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Abstract

Efficient investment is the source of economic growth. Corporate
investment is the important topic of corporate finance theory from a mi-
cro perspective. Modigliani and Miller (1958) has established a bench-
mark for corporate investment bhehavior, that is, under the condition of
a perfect capital market, corporate investment is only related to the in-
vestment opportunity. But subsequently it has been found in many theo-
retical and empirical papers that corporate investment is related to cash
flow. Ever since Fazzari, Hubbard and Petersen(1988) » the investment-
cash flow sensitivity and its determinants have also been studied in many
papers. However, it still remains undetermined whether such sensitivity
comes from information asymmetry or from agency problems. Mean-
while, it can hardly be determined whether the realization of various
determinants’ influences on the sensitivity is through reducing informa-
tion asymmetry or mitigating agency problems.

After the many years of rapid economic growth in China, it needs
to be changed from investment quantity to investment quality. Recent
year's rapid investment growth has attracted China’s government,
scholars and practitioners attention to the problem of overinvestment,
At the same time, Much of such rapid growth in investment is financed
by the profits of enterprises themselves( Hofman and Kuijs,2006). And
the data analysis of this paper also indicates that the internal funds have
become an important source of corporate investment,

Consequently, investigation of overinvestment of free cash flow
(FCE) is necessary from both the academic and practice aspects.

Taking China’s non-financial list firms between 2000 and 2004 as
sample, the paper constructs the measurement of FCF and overinvest-
ment with the help of Richardson's (2002) method. On one hand, 1
have investigated the influence of corporate governance on the overin-

vestment of FCF and its mechanism, including ownership concentra-



tion, institutional investors, top management share holding, board size,
independent directors and duality. On the other hand, I have also inves-
tigated the influence of local government control, local government in-
tervention and financial development on the overinvestment of FCF and
its mechanism, because institutional environment has important impact
on the corporate behavior in China during the transition economy peri-
od. This paper explains the findings by agency theory, focusing on the
observations with positive FCF, avoiding the inability of distinguishing
competing explanations in past studies.

Lastly, the paper also analyses the economic consequence of overin-
vestment,

Through theoretical and empirical studies, I come to the following
findings:

First, overinvestment of positive FCF firms is larger than that of
negative FCF firms.

Second, as far as the corporate governance is concerned, as the
share concentration increases, the overinvestment of FCF decreases,
and the quadratic relation does not exist between the two. Institutional
investors have no significant impact on the overinvestment of FCF. And
the larger the board size, the more serious the overinvestment of FCF.,
Duality significantly increases the overinvestment of FCF. But inde-
pendent directors ratio and top management share holding have no sig-
nificant impact, Further analysis suggests that as share concentration
increases, more FCF is disgorged as cash dividend, the constraint role
of debt can be improved, and less FCF is retained. The expansion of the
board size and duality do harm to the exertion of constraint role of debt.
Also, duality increases the FCF retained as cash. Other independent
variables have no significant effects.

As previous studies have mixed results about the relations between
the corporate governance and performance, this paper, by analyzing the
positive FCF firms, provides more powerful empirical findings.

Third, in view of the outer institutional environment perspective,



local government control significantly increases the overinvestment of
FCF. The analysis using Fan Gang’s government intervention index
suggests that the increase of local government intervention exacerbates
the overinvestment of FCF. Also, the analysis using Fan Gang’s credit
fund allocation marketization index suggests that the increase of finan-
cial development mitigates the overinvestment of FCF. Further analysis
indicates that the local government control and the increase of interven-
tion decreases the FCF disgorged as cash dividend, and also depresses
the constraint role of debt, and increases the sensitivity of cash to FCF.
The financial development has no significant impact on the cash dividend
and the sensitivity of cash to FCF, but does harden the debt constraint.
The robust test using World Bank's Regulation Time index and Get
Credit through Abnormal Payment index as local government interven-
tion index and financial development index suggests that the previous
result still survives.

Fourth, overinvestment reduces the following year’s profitability,
and the market underestimates the adverse effect of overinvestment on
the following year’s performance.

In conclusion, the paper promotes the research of investment-cash
flow sensitivity, enriches the literature about the relation of corporate
governance and corporate performance. Meanwhile, it is the first paper
that investigates the institutional environment’s impact on the overin-
vestment of FCF, and finds that financial development has Schumpeter
effect, and local government control and excessive intervention increases
the overinvestment of FCF.

Key Words  Corporate Governance, Institutional Environment,

Overinvestment, Free Cash Flow
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