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Cost of Capital Constraint on Supply Effect of Corporate Investment
ZO0U Ying'?, WANG Ping'*, LI Si'
(1. Accounting School of Capital University of Economics and Business, Beijing, 100070, China;
2. Institute for Corporate Finance at Shandong University of Finance and Economics,
Jinan, Shandong, 250014, China)

Abstract: The quality and efficiency of corporate investment fundamentally determine the quality and speed of
national economic growth, the output effect of corporate investments on the macro-economy produces the supply
effect of corporate investment. Changing the focus of investment behavior from demand effect to supply effect is actu-
ally attaching importance to the output, not simple input, which means focusing on investment’ s future results. To
play a positive investment supply effect is the micro-basis of investment stimulating China’s economy under the
“New Normal”. According to modern corporate finance theory, project future cash flows should be discounted by
cost of capital ,and cost of capital therefore becomes the core standard of capital investment decisions. Only the cap-
ital investment decisions based on cost of capital constraint are rational and scientific investment decisions, and such
investment decisions are helpful for the maximization of investors benefit on the basis of ensuring the company’ s
long-term sustainable development. Only the investment under cost of capital constraint can ensure the investment
project to form high-quality effective supply in the future.

Based on a reasonable cost of capital estimation of listed companies in China during the period from 2000 to
2014 ,this paper empirical examines cost of capital constraint on supply effect from the perspectives of investment
quality and investment efficiency. Data shows: (1) investment scale and cost of capital have significantly positive
correlation , which is contrary to corporate financial theory. (2) Most of the values of annual cost of capital and in-
dustry cost of capital are rising, investment scale ,however,does not fall accompanied with the rise of cost of capital,
and on the other hand, all the values of annual cost of capital and industry cost of capital are growing,all the corpo-
rate investment elasticities of cost of capital are positive. (3) Although the phenomenon of underinvestment is wide-
spread , but the overinvestment’ s influence on China’s economy is more profound. The overall degree of inefficient
investment and cost of capital have significantly positive correlation,the higher the cost of capital , the more serious
overinvestment in overinvestment samples,and the lower the cost of capital , the more serious underinvestment in un-
derinvestment samples. The result of empirical study shows that the investment decisions are not constrained by cost
of capital ,and corporations do not implement the supply effect of capital investment.

The conclusion of this paper points out the direction for Chinese corporations to grasp investment scale and im-
prove the scientificity and rational of investment decisions. And further,the management should set up scientific idea
of cost of capital ,estimate cost of capital reasonably,and overcome the psychology of inertia expectations on cost of
capital. The government should transform from the “puller” of economic growth to the “pusher” ,to promote invest-
ment to go on a scientific and rational constraint of cost of capital road.

Compared with the existing literatures, the academic contribution of this paper lies in three aspects. First, the
paper puts forward the view of cost of capital constraint on the supply effect of corporate investment , interpreting and
analyzing macro-economic problems from micro-level. Secondly, from qualitative aspect and quantitative aspect, the
paper comprehensively tests the relationship between corporate investment quality and cost of capital ,both get con-
clusions contradicting to financial theory,and further analyzes the intrinsic connection between inefficient investment
behavior and cost of capital. Finally,the paper has carried on sufficient robustness tests,and all tests get the same
conclusion. These tests ensure that the conclusion of this paper is robust and consistent.
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