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Abstract

The paper aims to investigate the impact of corporate governance (CG) measures on firm performance and the role
of managerial behavior on the relationship of corporate governance mechanisms and firm performance using a
Chinese listed firm. This study used CG mechanisms measures internal and external corporate governance, which

is represented by independent board, dual board leadership, ownership concentration as measure of internal CG

and debt financing and product market competition as an external CG measures. Managerial overconfidence was
measured by the corporate earnings forecasts. Firm performance is measured by ROA and TQ. To address the study
objective, the researcher used panel data of 11,634 samples of Chinese listed firms from 2010 to 2018. To analyze the
proposed hypotheses, the study employed system Generalized Method of Moments estimation model. The study
findings showed that ownership concentration and product market competition have a positive significant relation-
ship with firm performance measured by ROA and TQ. Dual leadership has negative relationship with TQ, and debt
financing also has a negative significant association’s with both measures of firm performance ROA and TQ. Moreover,
the empirical results also showed managerial overconfidence negatively influences the relationship of board inde-
pendence, dual leadership, and ownership concentration with firm performance. However, managerial overconfi-
dence positively moderates the impact of debt financing on firm performance measured by Tobin's Q and negative
influence on debt financing and operational firm performance relationship. These findings have several contributions:
first, the study extends the literature on the relationship between CG and a firm's performance by using the Chinese
CG structure. Second, this study provides evidence that how managerial behavioral bias interacts with CG mecha-
nisms to affect firm performance, which has not been studied in previous literature. Therefore, the results of this study
contribute to the theoretical perspective by providing an insight into the influencing role of managerial behavior in
the relationship between CG practices and firm performance in an emerging markets economy. Hence, the empiri-
cal result of the study provides important managerial implications for the practice and is important for policy-makers
seeking to improve corporate governance in the emerging market economy.
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Introduction

Corporate governance and its relation with firm per-
formance, keep on to be an essential area of empiri-
cal and theoretical study in corporate study. Corporate
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governance has got attention and developed as an impor-
tant mechanism over the last decades. The fast growth
of privatizations, the recent global financial crises, and
financial institutions development have reinforced the
improvement of corporate governance practices. Well-
managed corporate governance mechanisms play an
important role in improving corporate performance.
Good corporate governance is fundamental for a firm
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in different ways; it improves company image, increases
shareholders’ confidence, and reduces the risk of fraud-
ulent activities [67]. It is put together on a number of
consistent mechanisms; internal control systems and
external environments that contribute to the business
corporations’ increase successfully as a complete to bring
about good corporate governance. The basic rationale
of corporate governance is to increase the performance
of firms by structuring and sustaining initiatives that
motivate corporate insiders to maximize firm’s opera-
tional and market efficiency, and long-term firm growth
through limiting insiders’ power that can abuse over cor-
porate resources.

Several studies are contributed to the effect of CG on
firm performance using different market developments.
However, there is no consensus on the role CG on firm
performance, due to different contextual factors. The
role of CG mechanisms is affected by different factors.
Prior studies provided different empirical evidence such
as [14], suggested that the monitoring efficiency of the
board of directors is affected by internal and external fac-
tors like government regulation and internal firm-specific
factors; the role of board monitoring is determined by
ownership structure and firm-specific characters Boone
et al. [8], and Liu et al. [57] and Bozec [10] also reported
that external market discipline affects the internal CG
role on firm performance. Moreover, several stud-
ies studied the moderation role of different variables in
between CG and firm value. Mcdonald et al. [63] stud-
ied CEO experience moderating the board monitoring
effectiveness, and [60] studied the moderating role of
product market competition in between internal CG and
firm performance. Bozec [10] studied market disciple
as a moderator between the board of directors and firm
performance. As to the knowledge of the researcher, no
study considered the influencing role of managerial over-
confidence in between CG mechanisms and firm corpo-
rate performance. Thus, this study aims to investigate the
influence of managerial overconfidence in the relation-
ship between CG mechanisms and firm performance by
using Chinese listed firms.

Managers (CEOs) were able to valuable contribu-
tions to the monitoring of strategic decision mak-
ing [13]. Behavioral decision theory [94] suggests that
overconfidence, as one type of cognitive bias, encour-
ages decision-makers to overestimate their information
and problem-solving capabilities and underestimates
the uncertainties facing their firms and the potential
losses from litigation associated with claims against
them. Several prior studies reported different results
of the manager’s role in corporate governance in differ-
ent ways. Previous studies claimed that overconfidence
is a dysfunctional behavior of managers that deals with
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unfavorable consequences for the firm outcome, such as
value distraction through unprofitable mergers and sub-
optimal investment behavior [61], and unlawful activi-
ties (Mishina et al. [64]). Oliver [68] argued the human
character of individual managers affects the effectiveness
of corporate governance. Top managers’ behaviors and
experience are primary determinants of directors’ ability
to effectively evaluate their managerial decision-making
[45]. In another way, [47, 58] noted managerial overconfi-
dence can encourage some risk and make up for manage-
rial risk aversion, which leads to suboptimal investment
decisions. Jensen [41] suggested in the presence of free
cash flow, the manager may overinvest and they can
accept a negative net present value project. Therefore,
the existence of CG mechanisms aims to eliminate or
reduce the effect of agency and asymmetric information
on the CEO’s decisions [62]. This means that the objec-
tives of CG mechanisms are to counterbalance the effect
of such problems in the corporate organization that may
affect the value of the firms in the long run. Even with the
absence of agency conflicts and asymmetric information
problems, there is evidence documented for distortions
such as the case of corporate investment. Managers will
over- or under-invest regarding their optimism level and
the availability of internal cash flow.

Agency theory by Jensen and Meckling [42] has a very
clear vision of the problems that exist in the company to
know the disagreement of interests between sharehold-
ers and managers. Irrational behavior of management
resulting from behavioral biases of executive manag-
ers is a great challenge in corporate governance [44].
Overconfidence may create more agency conflict than
normal managers. It may lead internal and external CG
mechanisms to decisions which damage firm value. The
role of CG mechanisms mitigating corporate govern-
ance results from agency costs, information asymmetry,
and their impact on corporate decisions. This means the
behavior of overconfident executives may affect control-
ling and monitoring role of internal/external CG mecha-
nisms. According to Baccar et al. [5], suggestion is that
one of the roles of corporate governance is controlling
such managerial behavioral bias and limiting their poten-
tial effects on the company’s strategies. These discus-
sions lead to the conclusion that CEO overconfidence
will negatively or positively influence the relationships of
CG on firm performance. The majority of studies in the
corporate governance field deal with internal problems
associated with managerial opportunism, misalignment
of objectives of managers and stakeholders. To deal with
these problems, the firm may organize internal govern-
ance mechanisms, and in this section, the study provides
a review of research focused on this specific aspect of
corporate governance.
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Internal CG includes the controlling mechanism
between various actors inside the firm: that is, the com-
pany management, its board, and shareholders. The
shareholders delegate the controlling function to inter-
nal mechanisms such as the board or supervisory board.
Effective internal CG is essential in accomplishing com-
pany strategic goals. Gillan [30] described internal
mechanisms by dividing them into boards, managers,
shareholders, debt holders, employees, suppliers, and
customers. These internal mechanisms of CG work to
check and balance the power of managers, shareholders,
directors, and stakeholders. Accordingly, independent
board, CEO duality, and ownership concentration are the
main internal corporate governance controlling mecha-
nisms suggested by various researchers in the literature.
Thus, the study considered these three internal corporate
structures in this study as internal control mechanisms
that affect firm performance. Concurrently, external CG
mechanisms are mechanisms that are not from the inside
of the firm, which is from the outside of the firms and
includes: market competition, take over provision, exter-
nal audit, regulations, and debt finance. There are a lot of
studies that examine and investigate the effect of external
CG practices on the financial performance of a company,
especially in developed nations. In this study, product
market competition and debt financing have been taken
as representatives of external CG mechanisms. Thus, the
study used internal CG measures; independent board,
dual leadership, ownership concentration, and product-
market competition, and debt financing as a proxy of
external CG measures.

