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Production Network, Inter-industry Transmission and the

Economic Effect of Financial Constraints
DUAN Yuwan ( Central University of Finance and Economics, 100081 )
TANG Xiaoxiao ( Tianjin University of Finance and Economics, 300222)
MA Yining ( Columbia University, 10027)

Summary: The financial system is an important tool for regulating and allocating financial resources, and the
soundness of it directly affects the optimal allocation of capital among enterprises, so it is a key element in the
establishment of a “dual circulation” development pattern. At present, there is still a mismatch between
financial supply and demand in China’s financial market, and small and medium-sized enterprises (SMEs) are

still facing financing problems. Financing constraints and related issues not only bring significant impact to the

102



1 % i ;‘%2023 £ B6H

economic activities of individual enterprises, but also hinder the increase in manufacturing output efficiency in

the macro-economy, hence becoming an obstacle to economic transformation and structural upgrading.

China attaches great importance to financial development and has issued many policies to alleviate the
problem of difficult and expensive financing for SMEs. These policies will promote the optimal allocation of
financial resources, which in turn will promote high-quality economic development. In view of this, measuring
the resource distortion caused by financing constraints and exploring its impact on China’s macro-economy and
industrial structure will be of great practical significance for optimizing the allocation of capital and accelerating
the establishment of a “dual circulation” development pattern.

Although some previous research has explored the impact of financial constraints on the macro-economy
and the importance of production networks in explaining macro-economic movements from multiple perspectives,
few studies have systematically taken into account the economic effects of financial constraints along the
transmission effects of production networks and quantitatively analyzed their impact on the economy. This paper
establishes a general equilibrium model encompassing production networks in an open economy to quantitatively
analyze the financial constraints facing each industry in China from 2000 to 2014 and their impact on macro-
economy and industrial structure through production networks, focusing on the role of production networks and
industry heterogeneity in the economic effects of financial shocks. The findings are as below. (1) The
intensification of financial constraints inhibits economic growth, mainly through labor input. (2) Ignoring
production networks will cause serious misestimation of the economic effects of financial constraints. (3) The
impact of changes in financial constraints on different industries has significant heterogeneity.

Compared with the existing literature, this paper has the possible marginal contributions. (1) This paper
integrates production networks into the analysis of the macro-economic impact of financial constraints in an open
economy environment, explores the impact through productivity channel and labor inputs channel, and focuses on
the important role of production networks in it. (2) Tt fully considers the heterogeneity of industries. (3) This
paper empirically investigates the impact of changes in financial constraints on the economy and industrial
structure in China from 2000 to 2014, which brings important insights for further promoting industrial upgrading
and high-quality economic development in China.

Based on the findings, this paper proposes the following policy insights. (1) Production networks have a
significant transmission and amplification effect on the economic effects of financial shocks, and they should be
taken into account when formulating financial policies and quantifying the economic effects of financial policies.
(2) The reform of the financial system should be continued to reduce the cost of corporate financing and the
degree of capital mismatch, alleviate the difficulty of financing for SMEs, and promote the financial industry to
better serve the real economy. (3) The impact of changes in the degree of financial constraints on the real
economy varies due to the heterogeneous financial constrains suffered and different positions of different
industries in the industrial chain. When formulating financial policies, the government should fully consider
these factors to optimize the allocation of funds and channel financial resources to economic sectors with higher
economic efficiency.
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