
 

 

 

 

 

 

 

 

 

 

 

Financial leverage and firm value among listed companies in China 

 

 

 

In Partial Fulfillment of the Requirements  

for the Bachelor of Science in Accounting 

 

 

by 

 

 

TANG Xinyi 

1025828 

May, 2020



Financial Leverage and Firm Value among Listed 

Companies in China 

Xinyi Tang 
 

Wenzhou Kean University 
 
 

ABSTRACT: This research focuses on the analysis of the relationship between financial leverage 

and firm value among 1546 listed companies from 1990 to 2016 in China. This research uses 

regression analysis to explore this correlation. Moreover, I get the result – Firm value has a positive 

correlation with financial leverage in China. Because debt market grows mature gradually, firm 

value is positively related to financial leverage. Chinese listed companies can consider this 

research when making financial decisions and managing corporates’ debt.  
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I. INTRODUCTION 

       Firm value is constituted by many parts about corporate finance, such as return on asset, firm 

size. At the same time, it can show the overall condition of companies. Thus, firm value is always 

a hot topic in researches. The Chinese market is vast and changeable in the growth stage. At the 

same time, financial leverage as a financial index has a significant correlation with firm value. 

Furthermore, many pieces of research show the unpredictable results about the relationship 

between financial leverage and firm value. Thus, I want to know if the relationship between 

financial leverage and firm value is positive or not. Therefore, though many Chinese researchers 

investigate the relationship between financial leverage and firm value among Chinese corporates, 

I must use the complete data to analyse the firm value among Chinese corporates. And then, I can 

find the trend of the relationship between financial leverage and firm value. Firms' financial 

managers may use this research, investors, and CEO, etc. 

       Firm value, a primary financial index, represents the ability of financial development and is 

attached importance by the firm's financial manager, investors, shareholders. It is how to improve 

the firm value that is a persistent problem for Chinese firms' managers. Financial leverage can 

bring additional benefits to the firms and may also cause additional losses. This is an essential 

factor that constitutes a financial risk. Financial leverage does not increase the wealth of the whole 

society, and financial risk does not increase the risk of the whole society, it is the distribution of 

established wealth between investors and creditors. Financial risk is the transfer of operating risks 

to investors, and financial leverage benefits and financial risks are an essential factor in corporate 

capital structure decisions. Capital structure decisions require a reasonable trade-off between 

leveraged interests and the risks associated with them. Thus, financial leverage can be adjusted 

internally and controlled easily. If financial leverage has a significant correlation with the firm 
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value, corporate managers can use the relationship between financial leverage and firm value to 

improve the firm value.  

       According to Obradovich and Gill (2013), regression analysis can get that the financial 

leverage has a positive relationship with firm value. Meanwhile, the research of Aivazian, Ge, and 

Qiu (2005) also shows the positive relationship between financial leverage and firm value. The 

research of Wu, Marshall, Chipulu, Li, and Ojiako (2014) points the possible reason is that the 

government does not control too much debt for corporates at all, and at the same time, it also has 

the right to manage the banks. However, these phenomena may lead the unreal financial leverage, 

which is higher than the real. There is a difference between Chinese listed firms and other 

countries' firms. Fewer debt firms may cause it among Chinese listed firms or immature markets. 

       The trade-off theory holds that the value effect of financial leverage depends on the trade-off 

between tax shield income and bankruptcy costs, and financial leverage has a non-linear effect on 

corporate value. Agency theory believes that the incentive and restraint function of debt can reduce 

the asymmetric cost of information, and the rigid constraint of financial leverage can reduce the 

free cash flow of the company and its derived agency costs, and ultimately increase the value of 

the company. The signal theory believes that the rising debt ratio conveys managers' confidence 

in the enterprise. Debt financing can reduce the total cost of corporate funds, and the market value 

of companies also increases.  

       This research selected all Chinese listed company's financial leverage and Tobin's quality, 

which represents firm value from 1990 to 2016 to find the correlation between financial leverage 

and firm value. Moreover, according to many historical pieces of research, I choose four factors, 

which are Firm size, Firm total sales revenue, return on asset, return on equity, as control variables 
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to ensure model integrity and accuracy. At the same time, I choose the analysis of regression to 

get the relationship between financial leverage and firm value in the recently seventeen years.  