Literature review and hypothesis building
Corporate governance and firm performance
Corporate governance has got attention and developed
as a significant mechanism more than in the last dec-
ades. The recent financial crises, the fast growth of pri-
vatizations, and financial institutions have reinforced
the improvement of corporate governance practices in
numerous institutions of different countries. As many
studies revealed, well-managed corporate governance
mechanisms play an important role in providing corpo-
rate performance. Good corporate governance is funda-
mental for a firm in several ways: OECD [67] indicates
the good corporate governance increases the company
image, reduces the risks, and boosts shareholders’ con-
fidence. Furthermore, good corporate governance devel-
ops a number of consistent mechanisms, internal control
systems and external environments that contribute to the
business corporations’ increase effectively as a whole to
bring about good corporate governance.

The basic rationale of corporate governance is to
increase the performance of companies by structuring
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and sustaining incentives that initiate corporate man-
agers to maximize firm’s operational efficiency, return
on assets, and long-term firm growth through limiting
managers’ abuse of power over corporate resources.

Corporate governance mechanisms are divided into
two broad categories: internal corporate governance
and external corporate governance mechanisms. Sup-
porting this concept, Keasey and Wright [43] indicated
corporate governance as a framework for effective
monitoring, regulation, and control of firms which
permits alternative internal and external mechanisms
for achieving the proposed company’s objectives. The
achievement of corporate governance relies on the
mechanism effectiveness of both internal and external
governance structures. Gillan [30] suggested that cor-
porate governance can be divided into two: the internal
and external mechanisms. Gillan [30] described inter-
nal mechanisms by dividing into boards, managers,
shareholders, debt holders, employees, suppliers, and
customers, and also explain external corporate govern-
ance mechanisms by incorporating the community in
which companies operate, the social and political envi-
ronment, laws and regulations that corporations and
governments involved in.

The internal mechanisms are derived from owner-
ship structure, board structure, and audit committee,
and the external mechanisms are derived from the
capital market corporate control market, labor market,
state status, and investors activate [26]. The balance
and effectiveness of the internal and external corpo-
rate governance practices can enhance a better corpo-
rate operational performance [21]. Literature argued
that integrated and complete governance mechanisms
are better with multi-dimensional theoretical view
[87]. Thus, the study includes both internal and exter-
nal CG mechanisms to broadly show the connection
of these components. Filatotchev and Nakajima [26]
suggest that an integrated approach bringing external
and internal mechanisms jointly enhances to build up a
more general view on the effectiveness and efficiency of
different corporate governance mechanisms. Thus, the
study includes both internal and external CG mecha-
nisms to broadly show the connection of these three
components.

Board of directors and ownership concentration are
the main internal corporate governance mechanisms
and product market competition and debt finance also
the main representative of external corporate govern-
ance suggested by many researchers in the literature
that were used in this study. Therefore, the follow-
ing sections provide a brief discussion of internal and
external corporate governance from different angles.
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Independent board and firm performance

Board of directors monitoring has been centrally impor-
tant in corporate governance. Jensen [41] board of
directors is described as the peak of the internal con-
trol system. The board represents a firm’s owners and is
responsible for ensuring that the firm is managed effec-
tively. Thus, the board is responsible for adopting con-
trol mechanisms to ensure that management’s behavior
and actions are consistent with the interest of the own-
ers. Mainly the responsibility of the board of directors is
selection, evaluation, and removal of poorly performing
CEO and top management, the determination of mana-
gerial incentives and monitoring, and assessment of firm
performance [93]. The board of directors has the formal
authority to endorse management initiatives, evaluate
managerial performance, and allocate rewards and pen-
alties to management on the basis of criteria that reflect
shareholders’ interests.

According to the agency theory board of directors, the
divergence of interests between shareholders and manag-
ers is addressed by adopting a controlling role over man-
agers. The board of directors is one of the key governance
mechanisms; the board plays a pivotal role in monitor-
ing managers to reduce the problems associated with
the separation of ownership and management in corpo-
rations [24]. According to Chen et al. [16], the strategic
role of the board became increasingly important and
going beyond the mere approval of strategic management
decisions. The board of directors must serve to reconcile
management decisions with the objectives of sharehold-
ers and stakeholders, which can at times influence stra-
tegic decisions (Uribe-Bohorquez [85]). Therefore, the
board’s responsibilities extend beyond controlling and
monitoring management, ensuring that it takes deci-
sions that are reliable with the corporations [29]. In the
perspective of resource dependence theory, an inde-
pendent director is often linked firm to outside environ-
ments, who are non-management members of the board.
Independent boards of directors are more believed to
be effective in protecting shareholders’ interests result-
ing in high performance [26]. This focus on board inde-
pendence is grounded in agency theory, which addresses
inefficiencies that arise from the separation of ownership
and control [24]. As agency theory perspective boards
of directors, particularly independent boards are put in
place to monitor managers on behalf of shareholders [59].

A large number of empirical studies are undertaken
to verify whether independent directors perform their
governance functions effectively or not, but their results
are still inconclusive. Studies [2, 50, 52, 56, 85], reported
the supportive arguments that independent board of
directors and firm performance have a positive relation-
ship; in other ways, a large number of studies [6, 17, 65
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91], and findings indicated the independent director has
a negative relation with firm performance. The positive
relationship of independent board and firm performance
argued that firms which empower outside directors
may lead to their more effective monitoring and there-
fore higher firm performance. The negative relationship
of independent board and firm performance results are
based on the argument that external directors have no
access to information about the internal business of the
firms and their relation with internal management does
not allow them to have a sufficient understanding of the
firm’s day-to-day business activities or it may arise from
the lack of knowledge of the business or the ability to
monitor management actions [28].

Specifically in China, the corporate governance regu-
lation code was approved in 2001 and required that the
board of all Chinese listed domestic companies must
include at least one-third of independent directors on
their board by June 2003. Following this direction, many
listed firms had appointed more independent directors,
with a view to increase the independence of the board
[54]. This proclamation is staying stable till now, and the
number of independent directors in Chinese listed firms
is increasing from time to time due to its importance.
Thus, the following hypothesis is proposed.

Hypothesis 1 The proportion of independent direc-
tors in board members is positively related to firm
performance.

