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ABSTRACT

Much of corporate finance is concerned with the impact of financing constraints on firms. However,
the literature on financing constraints largely ignores the intertemporal implications of those constraints;
in particular, how future financing constraints affect current investment decisions. We present a model
in which future financing constraints lead firms to have a current preference for investments with shorter
payback periods, investments with less risk, and investments that utilize more liquid/pledgeable assets.
The model has a host of implications in different areas of corporate finance, including firms' capital
budgeting rules, risk-taking behavior, capital structure choices, hedging strategies, and cash management
policies. We show how a number of patterns reported in the empirical literature can be reconciled
and interpreted in light of the intertemporal optimization problem firms solve when they face costly
external financing. For example, contrary to Jensen and Meckling (1976), we show that firms may
reduce rather than increase risk when leverage increases exogenously. Furthermore, firms in economies
with less developed financial markets will not only take different quantities of investment, but will
also take different kinds of investment (safer, short-term projects that are potentially less profitable).
We also point out to several predictions that have not been empirically examined. For example, our
model predicts that investment safety and liquidity are complementary: constrained firms are specially
likely to distort the risk profile of their most liquid investments.
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Table 1:  Summary of Model’s Implications and Relevant Empirical Evidence 

 
Topic 

 
Empirical Implications Relevant Empirical Studies 

Capital Budgeting 
(General) 

Investment distortion towards liquid assets is highest if liquid assets are safer 
(complementarity between safety and liquidity) 

Untested 

Capital Budgeting  
(Valuation Rules) 

Constrained firms are more likely to use heuristic rules that place higher 
weight on earlier cash flows (e.g., payback) 

Graham/Harvey (2001) 

Highly levered firms should take safer, and not riskier investments Andrade/Kaplan (1998), Rauh (2006) Leverage and Risk 
Asset substitution more likely to be observed in illiquid assets Untested 

Leverage and Investment 
Liquidity 

Highly levered firms should invest in more liquid/tangible assets, and in 
assets that produce shorter-term cash flows 

Peyer/Shivdasani (2001), Ahn/Denis/Denis (2006), 
Chevalier/Scharfstein (1996), Campello/Fluck (2005) 

Leverage Levels Lower leverage than traditional tradeoff model predicts Graham (2000) 

Constrained firms hold more cash Almeida/Campello/Weisbach (2004), 
Han/Qiu (2006), Riddick/Whited (2006) 

Difference between constrained and unconstrained firms in cash flow 
sensitivity of cash 

Almeida/Campello/Weisbach (2004), 
Acharya/Almeida/Campello (2005),  

Riddick/Whited (2006), numerous int’l studies 

Cash Management 

Cash management more valuable for constrained firms Faulkender/Wang (2006), Sibilkov (2005) 

Hedging Constrained firms should use real investments to hedge, particularly when 
derivatives are not available 

Untested 

More liquid investments in countries with high costs of external financing Dittmar/Mahrt-Smith/Servaes (2003), 
Khurana/Pereira/Martin (2006) 

More tangible investments in countries with high costs of external financing Demirguc-Kunt/Maksimovic (1999),  
Carlin/Mayer (2003), Claessens/Laeven (2003) 

Cross-Country 
Comparisons 

Safer investments in countries with high costs of external financing John/Litov/Yeung (2005) 

Real Effects of Financial 
Development 

Strong link between financial development and investment efficiency Beck/Levine/Loyaza (2000), Wurgler (2000) 

 