 

II. LITERATURE REVIEW 

       This research studies the relationship between financial leverage and firm performance among 

Chinese corporates and my principle follows the researches of  Obradovich and Gill (2013) and 

Xiao and Zhang (2013). Financial leverage and firm value are two of the most important parts 

during estimating corporate’s financial present situation and future development. 

 

Financial leverage 

       Financial leverage is one of the most significant effects to make more profit for shareholders 

(Amarjit & Neil, 2011). Financial leverage is the capitalization ratio whose financial channel is 

debt rather than equity (Ward & Price, 2006). In other words, as a way of disciplining management, 

financial leverage is an important measure for companies. And in fact, the main effect of financial 

leverage is that corporates’ debt and equity can change the firm value (Damodaran, 2008). Adrian 

and Shin (2010) show that financial leverage has a significant relationship with the fluctuation of 

the balance sheet’s items. And firm performance will be better if financial leverage increases 

(Ilyukhin, 2015).  

       Financial leverage can be used in three ways. First, financial leverage can be considered as 

the measurement of corporates’ debt which is a factor of corporate finance. In this situation, 

financial leverage can be called leverage or trading on equity and used in the same way as the debt 

used (Prezas, 1987). Second, financial leverage can be used in fundraising activities. Financial 

leverage can adjust debt appropriately, and at the same time, this action can adjust the capital 
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structure (Ryan & Palmer, 2005). If debt managing, which is led by the management of financial 

leverage, makes the corporate’s net profit per share increase, the financial leverage can be called 

positive financial leverage. In contract, if the corporate’s net profit per share decreases because of 

debt managing which is led by the management of financial leverage, the financial leverage can 

be called the negative financial leverage. Third, financial leverage refers to the significant 

relationship on corporate returns on funds due to the use of debt funds with a fixed interest rate in 

the total amount of corporate funds (Ferrari, 1968). Compared with the second use, this use focus 

on the result of debt management more. However, it is narrative because the fixed interest rate of 

debt funds is little if compared with the total amount of corporate funds. Thus, even though the 

financial leverage has the impact of the result of debt management, which means the impact on 

the fixed interest rate of debt funds, the change is too small to be ignored.  

       Because the main creditor's interest expenditures are fixed expenditures, it has nothing to do 

with the profit level of the company, and the change in the rate of return on the total assets of the 

company will bring large fluctuations to the business owner. This effect is called financial leverage. 

When the investment yield of an enterprise is higher than the debt interest rate, the larger the debt 

ratio within a safe range, the higher the investment yield of the enterprise. Debt management can 

bring significant financial leverage to the enterprise. The higher the debt ratio, the higher the role 

of financial leverage and the benefits it brings. 

       In the Chinese market, financial leverage is always seen as the debt of corporate. The key 

reason for this phenomenon is that in the financial management process of enterprises, financial 

leverage also mainly functions through liabilities. And this nature will make many financial 

managers equate liabilities and financial leverage (Yuan, 2008). However, it is worth noting that 

the existence of liabilities does not mean the existence of financial leverage. Even if a company 
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has a high amount of debt, financial leverage may not be able to play its role. Because in the use 

of financial leverage tools, not only need to consider the company's debt situation, but also consider 

the company's operating conditions and other content, which is a comprehensive utilization 

process (LU, Jin, & Chen, 2006). Some unstable factors in the business operation will also affect 

the use of financial leverage to a certain extent. In the normal business situation, enterprises are 

not only affected by internal developments, but also constrained by external market environment, 

industry environment, and policy factors. 

       Companies have an unlimited incentive to increase their debt levels. Because the Chinese 

interest rate system is not market-oriented, the marginal cost of debt will not rise with the amount 

of financing. Even if the financial leverage exceeds a specific value, the cost of corporate debt 

capital will not rise but will remain horizontal, and most of the company's debt constraints come 

from the outside, that is, administrative instructions, personal relationships, and national policies, 

so the company has an unlimited incentive to increase its debt level (Pan & Zhengfei, 2005). 