Dual leadership and firm performance

CEO duality is one of the important board control mech-
anisms of internal CG mechanisms. It refers to a situation
where the firm’s chief executive officer serves as chair-
man of the board of directors, which means a person who
holds both the positions of CEO and the chair. Regard-
ing leadership and firm performance relation, there are
different arguments; there is not consistent conclusion
among different researchers. There are two competitive
views about dual leadership in corporate governance
literature. Agency theory view proposed that duality
could minimize the board’s effectiveness of its monitor-
ing function, which leads to further agency problems and
enhance poor performance [41, 83]. As a result, dual
leadership enhances CEO entrenchment and reduces
board independence. In this condition, these two roles in
one person made a concentration of power and respon-
sibility, and this may result in busyness of CEO which
affects the normal duties of a company. This means the
CEO is responsible to execute a company’s strategies,
monitoring and evaluating the managerial activities of
a company. Thus, separating these two roles is better to
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avoid concentration of authority and power in one indi-
vidual and separate leadership of board from the ruling of
the business [72].

On the other hand, stewardship theory suggests that
managers are good stewards of company resources,
which could benefit a firm [9]. This theory advocates
that there is no conflict of interest between shareholders
and managers, if the role of CEO and chairman vests on
one person, rather CEO duality would promote a clear
sense of strategic direction by unifying and strengthening
leadership.

In the Chinese firm context, there are different con-
flicting conclusions about the relationship between CEO
duality and firm performance.

Hypothesis 2 CEO duality is negatively associated with
firm performance.

Ownership concentration and firm performance

The ownership structure is which has a profound effect
on business strategy and performance. Agency theory
[81] argued that concentrated ownership can monitor
corporate operating management effectively, alleviate
information problems and agency costs, consequently,
improve firm performance. The concentration of own-
ership as a large number of studies grounded in agency
theory suggests that it has both the incentive and influ-
ence to assure that managers and directors operate in the
interests of shareholders [19]. Concentrated ownership
presence among the firm’s investors provides an impor-
tant driver of good CG that should lead to efficiency
gains and improvement in performance [81].

Due to shareholder concentrated economic risk, these
shareholders have a strong encouragement to watch
strictly over management, making sure that management
does not engage in activities that are damaging the wealth
of shareholders. Similarly, Shleifer and Vishny [80] argue
that large share blocks reduce managerial opportunism,
resulting in lower agency conflicts between management
and shareholders.

In other ways, some researchers have indicated, block
shareholders harmfully on the value of the firm, espe-
cially when majority shareholders can abuse their posi-
tion of dominant control at the expense of minority
shareholders [25]. As a result, at some level of owner-
ship concentration the distinction between insiders and
outsiders becomes unclear, and block-holders, no mat-
ter what their identity is, may have strong incentives to
switch resources to the ways that make them better off
at the cost of other shareholders. However, concentrated
shareholding may create a new set of agency conflicts
that may provide a negative impact on firm performance.
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In the emerging market context, studies [77, 90] find
a positive association between ownership concentration
and accounting profit for Chinese public companies. As
Yu and Wen [92] argued, Chinese companies have a con-
centrated ownership structure, limited disclosure, poor
investor protection, and reliance on the banking system.
As this study argues, this concentration is more con-
trolled by the state, institution, and private shareholders.
Thus, ownership concentration in Chinese firms may be
an alternative governance tool to reduce agency prob-
lems and enhance efficiency.

Hypothesis 3 The ownership concentration is posi-
tively related to firm performance.

Product market competition and firm performance
Theoretical models have argued that competition in
product markets is a powerful force for overcoming the
agency problem between shareholders and managers
[78]. Competition in product markets plays the role of a
takeover [3], and well-managed firms take over the mar-
ket from poorly managed firms. According to this study
finding, competition helps to build the best management
team. Competition acts as a substitute for internal gov-
ernance mechanisms, practically the market for corpo-
rate control [3]. Chou et al. [18] provided evidence that
product market competition has a substantial impact on
corporate governance and that it substitutes for corpo-
rate governance quality, and they provide evidence that
the disciplinary force of competition on the management
of the firm is from the fear of insolvency. For instance,
Ibrahim [39] reported firms to operate in competitive
industries record more returns of share compared with
the concentrated industries. Hart [33] stated that com-
petition inspires managers to work harder and, thus,
reduces managerial slack. This study suggests that in high
competition, the selling prices of products or services are
more likely to fall because managers are concerned with
their economic interest, which may tie up with firm per-
formance. Managers are more focused on enhancing pro-
ductivity that is more likely to reduce cost and increase
firm performance. Thus, competition in product market
can reduce agency problems between owners and man-
agers and can enhance performance.

Hypothesis 4 Product market competition is positively
associated with firm performance.

Debt financing and firm performance
Debt financing is one of the important governance mecha-
nisms in aligning the incentives of corporate managers with
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those of shareholders. According to agency theory, debt
financing can increase the level of monitoring over self-
serving managers and that can be used as an alternative
corporate governance mechanism [40]. This theory argues
two ways through debt finance can minimize the agency
cost: first the potential positive impact of debt comes from
the discipline imposed by the obligation to continually earn
sufficient cash to meet the principal and interest payment.
It is a commitment device for executives. Second lever-
age reduces free cash flows available for managers’ discre-
tionary expenses. Literature suggests that when leverage
increases, managers may invest in high-risk projects in
order to meet interest payments; this action leads lenders
to monitor more closely the manager’s action and decision
to reduce the agency cost. Koke and Renneboog [48] have
found empirical support that a positive impact of bank
debt on productivity growth in German firms. Also, stud-
ies like [77, 86] examine empirically the effect of debt on
firm investment decisions and firm value; reveal that debt
finance is a negative effect on corporate investment and
firm values [69] find that there is a significant and negative
relationship between debt intensity and firm productivity
in the case of Indian firms.

In the Chinese financial sectors, banks play a great role
and use more commercial judgment and consideration in
their leading decision, and even they monitor corporate
activities [82]. In China listed company [77, 82] found that
an increase in bank loans increases the size of managerial
perks and free cash flows and decreases corporate effi-
ciency, especially in state control firms. The main source
of debts is state-owned banks for Chinese listed companies
[82]. This shows debt financing can act as a governance
mechanism in limiting managers’ misuse of resources, thus
reducing agency costs and enhance firm values. However,
in China still government plays a great role in public listed
company management, and most banks in China are also
governed by the central government. However, the govern-
ment is both a creditor and a debtor, especially in state-
controlled firms. Meanwhile, the government as the owner
has multiple objectives such as social welfare and some
national (political) issues. Therefore, when such an issue is
considerable, debt financing may not properly play its gov-
ernance role in Chinese listed firms.

Hypothesis 5 Debt financing has a negative association
with firm performance

Influence of managerial overconfidence on the relationship
of corporate governance and firm performance

Corporate governance mechanisms are assumed to be an
appropriate solution to solve agency problems that may
derive from the potential conflict of interest between
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managers and officers, on the one hand, and sharehold-
ers, on the other hand [42].

