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ABSTRACT

Nowadays China is in a key period of capital deepening and adjustment of
industrial structure. The imbalance between capital factor payment and labor factor
payment occurs and is becoming more serious every day. There are so many
researches focus on Chinese firms’ investment, but rarely care about their
employment, let alone the firms’ capital-labor ratio. Firms’ factor input decision is
closely related with firms’ operation and the macro economy. Compared with fruitful
foreign researches, domestic research about capital-labor ratio is so rare. So this
article focuses on Chinese manufacturing firms’ capital-labor ratio, wants to know
how firm allocates its limited funds on these two inputs to reach its’ target
capital-labor ratio.

The object of this article is to explore the effects of financial indicators on firm’s
capital-labor ratio, and how this effect happens. This study based on the data of
Chinese listed manufacturing firms, calculates the firm-level capital-labor ratio of
every corporate. This study investigates the relationship between capital-labor ratio
and financial indicators. This paper is structured as follows. Section 1 introduces the
background of this study. Section 2 reviews the literature about firm’s input
decision-making process. Section 3 analyzes the mechanisms which link financial
factors to firm-level capital-labor ratio and develops hypothesis. Section 4 describes
the data and introduces the method of estimation. Section 5 presents the empirical
results. Section 6 makes a conclusion and discusses the policy implications. The
empirical evidence indicates that firm-level capital-labor ratio is closely related with
financial condition, and this relationship is caused by financial constrains and
principal-agent problem. This paper also finds that the capital-labor ratio sensitivity of
firms from different region shows some difference, and that of firms with different
ownership is also different. And after the financial crisis of 2008, this sensitivity

changed. This may illustrates the existence of soft budget constraint in China.

Key words: Capital-Labor Ratio; Financial Indicators; GMM
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