       The company generally divested its debts at the beginning of its listing. Although the cost of 

debt does not increase with the amount of debt, the cost of equity changes with the amount of debt. 

The amount of debt of individual companies exceeds a certain degree, which increases their 

operating risks and the cost of equity capital. Because of this, companies often divest their debts 

at the beginning of their listing (Wang, Lu, & Malhotra, 2011). 

       The unrelated point is that the degree of financial leverage can positively affect the systematic 

risk, and financial leverage magnifies the tolerance of common stock in the priced systematic risk 

(F. Modigliani & M. H. Miller, 1958). Financial leverage can lead the financial risk. And the size 

of financial leverage can reflect the degree of financial risk. However, it is only about the financial 

risk of corporate with interest debt rather than the financial risk of corporate without interest debt. 
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Non-interest-bearing liabilities are led by commercial credit, while interest-bearing liabilities are 

led by debt due to financing needs. And the overall amount of debt is relatively large, so it is the 

main factor that generates financial risks (Ghosh & Jain, 2000). 

       Meanwhile, financial leverage can affect the risk-adjusted stock returns for the same period 

negatively which means in the one period, corporates’ stock return after adjusted risk will be higher 

if financial expenses increase based on the formulas of financial leverage (Dimitrov & Jain, 2006). 

The key to whether financial leverage has a positive or negative effect on the company's operations 

is whether the company's total asset profit margin is greater than the bank's interest rate level. 

When the bank's interest rate level is fixed, the company's profit level is low, and shareholders do 

not receive due remuneration. Financial leverage plays a negative role in the company's operating 

performance and inhibiting the company's growth. This result is caused by the low profitability of 

the company and the efficient use of borrowing funds. Thus, companies do not attach importance 

to internal management and do not invest in limited financial resources in the company's most 

competitive business (Kwan & Eisenbeis, 1997). 

 

Firm value 

       Firm value is a mixed and flexible index which is measured by corporate’s audited financial 

statements. Corporates’ dividends can affect firm value negatively, and debt can affect firm value 

positively (Fama & French, 1998). In the corporates’ financing management, it is important for 

managers to estimate the effect of taxation on the firm value. To making firm value maximum, 

corporates can adjust every item in the financial reports which means firm value can be influenced 

by the financial situation easily. Corporates can increase their firm value easily if they are able to 
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use financial activities, such as financing from the banks, increasing asset turnover (Damodaran, 

1996). 

       According to Damodaran (1996), firm value is also called corporate value and the corporate's 

financial decisions can affect the firm value a lot, and the company's funds, risk can affect the firm 

value. From the perspective of financial management, corporate value has many different 

manifestations-book values, market value, appraised value, liquidation value, auction value, etc. 

Objectively speaking, each value-form has its rationality and applicability. Corporates always use 

market value as an index when calculating the firm value because market value is most evident, 

most accessible, and most intuitive. 

       Firm value is the most main target of the company. When the company wants to be larger, the 

most important thing is to increase the firm value. Among them, the most common way to increase 

firm value is to increase the economic benefits of the enterprise (Hillman, Zardkoohi, & Bierman, 

1999). The firm value cannot be measured by the economic benefits of the enterprise directly 

because Corporate performance is an indicator of a period, which is an evaluation of business 

results. Firm value is a point-in-time indicator, which means that it is the embodiment of the market 

value of the firm. The economic benefit of an enterprise refers to the proportional relationship 

between its total production value and production costs. Profit is the difference between the total 

value of production and the cost of production. If the economic efficiency of a company is high, it 

means that it has relatively more economic benefits, which is conducive to enhancing the self-

development ability of the company. Therefore, the high economic benefits of enterprises lead to 

increasing the speed of economic development (Kulikova, Smolentsev, Tikhonov, Kireev, & 

Dikareva, 2016). However, the high economic development cannot lead to high economic benefits 

directly. If economic development is fast, and the labour products are not very useful, or the labour 
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consumption is large, the economic benefits will be not excellent. If the development speed is fast, 

the useful labour results are large, and the labour consumption is small, the economic benefits will 

be good (Durand, 2015). Because the economic benefits of enterprises have a positive impact on 

the firm value, the relationship among the economic benefits of enterprises, economic 

development, the usage of labour productivity and the labour consumption can also explain the 

relationship between firm value, economic development, the usage of labour product and the 

labour consumption. 