Overconfidence is an overestimation of one’s own abili-
ties and outcomes related to one’s own personal situation
[74]. This study proposed from the behavioral finance
view that overconfidence is typical irrational behavior
and that a corporate manager tends to show it when they
make business decisions. Overconfident CEOs tend to
think they have more accurate knowledge about future
events than they have and that they are more likely to
experience favorable future outcomes than they are [35].
Behavioral finance theory incorporates managerial psy-
chological biases and emotions into their decision-mak-
ing process. This approach assumes that managers are
not fully rational. Concurrently, several reasons in the
literature show managerial irrationality. This means that
the observed distortions in CG decisions are not only
the result of traditional factors. Even with the absence of
agency conflicts and asymmetric information problems,
there is evidence documented for distortions such as
the case of corporate investment. Managers will over- or
under-invest regarding their optimism level and the avail-
ability of internal cash flow. Such a result push manag-
ers to make sub-optimal decisions and increase observed
corporate distortions as a result. The view of behavioral
decision theory [94] suggests that overconfidence, as one
type of cognitive bias, encourages decision-makers to
overestimate their own information and problem-solving
capabilities and underestimates the uncertainties fac-
ing their firms and the potential losses from proceedings
related with maintains against them.

Researchers [34, 61] discussed the managerial behavio-
ral bias has a great impact on firm corporate governance
practices. These studies carefully analyzed and clarified
that managerial overconfidence is a major source of cor-
porate distortions and suggested good CG practices can
mitigate such problems.

In line with the above argument and empirical evidence
of several researchers, therefore, the current study tried
to investigate how the managerial behavioral bias (over-
confidence) positively or negatively influences the effect
of CG on firm performance using Chinese listed firms.

The boards of directors as central internal CG mecha-
nisms have the responsibility to monitor, control, and
supervise the managerial activities of firms. Thus, the
board of directors has the responsibility to monitor
and initiate managers in the company to increase the
wealth of ownership and firm value. The capability of
the board composition and diversity may be important
to control and monitor the internal managers’ based on
the nature of internal executives behaviors, manage-
rial behavior bias that may hinder or smooth the pro-
gress of corporate decisions of the board of directors.
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Accordingly, several studies suggested different argu-
ments; Delton et al. [20] argued managerial behavior is
influencing the allocation of board attention to moni-
toring. According to this argument, board of direc-
tors or concentrated ownership is not activated all the
time continuously, and board members do not keep up
a constant level of attention to supervise CEOs. They
execute their activities according to firm and CEO sta-
tus. While the current performance of the firm desir-
able the success confers celebrity status on CEOs and
board will be liable to trust the CEOs and became idle.
In other ways, overconfidence managers are irrational
behaviors that tend to consider themselves better than
others on different attributes. They do not always form
beliefs logically [73]. They blame the external advice
and supervision, due to overestimating their skills and
abilities, underestimate their risks [61]. Similarly, CEOs
are the most decision-makers in the firm strategies.
While managers are highly overconfident, board mem-
bers (especially external) face information limitations
on a day-to-day activities of internal managers. In other
way, CEOs have a strong aspiration to increase the per-
formance of their firm; however, if they achieve their
goals, they may build their empire. This situation will
pronounce where the market for corporate control is
not matured enough like China [27]. So, this fact affects
the effectiveness of board activities in strategic deci-
sion-making. In contrast, as the study [7] indicated, as
the number of the internal board increases, the impact
of managerial overconfidence in the firm became
increasing and positively correlated with the leadership
duality. In other ways, agency theory, many opponents
suggest that CEO duality reduces the monitoring role
of the board of directors over the executive manager,
and this, in turn, may harm corporate performance. In
line with this Khajavi and Dehghani, [44] found that as
the number of internal board increases, the manage-
rial overconfidence bias will increase in Tehran Stock
Exchange during 2006—-2012.

This shows us the controlling and supervising role of
independent directors are less likely in the firms managed
by overconfident managers than normal managers; con-
versely, the power of CEO duality is more salient in the
case of overconfident managers than normal managers.

Hence:

Hypothesis 2a Managerial overconfidence negatively
influences the relationship of independent board and
firm performance.

Hypothesis 2b Managerial overconfidence strength-
ens the negative relationships of CEO duality and firm
performance.
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An internal control mechanism ownership concentra-
tion believes in the existence of strong control against
the managers’ decisions and choices. Ownership con-
centration can reduce managerial behaviors such as
overconfidence and optimism since it contributes to the
installation of a powerful control system [7]. They docu-
mented that managerial behavior affects the monitoring
activities of ownership concentration on firm perfor-
mance. Ownership can affect the managerial behavioral
bias in different ways, for instance, when CEOs of the
firm become overconfident for a certain time, the block
ownership controlling attention is weakened [20], and
owners trust the internal managers that may damage the
performance of the firms in an emerging market where
external market control is weak. Overconfidence CEOs
have the quality that expresses their behavior up on their
company [36]. In line with this fact, the researcher can
predict that the impact of concentrated ownership on
firm performance is affected by overconfident managers.

Hypothesis 2c Managerial overconfidence negatively
influences the impact of ownership concentration on
firm performance.

Theoretical literature has argued that product market
competition forces management to improve firm perfor-
mance and to make the best decisions for the future. In
high competition, managers try their best due to fear of
takeover [3], well-managed firms take over the market
from poorly managed firms, and thus, competition helps
to build the best management team. In the case of firms
operating in the competitive industry, overconfidence
CEO has advantages, due to its too simple to motivate
overconfident managerial behaviors due to being over-
confident managers assume his/her selves better than
others. Overconfident CEOs are better at investing for
future investments like research and development, so it
plays a strategic role in the competition. Englmaier [23]
argues firms in a more competitive industry better hire
a manager who strongly believes in better future market
outcomes.

Therefore, the following hypothesis was proposed:

Hypothesis 2d Managerial overconfidence moder-
ates the effect of product market competition on firm
performance.

Regarding debt financing, existing empirical evidence
shows no specific pattern in the relation of managerial
overconfidence and debt finance. Huang et al. [38] noted
that overconfident managers normally overestimate
the profitability of investment projects and underesti-
mate the related risks. So, this study believes that firms
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with overconfident managers will have lower debt. Then,
creditors refuse to provide debt finance when firms are
facing high liquidity risks. Abdullah [1] also argues that
debt financers may refuse to provide debt when a firm is
having a low credit rating. Low credit rating occurs when
bankers believe firms are overestimating the investment
projects. Therefore, creditors may refuse to provide debt
when managers are overconfident, due to under-estimat-
ing the related risk which provides a low credit rating.
However, in China, the main source of debt financers
for companies is state banks [82], and most overconfi-
dence CEOs in Chinese firms have political connections
[96] with the state and have a better relationship with
external financial institutions and public banks. Hence,
overconfident managers have better in accessing debt
rather than rational managers in the context of China
that leads creditors to allow to follow and influence the
firm investments through collecting information about
the firm and supervise the firms directly or indirectly.
Thus, managerial overconfidence could have a positive
influence on relationships between debt finance and firm
performance; thus, the following hypothesis is proposed:

Hypothesis 2e Managerial overconfidence moder-
ates the relationship between debt financing and firm
performance.

