appropriate capital
structure and financing channels is conducive to controlling the risk of debt ser-
vice in a volatile environment. In terms of investment, whether it is a project in-
vestment or a financial investment, the amount of investment and the frequency
of the investment often affect the company’s use of funds and the financial flexi-
bility of the company. In terms of operations, companies with different financial
flexibilities will have different operating strategies: more inventories can reduce
out-of-stock costs but will increase storage costs, reducing working capital and
investing to obtain excess returns but may break the capital chain. Finally, in
terms of dividend distribution, dividend distribution will reduce equity funds.
Excessive dividend distribution will increase the external financing needs of en-
terprises. In the case of high financing constraints, enterprises may fall into dif-
ficulties due to insufficient financial flexibility.

Therefore, the importance of financial flexibility to the production and opera-
tion of enterprises is increasingly prominent. This article will introduce the im-
pact of financial flexibility on enterprises and make suggestions on how to im-

prove financial flexibility.

2. The Impact of Financial Flexibility on Enterprises

2.1. Conservative Capital Structure Helps Companies Better Cope
with Adverse Shocks

In general, companies with high financial flexibility tend to have a more con-
servative capital structure. In the general period, this will increase the oppor-
tunity cost of the enterprise, but in the turbulent environment, it is likely to pro-
tect the enterprise from bankruptcy or merger fate. Obviously, when the eco-
nomic environment is sluggish or even depressed, bad debts are the last thing
that various financial institutions want to see, such as banks. Therefore, they will
narrow the scope of loans, increase loan conditions, or recover loans in advance.
For companies with more equity funds, this may limit their development speed,
but it will not hurt the fundamentals. However, companies with high as-
set-liability ratios are different. The lack of debt funds is likely to cause the capi-
tal chain to break and eventually go bankrupt. Aimin Zeng, Yuanlue Peng,
Lizhen Liang (2013) in “Why do companies prefer conservative capital struc-
ture?—An empirical evidence supporting financial flexibility theory” from the
perspective of financial flexibility theory, with the global financial crisis that

broke out in 2007 as an impact event, studied. The impact of the conservative
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capital structure maintained by enterprises before the financial crisis on their fi-
nancial and investment behavior during the financial crisis. The empirical re-
sults found that prior to the financial crisis, conservative capital structure com-
panies had higher net operating cash flow, but invested relatively less, thus
maintaining higher cash balances and lower debt ratios, thus having greater fi-
nancial flexibility and ability to continue financing in the future. During the fi-
nancial crisis, companies with conservative capital structures exhibited stronger
debt financing capabilities. Not only can they significantly increase investment
expenditures, but their investment depends mainly on the investment opportu-
nities they face in the crisis, and they are not sensitive to the availability of in-
ternal funds. On the contrary, the control group companies faced obvious fi-
nancing constraints during the crisis, and it was difficult to raise the required
funds by increasing liabilities, and their investment expenditures were more
constrained by the net operating cash flow. Therefore, higher financial flexibility
will bring a more conservative capital structure, thereby helping companies to

cope with adverse shocks in an environment of great uncertainty.

2.2. Increasing Financial Flexibility Will Help Reduce Credit Risk

When an enterprise is unable to repay its due debts, then for creditors, credit
risk exists. If the financial flexibility of the enterprise is low, the financial man-
agement strategy is more aggressive, and the use of higher financial leverage is
preferred. Once the environment changes significantly, the enterprise cannot
maintain normal operation and the credit risk is high. This is not just theoretical
speculation. Zhaohui Xu, Zongfang Zhou (2014) in the article “The Mechanism
of Financial Flexibility on Corporate Credit Risk under Financing Constraints”
have found through empirical research that financial flexibility has a buffer effect
on credit risk, and the greater the financing constraints, the more obvious the
buffer effect. Correspondingly, the reduction of corporate credit risk is good
news to reduce the difficulty of corporate loans, which is conducive to the con-

tinued operation of enterprises.