       At the same time, economic researchers always use Tobin’s Quality as the measure of firm 

value. According to Wolfe and Sauaia (2014), Tobin’s Quality refers to the ratio of market value 

(MV) to replacement cost (RC). Tobin’s Quality ratio determines the level of investment of the 

manufacturer. The specific meaning refers to how much wealth the company has created for the 

society by using a certain amount of social resources, which is expressed as enterprise benefits 

measured by value. Because it is difficult to obtain the data for calculating Tobin’s Quality of 

listed companies with strict definitions, the approximate value of Tobin’s Quality is generally used 

to measure the firm value. (Bai, Liu, Lu, Song, & Zhang, 2004). Due to the split of equity existing 

in the Chinese stock market, the market value of non-negotiable shares is difficult to be determined. 

Net assets per share are used as the approximate price of non-negotiable shares. The book value 

of the asset is always used as an approximation of the replacement cost of the company's assets 

(Gunasekarage, Hess, & Hu, 2007). 

 

The relationship of financial leverage on the firm value 

       Financial leverage has a significant positive correlation with firm value among American 

firms (Obradovich & Gill, 2013). Financial leverage can increase firm value by free-tax and 
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decreasing agency problems (Fama & French, 1998). However, according to Ryan and Palmer 

(2005), in the market, the effect of leverage on corporate value provides does exist, and the results 

also point out a negative correlation between financial leverage and corporate value. This different 

relationship is caused by different usage and explanation of the financial leverage and the stage of 

the debt market in the countries.  

       There are four theories about the relationship between financial leverage and firm value. The 

first theory is the net income theory. This theory believes that debt can reduce the capital of an 

enterprise. The higher the degree of debt, the greater the firm value. In other words, only if the 

cost of equity remains the same and is more than cost of debt, the increase in the amount of debt 

financing will not affect the cost of equity financing, then the total capital cost will change directly 

with the use of financial leverage, so the entire market value of the enterprise is the same period 

changes directly with financial leverage (Barton, 1974). The second theory is the operating income 

theory. This theory believes that the increasing amount of debt will increase the cost of equity 

financing. In this way, the increasing debt which reduces costs can offset with rising equity costs 

exactly each other. As a result, the left total capital cost will be unchanged (Deng, 2015). The third 

theory combines the previous two theories. To some extent, it is believed that the use of financial 

leverage will increase the cost of equity, but the increase is small enough not to offset the full 

effect of debt use. Therefore, the use of financial leverage is beneficial. The last theory is the MM 

theory. According to the researches of F. Modigliani and M. Miller (1958), if no income tax, the 

company's cost of capital and its market value will not be affected by the financial leverage. 

       About the Chinese listed corporates, some differences do exist compared with the theories. 

Companies would not stop their incentive to increase their debt levels because the Chinses interest 

rate system is not market-oriented and the marginal cost of debt will not rise with the amount of 
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financing. Even if the financial leverage exceeds a certain value, the cost of corporate debt capital 

will not rise but remain horizontal. Most of the company's debts are restrained from the outside, 

such as administrative instructions, personal relations, and national policies. Thus, the company 

has an unlimited incentive to increase its debt level (Tian & Estrin, 2007). 

       Chinese listed companies with a rights issue can use corporate’s financial leverage to increase 

firm value. For a listed company which meets the rights issue, its financial leverage is favorable 

(Qilin & Wen, 2003). Its optimal financial decision is not simply to increase capital by raising 

funds but to increase the number of its liabilities to maintain or expand its leverage while placing 

rights. To achieve the purpose of maximizing the use of financial leverage to increase the interests 

of its shareholders, increasing debt financing can make companies’ returns higher. On the contrary, 

for those listed companies that do not qualify for rights distribution, their profitability is less than 

the average interest rate of their liabilities, and their financial leverage is unfavorable. At that time, 

the increased leverage will make their return on net assets worse. It is not advisable to use further 

debt financing but to reduce the effect of unfavorable leverage and use external financing to obtain 

external funds (Su, Li, & Wan, 2017). 