To explore the impact of CG on firm performance and
whether managerial behavior (managerial overconfi-
dence) influences the relationships of CG and firm per-
formance, the following research model framework was
developed based on theoretical suggestions and empirical
evidence.

Methods

Data sources and sample selection

The data for this study required are accessible from dif-
ferent sources of secondary data, namely China Stock
Market and Accounting Research (CSMAR) database
and firm annual reports. The original data are obtained
from the CSMAR, and the data are collected manu-
ally to supplement the missing value. CSMAR database
is designed and developed by the China Accounting
and Financial Research Center (CAFC) of Honk Kong
Polytechnic University and by Shenzhen GTA Informa-
tion Technology Limited company. All listed companies
(Shanghai and Shenzhen stock Exchange) financial state-
ments are included in this database from 1990 and 1991,
respectively. All financial data, firm profile data, own-
ership structure, board structure, composition data of
listed companies are included in the CSMAR database.
The research employed nine consecutive years from 2010
to 2018 that met the condition that financial statements
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are available from the CSM AR database. This study sam-
ple was limited to only listed firms on the stock market,
due to hard to access reliable financial and corporate gov-
ernance data of unlisted firms. All data collected from
Chinese listed firms only issued on A shares in domes-
tic stoke market exchange of Shanghai and Shenzhen.
The researcher also used only non-financial listed firms’
because financial firms have special regulations. The
study sample data were unbalanced panel data for nine
consecutive years from 2010 to 2018. To match firms
with industries, we require firms with non-missing CSRC
top-level industry codes in the CSMAR database. After
applying all the above criteria, the study’s final observa-
tions are 11,634 firm-year observations.

Measurement of variables

Dependent variable

Firm performance To measure firm performance, prior
studies have been used different proxies, by classifying
them into two groups: accounting-based and market-
based performance measures. Accordingly, this study
measures firm performance in terms of accounting base
(return on asset) and market-based measures (Tobin’s
Q). The ROA is measured as the ratio of net income or
operating benefit before depreciation and provisions to
total assets, while Tobin’s Q is measured as the sum of the
market value of equity and book value of debt, divided by
book value of assets.

Independent Variables

Board independent (BIND) Independent is calculated as
the ratio of the number of independent directors divided
by the total number of directors on boards. In the case
of the Chinese Security Regulatory Commission (2002),
independent directors are defined as the “directors who
hold no position in the company other than the position
of director, and no maintain relation with the listed com-
pany and its major shareholders that might prevent them
from making objective judgment independently” In line
with this definition, many previous studies used a pro-
portion of independent directors to measure board inde-
pendence [56, 79].

CEO Duality CEO duality refers to a position where the
same person serves the role of chief executive officer of
the form and as the chairperson of the board. CEO duality
is a dummy variable, which equals 1 if the CEO is also the
chairman of the board of directors, and 0 otherwise.

Ownership concentration (OWCON) The most common
way to measure ownership concentration is in terms of
the percentage of shareholdings held by shareholders. The
percentage of shares is usually calculated as each share-
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holder’s shareholdings held in the total outstanding shares
of a company either by volume or by value in a stock
exchange. Thus, the distribution of control power can
be measured by calculating the ownership concentration
indices, which are used to measure the degree of control
or the power of influence in corporations [88]. These indi-
ces are calculated based on the percentages of a number
of top shareholders’ shareholdings in a company, usually
the top ten or twenty shareholders. Following the previ-
ous studies [22], Wei Hu et al. [37], ownership concentra-
tion is measured through the total percentage of the 10
top block holders’ ownership.

Product market competition (PMC) Previous studies
measure it through different methods, such as market
concentration, product substitutability and market size.
Following the previous work in developed and emerg-
ing markets [product substitutability [31, 57], the current
study measured using proxies of market concentration
(Herfindahl-Hirschman Index (HHI)). The market share
of every firm is calculated by dividing the firm’s net sale by
the total net sale of the industry, which is calculated for
each industry separately every year. This index measures
the degree of concentration by industry. The bigger this
index is, the more the concentration and the less the com-
petition in that industry will be, vice versa.

Debt Financing (DF) The debt financing proxy in this
study is measured by the percentage of a total asset over
the total debt of the firm following the past studies [69,
95].

Interaction variable

Managerial overconfidence (MOC) To measure MOC,
several researchers attempt to use different proxies, for
instance CEO’s shareholdings [61] and [46]; mass media
comments [11], corporate earnings forecast [36], execu-
tive compensation [38], and managers individual charac-
teristics index [53]. Among these, the researcher decided
to follow a study conducted in emerging markets [55] and
used corporate earnings forecasts as a better indicator of
managerial overconfidence. If a company’s actual earn-
ings are lower than the earnings expected by managers,
the managers are defined as overconfident with a dummy
variable of (1), and as not overconfident (0) otherwise.

Control variables

The study contains three control variables: firm size,
firm age, and firm growth opportunities. Firm size is
an important component while dealing with firm per-
formance because larger firms have more agency issues
and need strong CG. Many studies confirmed that a large
firm has a large board of directors, which increases the
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monitoring costs and affects a firm’s value (Choi et al,,
2007). In other ways, large firms are easier to gener-
ate funds internally and to gain access to funds from an
external source. Therefore, firm size affects the perfor-
mance of firms. Firm size can be measured in many ways;
common measures are market capitalization, revenue
volume, number of employments, and size of total assets.
In this study, firm size is measured by the logarithm of
total assets following a previous study. Firm age is the
number of years that a firm has operated; it was calcu-
lated from the time that the company first appeared on
the Chinese exchange. It indicates how long a firm in the
market and indicates firms with long age have long his-
tory accumulate experience and this may help them to
incur better performance [8]. Firm age is a measure of a
natural logarithm of the number of years listed from the
time that company first listed on the Chinese exchange
market. Growth opportunity is measured as the ratio of
current year sales minus prior year sales divided by prior
year sales. Sales growth enhances the capacity utilization
rate, which spreads fixed costs over revenue resulting in
higher profitability [49].

Data analysis methods

Empirical model estimations

Most of the previous corporate governance studies used
OLS, FE, or RE estimation methods. However, these esti-
mations are better when the explanatory variables are
exogenous. Otherwise, a system generalized moment
method (GMM) approach is more efficient and consist-
ent. Arellano and Bond [4] suggested that system GMM
is a better estimation method to address the problem of
autocorrelation and unobservable fixed effect problems
for the dynamic panel data. Therefore, to test the endo-
geneity issue in the model, the Durbin—Wu-Hausman
test was applied. The result of the Hausman test indicated
that the null hypothesis was rejected (p=000), so there
was an endogeneity problem among the study variables.
Therefore, OLS and fixed effects approaches could not
provide unbiased estimations, and the GMM model was
utilized.

The system GMM is the econometric analysis of
dynamic economic relationships in panel data, meaning
the economic relationships in which variables adjust over
time. Econometric analysis of dynamic panel data means
that researchers observe many different individuals over
time. A typical characteristic of such dynamic panel
data is a large observation, small-time, i.e., that there are
many observed individuals, but few observations over
time. This is because the bias raised in the dynamic panel
model could be small when time becomes large [75].
GMM is considered more appropriate to estimate panel
data because it removes the contamination through an
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identified finite-sample corrected set of equations, which
are robust to panel-specific autocorrelation and het-
eroscedasticity [12]. It is also a useful estimation tool to
tackle the endogeneity and fixed-effect problems [4].