2.3. Financial flexibility Helps Alleviate Underinvestment

Man Wang, Nuo Xu, Minhao Tian (2016) by writing a related empirical research
paper entitled “Financing Constraints, Financial Flexibility, and Underinvest-
ment” shows that financial flexibility can alleviate the underinvestment of enter-
prises and increase the investment returns of enterprises. Although the financial
flexibility reserve has weakened the investment strength of the enterprise to a
certain extent, it has given the enterprise the opportunity to invest when it has
the right opportunity. Opportunities for financial investment are often fleeting.
Finding the right moment and making a decisive move can bring excess returns
to the business in addition to daily operations. The project investment takes a
long time and requires more funds. If there is a lack of financial flexibility re-

serves, it is likely that investment opportunities will be lost due to lack of funds.
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In addition, companies often have financing constraints, regardless of channel,
method, or amount, and the greater the financing constraints, the greater the

role of financial flexibility in alleviating underinvestment.

2.4. Financial Flexibility Plays a Greater Role in Strategic
Emerging Industries

On the one hand, the increase of financial flexibility to the value of the enterprise
is not a linear relationship, but an inverted “U” shaped curve, that is, the role of
financial flexibility on the value of the enterprise has a limit, and the limit will
instead cause a decline in the value of the enterprise (Yao & Chen, 2017). On the
other hand, the effect of financial flexibility on enterprises is different in differ-
ent types of enterprises. The impact of financial flexibility on enterprises is
mainly reflected when the environmental uncertainty is large (Gu & Zhou,
2018). For traditional stable enterprises, the environmental changes are relatively
small. The business of strategic emerging industries generally fluctuates greatly,
so financial flexibility has the greatest and most obvious effect on such enter-

prises.

3. How to Improve Corporate Financial Flexibility

3.1. Increase the Proportion of Equity Funds

If a company has a high proportion of debt funds, it will face greater pressure on
debt service, and high financial leverage will increase the company’s financial
risk. On the other hand, lenders tend to think that companies with higher as-
set-liability ratios have greater credit risk, so companies not only have more dif-
ficulty obtaining loans, but even if they get loans, creditors are likely to add
many restrictive clauses in the contract to ensure funds Use or repayment.
Therefore, to improve financial flexibility, it is necessary to appropriately in-
crease the proportion of equity funds when making financing decisions, so that

the capital structure is in a relatively safe range.

3.2. Have More Capital Reserves

Retaining more capital reserves is an important way to increase financial flexi-
bility. In countless business cases, more and more people agree that “cash is
king”. First of all, the capital reserve can save the company from financial diffi-
culties. Some companies, despite having a better strategic direction, even have a
larger market, several rounds of financing, but once lack of financial support, the
skyscraper collapsed. Secondly, the capital reserve is conducive to the investment
and development of new products by enterprises. For many companies, innova-
tion is the source of the company’s development. However, many companies are
not able to support the development of innovation with sufficient capital re-
serves and limit their development. Finally, capital reserves can save capital costs
when financing constraints are large. The capital market is uncertain. When an

enterprise has to raise funds at a higher cost, the existing capital reserves of the
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enterprise appear to be particularly important.

3.3. Choose the Right Dividend Policy

Dividend policy is the last and the most important part of the flow of funds.
Long-term implementation of the zero dividend policy will inevitably cause dis-
satisfaction among shareholders, and long-term cash dividends may also be det-
rimental to corporate development. Choosing the right dividend policy and im-
proving the financial flexibility of the enterprise will help prepare for the begin-
ning of the next link in the last link of capital flow. Compared with cash divi-
dend policies, stock repurchase programs may be more suitable for companies
that need financial flexibility. On the one hand, dividend repurchases have tax
incentives, and corporate repurchases of these shares can hedge stock options.
On the other hand, stock repurchases will not change the stock price and will
not cause the stock to fall. More importantly, stock repurchases are more flexible
than rigid cash dividends, which can give companies a buffer when the business

uncertainty is large.

4. Conclusion and Deficiencies

Financial flexibility has a significant impact on companies, especially strategic
emerging companies. Sufficient financial flexibility reserves are an important
means for enterprises to reduce financing costs, seize investment opportunities,
and promote the sustainable and healthy development of enterprises. In addi-
tion, this article also puts forward suggestions on how to improve corporate fi-
nancial reserves from different angles. However, most of the research references
for this article are based on Chinese journals, and they have not been sorted and
studied in foreign journals. To some extent, they may lack a certain international
perspective. In the future, they will integrate domestic and foreign research on

financial flexibility to improve.
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