At the same time, according to Yuan (2008), regression analysis can get that among the 

Chinese listed companies, the financial leverage can have a negative relationship with the firm 

value. Meanwhile, the research of Huang (2006) also shows the negative relationship between 

financial leverage and firm value. They point the possible reason is the imperfection of the 

economic system in China, which means the government controls too much debt for corporates, 

and at the same time, it also has the right to manage the banks. These phenomena may lead the 

unreal financial leverage, which is higher than the real. There is a difference between Chinese 

listed firms and other countries’ firms. It may be caused by fewer debt firms among Chinese listed 
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firms or immature market. However, according to the research of Wu, Marshall, Chipulu, Li, and 

Ojiako (2014), financial leverage has a positive correlation with the firm value which could be led 

by the growth of the debt market recently. Debt management can make up for the lack of funds for 

business operations and long-term development. In the process of production and operation of an 

enterprise, there are always various situations in which capital is needed, and the self-owned funds 

accumulated within the enterprise alone are not only allowed in time, but also difficult to meet the 

needs of its development in number; therefore, Under the condition of insufficient funds, debt 

management can use greater capital to expand the scale and economic strength of the enterprise, 

and improve the operating efficiency and competitiveness of the enterprise. An enterprise not only 

needs to operate with debt when the funds are insufficient, but it is also necessary to operate with 

liabilities when the funds are relatively abundant. Because no matter how much capital is 

accumulated within an enterprise, the size of the enterprise that relies on its own funds and the 

number of funds used are always limited. Enterprises can effectively obtain and control more funds 

through debts, reasonably organize and coordinate the relationship of capital ratios, improve 

technology and equipment, reform processes, introduce advanced technologies, update equipment, 

expand the size of enterprises, expand their business scope, and improve their quality to strengthen 

the economic strength and competitiveness of enterprises.  

       Thus, I get the hypothesis: 

       H1: Firm value has a positive correlation with financial leverage in China. 
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III. RESEARCH METHODOLOGY 

 This study investigates the relationship between financial leverage and firm value and 

follows the research of Obradovich and Gill (2013) and Xiao and Zhang (2013). And then I get 

the model: 

 

TQit = β0 + β1 Levit + β2 FS + β3 FSALESit + β4 ROAit + β5 ROEit + β6 fyearit + β7 Indit + εit 

i, t = the firm i in time t. 

Where: 

 TQ = Tobin’s Quality, 

 Lev = Financial Leverage, 

 FS = Firm Size, 

 FSALES = Firm Total Sales Revenue, 

 ROA = Return on Asset, 

 ROE = Return on Equity, 

 fyear = Firm Year Dummy, 

 Ind = Industry Dummy, 

 And ! is disturbance terms. 

 

Firm value, the dependent variable, is measured by Tobin’s Quality (Kyereboah-Coleman, 

2008). Just like the view provided in the second part, corporate value has much different 

manifestations-book values, such as market value, appraised value, liquidation value, auction value, 

etc. Because market value is more precise, most accessible and most intuitive, corporate always 

use market value as an index when calculating the firm value. At the same time, in the Chinese 
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market, the market value of non-negotiable shares is difficult to be determined, so the book value 

of the asset is always used as an approximation of the replacement cost of the companies’ assets 

(Gunasekarage et al., 2007). According to the research of (Ai, Chen, & Yang, 2014), Tobin’s 

Quality can be measured in two ways: 

 

TQ1 =
Market	value

Total	Assets
 

TQ2 =
Market	value

(Total	assets	 − 	Net	intangible	assets	 − 	Net	goodwill)
 

Where: 

TQ1 represents the first way to calculate the Tobin’s Quality, 

TQ2 represents the second way to calculate the Tobin’s Quality. 

 

The difference between the two ways to calculate Tobin’s Quality is whether intangible 

assets and goodwill are counted as replacement costs. If considering intangible assets and goodwill, 

the calculated Tobin Q value is more likely to reflect the companies’ intangible assets and goodwill 

comparison well. There is more development potential. If considering intangible assets and 

goodwill, it is possible to derive a more reasonable replacement cost, and then a more practical 

Tobin’s Quality. 