A dynamic panel data model is written as follows:

Yie = @Yie—q1 + B Xie + &t (1)

git = Mi + Vit (2)

where y, is the current year firm performance, o is rep-
resenting the constant, y,_, is the one-year lag perfor-
mance, i is the individual firms, and ¢ is periods. f5 is a
vector of independent variable. X is the independent var-
iable. The error terms contain two components, the fixed
effect pi and idiosyncratic shocks v;,.

Accordingly, to test the impact of corporate governance
mechanisms on firm performance and influencing role of
the overconfident executive on the relationship between
corporate governance mechanisms and firm perfor-
mance, the following base models were used:

ROA/TQ;,=a+yROA/TQ;, ;+ B;INDBRD + 3,D
UAL + p;OWCON + B,DF + ;. PMC + S MOC +
BESIZE + BFAGE + BoSGTH + B1y_1,MOC  *  (IND-
BRD, DUAL, OWCON, DF, and PMC)+year dumm
ies+industry Dummies 41+ &,

where i and t represent firm i at time t, respectively, a
represents the constant, and 3, 4 is the slope of the inde-
pendent and control variables which reflects a partial or
prediction for the value of dependent variable, 1 repre-
sents the unobserved time-invariant firm effects, and €,
is a random error term.

Table 1 Descriptive statistics
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Results

Descriptive statistics

Descriptive statistics of all variables included in the
model are described in Table 1. Accordingly, the value of
ROA ranges from —0.17 to 0.23, and the average value of
ROA of the sample is 0.05 (5.4%). Tobin Q’s value ranges
from 0.88 to 10.06, with an average value of 2.62. The
ratio of the independent board ranges from 0.33 to 0.57.
The average value of the independent board of direc-
tors’ ratio was 0.374. The proportion of the CEO serving
as chairperson of the board is 0.292 or 29.23% over the
nine years. Top 10 ownership concentration of the study
ranged from 22.59% to 90.3%, and the mean value is
58.71%. Product market competition ranges from 0.85%
to 40.5%, with a mean value of 5.63%. The debt financing
also has a mean value of 40.5%, with a minimum value of
4.90% and a maximum value of 87%. The mean value of
managerial overconfidence is 0.589, which indicates more
than 50% of Chinese top managers are overconfident.

The study sample has an average of 22.15 million RMB
in total book assets with the smallest firms asset 20 mil-
lion RMB and the biggest owned 26 million RMB. Study
sample average firms’ age was 8.61 years old. The growth
opportunities of sample firms have an average value of
9.8%.

Table 2 presents the correlation matrix among vari-
ables in the regression analysis in the study. As a basic
check for multicollinearity, a correlation of 0.7 or higher
in absolute value may indicate a multicollinearity issue
[32]. According to Table 2 results, there is no multicol-
linearity problem among variables. Additionally, the vari-
ance inflation factor (VIF) test also shows all explanatory

Variable N=11,634 Mean Std. Dev Min Max
Dependent variables (Firm performance)

Return on Asset 057744 0533432 —.1735858 2275309
Tobin's Q 2.739432 1.772316 884476 10.06002
Independent (CG) variables

Independent board 3739679 0535505 3333333 5714286
Dual leadership 2897542 4536677 0 1
Ownership concentration 58.54636 14.9478 22.5897 90.2627
Product market concentration 0580452 092206 0084798 4052926
Debt financing .3986051 2017631 0488051 8691791
Interaction variable

Managerial overconfidence 5893932 4919651 0 1

Control variables

Firm size 22.04965 1.217836 19.92883 2597107
Firm age 8.864106 5.7934684 2.079442 27.526361
Growth opportunity 098404 2327094 —.8339386 7059863
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variables are below the threshold value of 10, [32] which
indicates that no multicollinearity issue exists.

Main results and discussion

Impact of CG on firm performance

Accordingly, Tables 3 and 4 indicate the results of two-
step system GMM employing the xtabond2 command
introduced by Roodman [75]. In this, the two-step sys-
tem GMM results indicated the CG and performance
relationship, with the interaction of managerial overcon-
fidence. One-year lag of performance has been included
in the model and two to three periods lagged independ-
ent variables were used as an instrument in the dynamic
model, to correct for simultaneity, control for the fixed
effect, and to tackle the endogeneity problem of inde-
pendent variables. In this model, all variables are taken as
endogenous except control variables.

Tables 3 and 4 report the results of three model spec-
ification tests to determine whether an appropriate
estimation model was applied. These tests are: 1) the
Arellano—Bond test for the first-order (AR (1)) and sec-
ond-order correlation (AR (2)). This test indicates the
result of AR (1) and AR (2) is tested for the first-order and
second-order serial correlation in the first-differenced
residuals, AR (2) test accepted under the null of no serial
correlation. The model results show AR (2) test yields a
p-value of 0.511 and 0.334, respectively, for ROA and TQ
firm performance measurement, which indicates that the
models cannot reject the null hypothesis of no second-
order serial correlation. 2) Hansen test over-identification
is to detect the validity of the instrument in the models.
The Hansen test of over-identification is accepted under
the null that all instruments are valid. Tables 3 and 4 indi-
cate the p-value of Hansen test over-identification 0.139
and 0.132 for ROA and TQ measurement of firm perfor-
mance, respectively, so that these models cannot reject
the hypothesis of the validity of instruments. 3) In the
difference-in-Hansen test of exogeneity, it is acceptable

Table 2 Correlation matrix and VIF of variables
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under the null that instruments used for the equations in
levels are exogenous. Table 3 shows p-values of 0.313 and
0.151, respectively, for ROA and TQ. These two models
cannot reject the hypothesis that the equations in levels
are exogenous.

Tables 3 and 4 report the results of the one-year lag val-
ues of ROA and TQ are positive (0.398, 0.658) and signifi-
cant at less than 1% level. This indicates that the previous
year’s performance of a Chinese firm has a significant
impact on the current firm’s performance. This study
finding is consistent with the previous studies: Shao [79],
Nguyen [66] and Wintoki et al. [89], which considered
previous year performance as one of the significant inde-
pendent variables in the case of corporate governance
mechanisms and firm performance relationships.

The results indicate board independence has no rela-
tion with firm performance measured by ROA and TQ.
However, hypothesis 1 indicated that there is a posi-
tive and significant relationship between independent
board and firm performance, which is not supported.
The results are conflicting with the assumption that high
independent board on board room should better super-
vise managers, alleviate the information asymmetry
between agents and owners, and improve the firm perfor-
mance by their proficiency. This result is consistent with
several previous studies [56, 79], which confirms no rela-
tion between board independence and firm performance.

