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Provincial Return to Capital and Overinvestment in China

BAI Peiwen and XU Jie

( School of Economics Xiamen University)

Summary: China’s investment has grown in recent years. Despite a slight drop in some years investment has never faced a
sudden collapse. China has one of the highest investment rates in the world about 47.8% of its GDP in 2013. The leaders of
China have realized the unsustainability of economic prosperity through investment-driven economic growth resulting in China’s
rapid economic growth over the past 30 years. Since the global financial crisis in 2008 the world economy has been depressed
while the Chinese economy has entered a New Normal state. Recently the policy keywords of “Three go one down and one fill”
that refers to “capacity reduction  ‘de-stocking  ‘deleveraging’  “cost reduction’  “improving underdeveloped areas” and
“supply-side reform” are frequently mentioned. Economists are beginning to reconsider the traditional economic growth pattern
and to explore the possibility of overinvestment and low efficiency in China. This debate produces academic reflections and
important economic and policy implications for understanding the Chinese traditional economic growth mode.

In the current literature authors study overinvestment at both macro and micro levels. At the macro level three main
approaches are used to determine overinvestment. The first approach uses the Golden Rule which examines whether
consumption is at maximum when it reaches the balanced growth path. The second approach uses the AMSZ test established
by Abel et al. (1989) . The third approach uses macro index variation analysis such as the rate of return to incremental
capital the rate of return to stock capital and investment productivity. Although these approaches differ from one another
the main idea is the comparison between cost and return. Based on the ideas above this research aims at judging whether
there is overinvestment in China by comparing marginal cost with marginal income.

There is a consensus regarding overinvestment. It is possible to use capital return to judge whether the investment rate
is appropriate. There are two kinds of approaches to estimate the rate of return to capital. One uses enterprise-devel data
the other uses macrodevel data. The latter is widely used by economic scholars such as Chou et al. (2015) and Tsutomu
et al. (2016) because it has more advantages than the former. However with the same rate of return to capital different
risk levels may still exist so risk factors cannot be ignored when we use capital returns to evaluate investment efficiency.
Therefore based on the current methods in the literature for estimating the rate of return to capital at the macro level this
paper incorporates risk factors in the basic model creates the method to measure the provincial rate of return to capital
without uncertainty and judges whether there is overinvestment in China at two levels.

The findings in this paper can be summarized as follows. First the indicator of return to capital without uncertainty is
better than the return to capital used in other literature. Second our estimate of China’s rate of return to capital without
uncertainty increases from 8% to 15% in recent years. Third there is a similar trend in the rate of return to capital
between regions as opposed to the increasing significant differences in absolute value. Fourth the rate of return to capital
without uncertainty in China shows a clear “inverted-U” shape as the economic development stage rises. Finally more
attention should be paid to the issue of overinvestment in China.

The contributions of this paper are the following. First the influence of risk factors which is omitted in other
literature  is introduced in the paper to determine whether there is overinvestment in China. Furthermore we construct our
model to evaluate the rate of return to capital without uncertainty and overinvestment using the panel data of 29 provinces in
China from 1993 to 2013 which differs from other methods used in related literature. Finally we examine the issue of
overinvestment at two levels. The first level is the “inverted-U” shape curve. At the second level we compare the marginal
product of capital with the rate of return to capital. The findings of this paper may provide some insights on overinvestment
for future studies by proposing that risk factors cannot be ignored in future research.

Keywords: Without Uncertainty; The Rate of Return to Capital; Overinvestment
JEL Classification: 018 E22 E27

52