Meanwhile, financial leverage, also called leverage or trading on equity, can be considered 

as the measurement of corporates’ debt which is a factor of corporate finance and used in the same 

way as the debt used (Prezas, 1987). According to the researches of (Huo & Kwansa, 1994), the 

formula of the degree of financial leverage is: 
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DFL =
EBIT

EBIT − I
 

Where, 

 DFL = Degree of financial leverage, 

 EBIT = Earnings before interest and taxes, 

 I = Interest expense. 

 

 According to the researches of (Yang, Xia, & Wen, 2016), due to the specific items of the 

financial statement of Chinese listed companies, I get the formula of financial leverage based on 

the formula of the degree of financial leverage: 

 

Lev =
Net	Profit	 + 	Income	Tax	Expenses	 + 	Financial	Expenses

Net	Profit	 + 	Income	Tax	Expenses
 

 

The firm size, firm total sales, ROA, ROE, firm-year and the industry are all the control 

variables. At the same time, firm-year and industry are also dummy variables. According to Mak 

and Kusnadi (2005), firm size measured by firm total asset can have a positive correlation with 

firm value. The book value of assets divides into the current asset and fixed asset. Moreover, the 

firm total sales revenue, which is also called total operating revenue, can increase the firm value 

(Berger & Ofek, 1995). ROA and ROE, also a measure of firm performance, have a correlation 

with the firm value significantly (Fooladi & Nikzad Chaleshtori, 2011). What is more, I drop the 

three kinds of ROA & ROE to keep the first one (ROA=Net income/Total asset; ROE=Net 

income/Book equity) which have more data and show the ability of ROA & ROE ultimately. 
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At the same time, I follow the model of Obradovich and Gill (2013) and Xiao and Zhang 

(2013) to add the dummy variables – Firm’s year and industry. According to the researches of 

(Baker, 1973), the change of financial risk options in the different industries has a significant effect 

on the financial leverage. Business decisions, which lead to the financial risk options, can be 

affected by demand and cost risks in their industries. At the same time, the different financial 

leverage on the different industries can measure the debt of capacity among the Chinese listed 

companies (Goel, Chadha, & Sharma, 2015). Thus, the industry is added into the dummy variables. 

 

IV. EMPIRICAL RESULTS 

 I use CSMAR (China Stock Market Accounting Research) to find the related specific data of 

financial leverage, firm value (Tobin’s Quality), and other control variables among all Chinese 

listed companies from 1991 to 2016. 1546 Chinese listed companies are analysed in this research. 

And I drop the unavailable data of financial leverage (independent variable) and Tobin’s quality 

(dependent variable) because they are no value in some years.  

In this research, there are 7 variables, which are 2 dependent variables, 1 independent variable, 

and 4 control variables. After I drop the no value of financial leverage and Tobin’s Quality, this 

research does exist 34689 samples among 1546 Chinese listed companies from 1990 to 2016. From 

the table of descriptive statistics, the size of Tobin’s Quality 1 is from 0.153 to 14180.31, and its 

mean is 2.626. The size of Tobin’s Quality 2 is from 0.153 to 14180.31 and its mean is 2.803. The 

size of financial leverage is from -0.195 to 877.256 and its mean is 0.527. Among the control 

variables, firm sizes do exist 34689 samples; firm sales do exist 34688 samples and ROA, ROE 

do exist 34687 samples each. The means of firm size, firm sales, ROA and ROE are 3.37e+10, 
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6.66e+9, -0.034 and 0.056. The standard deviations of firm size, firm sales, ROA and ROE are 

5.19e+11, 5.52e+10, 11.548 and 4.117. 