This result is consistent with the argument that those
outside directors are inefficient because of the lack of
enough information concerning the daily activities of
internal managers. Specifically, Chinese listed companies
may simply include the minimum number of independ-
ent directors on board to fulfill the institutional require-
ment and that independent boards are only obligatory
and fail to perform their responsibilities [56, 79]. In this
study sample, the average of independent board of all
firms included in this study has only 37 percent, and
this is one of concurrent evidence as to the independent

Variables 1 2 3 4 5 6 7 8 9 VIF
Ownership concentration 1 1.07
Board independence 052%** 1 1.02
Dual leadership 053%** 27 1 1.06
Debt finance —126%**  —014* —.145%% 1 149
Product market competition ~ .032%** 039*** —.004 —.033%** 1 1.00
Managerial overconfidence —.067%%* —.009 —.0871%* 57%% 025%** 1 1.05
Firm size 081%** .006 —.178%%* 543%%* —.008 175%% 1 1.51
Firm age —232%%  —056%**  —089%**  165%** —.089***  049%** 182%%x ] 1.12
Growth opportunity 109%** —.012 049%%* —.024%%* 013 —.094%** 033%** —.049%%* 1 1.02
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Table 3 Regression results of influences of managerial overconfidence in the relationship of corporate governance mechanisms and
firm performance (ROA)

Variables Firm performance (ROA)
(1 (2) (3) (4) (5) (6) (7)
L.ROA 0.398*** 0.407%** 0.403%** 0.399*** 0.399*** 0.405%** 0.407%**
(0.0251) (0.0251) (0.0253) (0.0255) (0.0252) (0.0247) (0.0251)
BIND 0.0823 0.0900* 0.113 0.0899* 0.0861 0.0897* 0.0899%
(0.0539) (0.0542) (0.0978) (0.0543) (0.0541) (0.0538) (0.0542)
DUAL 0.0103** 0.00987%* 0.00931* 0.0200** 0.00910% 0.00973%** 0.00987**
(0.00484) (0.00481) (0.00482) (0.00925) (0.00485) (0.00480) (0.00482)
OWCON 0.000462***  0.000499%** 0.000506***  0.000501***  0.000745*** 0.000497***  0.000499***
(0.000108) (0.000107) (0.000106) (0.000108) (0.000192) (0.000107) (0.000107)
DF —0.0594%** —0.0578*** —0.0570%** —0.0577%** —0.0581%** —0.0290 —0.0579***
(0.0126) (0.0126) (0.0126) (0.0127) (0.0126) (0.0216) (0.0126)
PMC 0.0174 0.0186 0.0185 0.0211 0.0190 0.0194 0.0180
(0.0175) (0.0174) (0.0175) (0.0174) (0.0174) (0.0174) (0.0194)
MOC —0.00832***  0.0366 —0.00234 0.0148 0.00986 —0.00836***
(0.000926) (0.0334) (0.00275) (0.00990) (0.00653) (0.00109)
FSIZE 0.00475%%* 0.0051 1%** 0.00503%*** 0.00491%** 0.00527%** 0.00495%** 0.0051 1%
(0.00120) (0.00120) (0.00119) (0.00120) (0.00120) (0.00121) (0.00120)
FAGE 0.0133%** 0.0148%** 0.0135%** 0.0146%** 0.0143%** 0.0144%** 0.0148***
(0.00257) (0.00256) (0.00242) (0.00257) (0.00245) (0.00259) (0.00255)
SGWTH 0.0655%** 0.0637*** 0.0638*** 0.0635%** 0.0636*** 0.0634*** 0.0638***
(0.00275) (0.00275) (0.00275) (0.00276) (0.00275) (0.00275) (0.00275)
Moc*BIND —0.120
(0.0887)
Moc*DUAL —0.0202**
(0.00838)
Moc*OWCON —0.000404**
(0.000170)
Moc*DF —0.0449%**
(0.0162)
Moc*PMC 0.000640
(0.0111)
Constant 0 0 —0.197%** 0 0 —0.200%** 0
(0) (0) (0.0459) (0) (0) (0.0334) (0)
Industries/year dummies Yes Yes Yes Yes Yes Yes Yes
Observations 11,634 11,634 11,634 11,634 11,634 11,634 11,634
Number of firms 2492 2,492 2492 2,492 2492 2,492 2492
AR(1) test (p-value) 0.000 0.000 0.000 0.000 0.000 0.001 0.000
AR(2) test (p-value) 0511 0.500 0492 0499 0.580 0452 0.505
Hansen test of over identification ~ 0.139 0.108 0.178 0.176 0.121 0.160 0.114
Difference test of exogenous 0313 0.223 0.296 0.247 0.359 0.226 0.218

*

, **&*** represent the statistical significance at 1%, 5%, and 10% level, respectively

Notes This table reports the system GMM regression results to capture the relationship of CG and firm performance, and interaction effect of MOC and CG on firm
performance. Variables included in this model: dependent variable measured by return on asset (ROA); independent variables are: independent board (BIND),

dual leadership (DUAL), ownership concentration (OWCON), debt financing (DF), and product market competition (PMC). The interaction variable is managerial
overconfidence (MOC). Control variables include firm size (FSIZE), firm age (FAGE), and growth opportunities (SGWTH). The system GMM estimate under column 1
indicates the relationship between CG and firm performance. Column 2 indicates the effect of CG and MOC on firm performance (ROA), and columns 3-7 indicated
the influence of interaction terms (MOC *CG) one by one on ROA. This table also reports the model specifications: AR (1) and AR (2) are tested for the first-order and
second-order serial correlation, under null hypothesis AR(2) is no serial correlation. The Hansen test over-identifications under the null hypothesis that all instruments
are valid. The difference-in-Hansen test of exogeneity is under the null hypothesis that instruments used for the equations in levels are exogenous
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Table 4 Regression results of influencing role of managerial overconfidence in the relationship of corporate governance mechanisms
and firm performance (TQ)

