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The impacts of Capital Rationing ~ Agency Problems and

Managerial Overconfidence on corporate investment
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Abstract

Following the investment regression model of Malmendier and Tate (2005), this
paper considers three factors including capital rationing, agency problems, and
overconfidence to examine the phenomena of investment distortions in Taiwan's
listed companies. Specifically, five indexes corresponding to the three factors are
constructed to analyze their impacts on investment decisions, especially on the
investment-cash flow sensitivity. These indexes include Tobin's Q and KZ value
proposed by Kaplan and Zingales (1997) for capital rationing, inside ownership and
total asset turnover for agency problems, and the optimism of earnings forecast

proposed by Huang, Jiang, et al (2011) for managerial overconfidence.

Empirical results reveal that investments in Taiwan’s listed companies exhibit
positive cash flow sensitivity. As Tobin’s Q becomes smaller or KZ value becomes
larger, the cash flow sensitivity is enhanced. Thus the more severe capital rationing,
the higher distortion the firm’s investment behaviors show. Second, the
investment-cash flow sensitivity is enlarged when agency problems become more
serious with lower insider ownership and lower total asset turnover. As a result, both
capital rationing and agency problems cause investment distortions. However, the
empirical results of all sample firms and the electronics sample firms show that

managerial overconfidence indeed significantly reduce the cash flow sensitivity of



investment, which is contrary to the hypothesis .

Furthermore, based on the regression results it is found that in the five indexes
constructed, the total asset turnover contributes most to the investment-cash flow
sensitivity for all sample firms and the electronics sample firms. For non-electronics
sample firms, insider ownership contributes most. Consequently, this study suggests
that agency problems are the main reason for investment distortions in Taiwan

enterprises.

Keywords: investment distortions, capital rationing, agency problems, overconfidence
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