 

TABLE 1 
Descriptive Statistics 

Variable Obs Mean Std.Dev. Min Max 
TQ1 34689 2.626 80.887 .153 14810.31 
TQ2 34689 2.803 80.916 .153 14810.31 
Lev 34689 .526 4.875 -.195 877.256 
FS 34689 3.37e+10 5.19e+11 84823.6 2.41e+13 
FSALES 34688 6.66e+09 5.52e+10 -9.84e+07 2.88e+12 
ROA 34687 -.034 11.548 -2146.161 108.366 
ROE 34687 .056 4.117 -72.146 713.204 

 

Meanwhile, this research also does correlation analysis. From the table of correlation analysis, 

the correlation between financial leverage and control variables except ROA is low because: 

Correlation coefficient between financial leverage and firm size is 0.0042; The correlation 

coefficient between financial leverage and firm sales is 0.0025; The correlation coefficient 

between financial leverage and firm size is 0.0042; And the correlation coefficient between 

financial leverage and ROE is -0.0007, which mean that no significant correlation between 

financial leverage and firm size/firm sales/ROE. Positive correlation does exist between the 

financial leverage and firm size/ firm sales and negative correlation does exist between financial 

leverage and ROE. However, the correlation coefficient between financial leverage and ROA is -

0.9704 which shows financial leverage has a significant correlation with ROA and negative 

correlation does exist between the financial leverage and ROA. 
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TABLE 2 
 Correlation Matrix Model 

Notes: *Correlation is significant at the 0.05 level  

 
       By using regression analysis, I analyse the linear relationship between financial leverage and 

firm value. According to the result of regression analysis, in the statistical level, for Tobin’s 

Quality 1, the T value of financial leverage is 122.821 which leads to the P-value is less than 0.01. 

The relationship between financial leverage and Tobin’s Quality 1 is significant at the 1% 

significance level because the P-value of financial leverage is less than 0.01. And financial 

leverage is significantly positive for Tobin’s Quality 1, which supports my hypothesis because the 

coefficient between financial leverage and Tobin’s Quality 1 is positive (37.531). When financial 

leverage increases one unit, TQ 1 (firm value) will decrease 0.6 units.  

       At the same time, for Tobin’s Quality 2, the T-value of financial leverage is 123.126 which 

leads to the P-value is less than 0.01. The relationship between financial leverage and Tobin 

Quality 2 is significant at the 1% significance level because the P-value of financial leverage is 

also less than 0.01. And financial leverage is significantly positive for Tobin’s Quality 2 because 

the coefficient between financial leverage and Tobin’s Quality 2 is positive, (37.609). Therefore, 

the results of regression analysis can support my hypothesis – Firm value has a positive correlation 

with financial leverage in China. In the economic sense, combined with the previous literature, 

hypothesis 1 is established which means it can be confirmed.  

 Lev FS FSALES ROA ROE 
Lev 1.0000     
FS 0.0042* 1.0000    
FSALES 0.0025* 0.3608 1.0000   
ROA -0.9704 0.0003* 0.0008* 1.0000  
ROE -0.0007* 0.0014* 0.0013* 0.0176 1.0000 
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       It can oppose the researches of Yuan (2008) and Huang (2006) and support the research of 

Wu et al. (2014). Until 2016, the Chinese economic system is still in the way to be completed. And 

the control of the government is less in the Chinese market. 

       For Tobin’s Quality 1, six control variables have different factors to the firm value (Tobin Q): 

ROA, ROE have a very significant relationship with Tobin Q 1 which means the relationship 

between ROA/ROE and Tobin’s Quality 1 is significant at the 1% significance level because the 

P value of financial leverage is less than 0.01. Moreover, firm size has a very significant correlation 

with Tobin Q 1 which means the relationship between firm size and Tobin’s Quality 1 is significant 

at the 10% significance level because the P-value of financial leverage is less than 0.1. The last 

one, firm sales, has no correlation with Tobin Q 1 significantly which means the relationship 

between firm sales and Tobin’s Quality 1 is not significant because the P-value of financial 

leverage is more than 10%. This result supports the research of Berger and Ofek (1995) & Fooladi 

and Nikzad Chaleshtori (2011). 

       For Tobin’s Quality 2, ROA, ROE also is related to Tobin Q 2 very significantly which means 

the relationship between ROA/ROE and Tobin’s Quality 2 is significant at the 1% significance 

level because the P-value of financial leverage is less than 0.01. And firm size is related to Tobin 

Q 2 significantly which means the relationship between firm size and Tobin’s Quality 2 is 

significant at the 5% significance level because the P-value of financial leverage is less than 0.05. 

