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(B) Working Title

Fang, Y. (2017). Internal Control, Inefficient Investment, and Enterprise Value. Friends of Accounting, 2017(04), 79-83.

(B) Basic Research
Question

This research constructs empirical analysis on the dynamic relationship among internal control, inefficient investment and enterprise value from the internal control
perspective, rather than the corporate governance perspective.

(C) Key paper(s)

Richardson, S.R. (2006). Over-Investment of Free Cash Flows. Review of Accounting Studies, 11(2), 159-189.

Fang, H.X., &Jin, Y.N.(2013). Corporate Governance, Internal Control and Inefficient Investment: Theoretical Analysis and Experimental Evidence. Accounting
Research, 2013(07), 63-69.

Hu, S.Y., & Lu, Z.F.(2015). A Moderating Effect on Overinvestment from Non-Executive Directors: Experimental Evidence from “A” Share Listed Companies
in China. Accounting Research, 2015(11), 41-48.

D)
Motivation/Puzzle

Investment acts as a significant role in the company’s financial activity. Rational investment decision making usually has profound effects on the company’s enterprise
value and long-term development, because with more efficient investment, companies will be more competitive in its related industry. However, due to the principal-
agent relationship, information asymmetries and interest conflict between management team and stakeholders, the inefficient investment widely exists in different
companies. It hinders the effective resource allocation, increases the operational risks, and damages the enterprise value of the company. Therefore, it is of great
theoretical and practical significance to seek reasonable approach that effectively constrains companies’ inefficient investment. The current related literature from
home and abroad focuses more on the perspective of corporate governance. Although covering the view of internal control, they do not come to a final conclusion of
whether it would constrain inefficient investment. This paper aims to seek the internal control’s binding effect on inefficient investment, and attempts to analyze if
internal control would be able to improve the enterprise’s investment efficiency and further improves the enterprise value. It then conducts further research on how
internal control would improve the enterprise’s value through constraining inefficient investment.

THREE

Three core aspects of any empirical research project i.e. the “IDioTs” guide

(E) Idea?

Listed companies in China commonly have inefficient investment, either over-investment or under-investment, due to information asymmetry and principal-agent
relationship. The root of internal control is the principal-agent problem, which relates to information asymmetry. It could prevent adverse selection and moral hazards,
alleviate under-investment and inefficient investment caused by agency problem among management team and stockholders, also major and minor stockholders.
Based on these, Hypothesis 1 is set up: internal control could constrain inefficient investment in listed companies. On the other hand, the enterprise value is closely
related to investment efficiency and investment decision making of the company. Based on Hypothesis 1, Hypothesis 2 is set up: internal control could effectively
constrain company’s inefficient investment to help the management team make correct investment decision making and efficient investment to improve enterprise
value. This study uses other corporate governance perspective variables that affect inefficient investment as controlled variables (including ownership concentration,
capital occupied by major stakeholders, proportion of independent directors, etc.), uses expectation model for investment expenditure (including asset-liability rate,
cash holding, etc.) to decide two variables: over-investment and under-investment, uses rate of return on assets (ROA) as a substitute variable for enterprise value to
examine the relationship among internal control, inefficient investment and enterprise value.

(F) Data?

(1) Sourcing: adopting China’s “A” share listed companies from 2012 to 2015 in CSMAR Database as a sample to make empirical analysis;

(2) Cleansing: excluding ST type companies as their exceptional financial situation will affect the integrity of the total sample; excluding financial institutions and
insurance companies to reduce the sample errors because these companies own different operational styles and would not be representative; excluding missing data
to ensure the integrity of the sample;

(3) Analysis: using Stata 11.0 software to conduct data correlation analysis; using robustness tests to examine.

(G) Tools?

Model design (expectation model for investment expenditure, etc.); regression analysis (including multiple linear regression analysis).




TWO

Two key questions

(H) What’s New?

The empirical analysis of the relationships among internal control, inefficient investment and enterprise value helps further research on how internal control would
improve the enterprise value by constraining inefficient investment. It provides empirical evidence on developing and implementing internal control measures for
companies. At the same time it enriches the content of the literature on internal control.

(I) So What?

This paper stresses the importance of internal control in company’s investment. Listed companies could restrain their inefficient investment, realize the effective
allocation of resources, reduce operational risks, and maximize enterprise value through further developing and implementing internal control measures. It is beneficial
to enterprises’ sustainable development.

ONE

One bottom line

(J) Contribution?

This study provides empirical evidence that internal control could constrain inefficient investment to improve enterprise value. It provides advice and implication on
listed companies’ efficient investment and future development. In addition, it has theoretical and practical significance on how to constrain inefficient investment, and
meanwhile enriches the content of the current literature on relationships among internal control, inefficient investment and enterprise value.

(K) Three
Findings

Key

(1) According to expectation model for investment expenditure, inefficient investment exists in listed companies in China, and the under-investment is more common;
(2) Through empirical examination on the relationship between internal control and inefficient investment, this study found that internal control has a significantly
negative relationship to over-investment and under-investment. It shows evidence that internal control constrains inefficient investment.

(3) Through empirical analysis on the relationships among internal control, inefficient investment and enterprise value, this study found that internal control can
improve enterprise value through constraining inefficient investment.
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