The last one, firm sales, is relevant to Tobin Q 2 significantly which means the relationship 

between firm sales and Tobin’s Quality 2 is not significant because the P-value of financial 

leverage is more than 10%.  

       In conclusion, financial leverage has a positive correlation with the firm value very 

significantly, and ROA also has a positive correlation with firm value very significantly while 
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ROE has a negative correlation with firm value very significantly. At the same time, firm size has 

the negative relationship with firm value. Firm sales have no relationship with firm value. 

For the Tobin’s Quality 1, the R-squared is 0.317 and for Tobin’s Quality 2, the R-squared is 

0.318. These R-squared are more than 0.3 and can show that the settings of this model are very 

significant which means the model is good.  

 

TABLE 3 
The Regression Result 

 (1) (2) 
VARIABLES TQ1 TQ2 

   
Lev 37.531*** 37.609*** 

 (122.821) (123.126) 
FS -0.000* -0.000** 

 (-1.956) (-1.976) 
FSALES -0.000 -0.000 

 (-1.212) (-1.243) 
ROA 14.408*** 14.439*** 

 (111.674) (111.960) 
ROE -0.639*** -0.642*** 

 (-7.306) (-7.343) 
Constant -16.497*** -16.358*** 

 (-41.888) (-41.551) 
   

Observations 34,687 34,687 
R-squared 0.317 0.318 
Year FE YES YES 

Industry FE YES YES 
Adj. R-sq 0.316 0.317 

t-statistics in parentheses 
*** p<0.01, ** p<0.05, * p<0.1 

 
 

V. CONCLUSIONS 

       This research focuses on the relationship between financial leverage and the firm value among 

the 1546 Chinese listed firms from 1990 to 2016.  I use the model of Obradovich and Gill (2013) 

and Xiao and Zhang (2013) and analyse the relationship between collected data of financial 
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leverage (independent variables) and firm value (dependent variables). And this regression 

analysis supports my hypothesis – Firm value has a positive correlation with financial leverage in 

China. The results of the regression analysis show that financial leverage has a positive correlation 

with firm value very significantly and the percentage of financial leverage among the factors of 

firm value is significant. At the same time, I also get the other results about the control variables. 

I find that ROA has a very significant positive correlation with firm value. ROE has a very 

significant negative correlation with firm value. Firm size has a little negative correlation with firm 

value and total firm sales is not a factor of firm value.  

       Thus, I suggest that Chinese listed companies can adjust the financial leverage which means 

that companies can increase the financial leverage appropriately to increase the firm value because 

companies always want to increase their firm value to appeal to the investors, customers, suppliers, 

etc. In the economic level, financial leverage can show the degree of debt managing. At the same 

time, with the fierce competition of the market economy, it is tough for an enterprise to rely on 

internally accumulated funds to satisfy its survival and development. However, it can make up for 

the lack of internal funds by resisting operations. In other words, enterprises can effectively control 

more funds through resisting.  

       This research does exist the limitations. First, firm value has relationships with other control 

variables, such as the quality of auditing (the broad of the audit committee), the trend of specific 

industry, and so on. Future researches can investigate more about other factors of firm value. 

Second, the squared R is 0.3 which is not very high. It shows that the model can be better. This 

research’s model is too simple to response to the factor of firm value completely. In the future, 

researchers can find more factors of firm value and develop this model. Third, the Chinese market 

is not mature enough; the factors of firm value are changeable and unpredictable. I hope that future 
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researches can supplement more items. Fourth, though high financial leverage can increase the 

firm value, it is a problem for corporates to what the best range of financial leverage is. The state 

deliberately controls high leverage. High leverage means high risk. From the perspective of 

corporate value, high leverage is not conducive to corporate development and further restricts 

macroeconomic development. Excessive financial leverage can easily lead to financial distress, 

excessive debt, even cause companies to become zombies. Thus, too high financial leverage is not 

commercial for corporates. 
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