Variables Firm performance (TQ)
(1 (2) (3) (4) (5) (6) (7)
LTQ 0.658*** 0.658*** 0.658*** 0.659*** 0.653*** 0.661*** 0.659***
(0.0274) (0.0275) (0.0275) (0.0277) (0.0270) (0.0275) (0.0276)
BIND 0612 0.604 0.361 0.582 0.787 0.636 0.653
(1.425) (1.425) (2.528) (1.425) (1.415) (1.422) (1.425)
DUAL 0.0416 0.0401 0.0394 0.0598 0.0191 0.0440 0.0397
(0.125) (0.125) (0.125) 0.219) (0.125) (0.125) (0.125)
OWCON 0.0160*** 0.0165*** 0.0162%** 0.0164*** 0.0260*** 0.0168*** 0.0166***
(0.00403) (0.00405) (0.00405) (0.00406) (0.00626) (0.00409) (0.00402)
DF —0.712%* —0.709** —0.711** —0.708** —0.747** —1.062** —0.705**
(0.325) (0.326) (0.327) (0.326) (0.325) (0.492) (0.326)
PMC 2.777%%* 2.775%%* 2.776%** 2.789%** 2.745%%* 2.778%** 2.848***
(0.578) (0.579) (0.577) (0.579) (0.573) (0.578) (0.640)
MOC —0.00451 —0.0150 0.0147 0.289 —0.303** —0.00155
(0.0253) (0.795) (0.0619) (0.252) (0.139) (0.0282)
FSIZE —0.169%** —0.169%** —0.169%** —0.170%** —0.174%*x —0.175%** —0.169%**
(0.0358) (0.0358) (0.0359) (0.0357) (0.0352) (0.0355) (0.0358)
FAGE 0.169** 0.168** 0.164** 0.165** 0.199*** 0.174** 0.166%*
(0.0680) (0.0673) (0.0638) (0.0669) (0.0619) (0.0682) (0.0676)
SGWTH 0.0482 0.0474 0.0459 0.0468 0.0411 0.0509 0.0482
(0.0630) (0.0631) (0.0636) (0.0635) (0.0632) (0.0632) (0.0631)
Moc*BIND —4.624%
(2.396)
Moc*DUAL —0.0672
(0.182)
Moc*OWCON —0.0156%**
(0.00500)
Moc*DF 0.735**
(0.332)
Moc*PMC —0.0828
(0.363)
Constant 0 3.109%** 0 3.134%% 0 0 0
0) (0.955) 0) (0.961) 0) (0) (0)
Industry and year dummies Yes Yes Yes Yes Yes Yes Yes
Observations 11,634 11,634 11,634 11,634 11,634 11,634 11,634
Number of firms 2,492 2,492 2,492 2,492 2,492 2,492 2,492
AR(1) test (p-value) 0.000 0.000 0.000 0.000 0.000 0.000 0.000
AR(2) test (p-value) 0334 0.338 0.348 0.271 0.305 0.301 0323
Hansen test of over identification 0.132 0.146 0.144 0.101 0.144 0.1658 0.126
Difference test of exogenous 0.151 0.181 0.190 0.123 0.188 0.185 0.192

*

, **&*** represent the statistical significance at 1%, 5%, and 10% level, respectively

Notes This table reports the GMM regression results to capture the relationship of CG and firm performance, and interaction effect of MOC and CG on performance.
Variables included in the model is described in Table 3, except dependent variable measured by Tobin's Q (TQ)

board in Chinese listed firm simple assigned to fulfill the  but has no significant relationship with accounting-based
institutional obligation of one-third ratio. firm performance (ROA). Therefore, this result supports

CEO duality has a negative significant relationship with  our hypothesis 2, which proposed there is a negative rela-
firm performance measured by TQ (5=0.103, p<0.000), tionship between dual leadership and firm performance.
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This finding is also in line with the agency theory
assumption that suggests CEO duality could reduce the
board’s effectiveness of its monitoring functions, lead-
ing to further agency problems and ultimately leads poor
firm performance [41, 83]. This finding consistent with
prior studies [15, 56] that indicated a negative relation-
ship between CEO dual and firm performance, against
to this result the studies [70] and [15] found that duality
positively related to firm performance.

Hypothesis 3 is supported, which proposes there is a
positive relationship between ownership concentration
and firm performance. Table 3 result shows that there is a
positive and significant relationship between the top ten
concentrated ownership and ROA and TQ (0.00046 &
0.06) at 1% and 5% significance level, respectively. These
findings are consistent with agency theory, which sug-
gests that the shareholders who hold large ownership
alleviate agency costs and information problems, moni-
tor managers effectively, consequently enhance firm per-
formance [81]. This finding is in line with Wu and Cui
[90], and Pant et al. [69]. Concentrated shareholders have
a strong encouragement to watch strictly over manage-
ment, making sure that management does not engage in
activities that are damaging to the wealth of shareholders
[80].

The result indicated in Table 3 PMC and firm perfor-
mance (ROA) relationship was positive, but statistically
insignificant. However, PMC has positive (8=2.777)
and significant relationships with TQ’s at 1% significance
level. Therefore, this result does not support hypothesis
4, which predicts product market competition has a posi-
tive relationship with firm performance in Chinese listed
firms. In this study, PMC is measured by the percentage
of market concentration, and a highly concentrated prod-
uct market means less competition. Though this find-
ing shows high product market concentration positively
contributed to market-based firm performance, this
result is consistent with the previous study; Liu et al. [57]
reported high product market competition associated
with poor firm performance measured by TQ in Chinese
listed firms. The study finding is against the theoretical
model argument that competition in product markets
is a powerful force for overcoming the agency problem
between shareholders and managers, and enhances bet-
ter firm performance (Scharfstein and [78]).

Regarding debt finance and firm performance relation-
ship, the impact of debt finance was found to be nega-
tive on both firm performances as expected. Thus, this
hypothesis is supported. Table 3 shows a negative rela-
tionship with both firm performance measurements
(0.059 and 0.712) at 1% and 5% significance level. Thus,
hypothesis 5, which predicts a negative relationship
between debt financing and firm performance, has been
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supported. This finding is consistent with studies ([86];
Pant et al., [69]; [77, 82]) that noted that debt financing
has a negative effect on firm values.

This could be explained by the fact that as debt financ-
ing increases in external loans, the size of managerial
perks and free cash flows increase and corporate effi-
ciency decrease. In another way, because the main source
of debt financers is state-owned banks for Chinese listed
firms, these banks are mostly governed by the govern-
ment, and meanwhile, the government as the owner
has multiple objectives such as social welfare and some
national issues. Therefore, debt financing fails to play its
governance role in Chinese listed firms.

Regarding control variables, firm age has a positive
and significant relationship with both TQ and ROA. This
finding supported by the notion indicates firms with long
age have long history accumulate experience, and this
may help them to incur better performance (Boone et al.
[8]). Firm size has a significant positive relationship with
firm performance ROA and negative significant rela-
tion with TQ. The positive result supported the sugges-
tion that large firms get a higher market valuation from
the markets, while the negative finding indicates large
firms are more complex; they may have several agency
problems and need additional monitoring, which results
in higher operating costs [84]. Growth opportunity was
found to be in positive and significant association with
ROA; this indicates that a firm high growth opportunity
can increase its performance.

Influences of managerial overconfidence in the relationship
between CG measures and firm performance

Hypothesis 2a It predicts that managerial overcon-
fidence negatively influences the relationship of inde-
pendent board and firm performance. The study findings
indicate a negative significant influence of managerial
overconfidence when the firm is measure by Tobin’s Q
(B=—4.624, p<0.10), but a negative relationship is insig-
nificant when the firm is measured by ROA. Therefore,
hypothesis 2a is supported when firm value is measured
by TQ. This indicates that the independent directors in
Chinese firms are not strong enough to monitor inter-
nal CEOs properly, due to most Chinese firms merely
include the minimum number of independent directors
on a board to meet the institutional requirement and that
independent directors on boards are only perfunctory.
Therefore, the impact of independent board on internal
directors is very weak, in this situation overconfident
CEO becoming more powerful than others, and they can
enact their own will and avoid compromises with the
external board or independent board. In another way, the
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weakness of independent board monitoring ability allows
CEOs overconfident that may damage firm value.

The interaction of managerial overconfidence and CEO
duality has a significant negative effect on operational
firm performance (0.0202, p>0.05) and a negative insig-
nificant effect on TQ. Thus, Hypothesis 2b predicts that
the existence of overconfident managers strengthens the
negative relationships of dual leadership and firm per-
formance has been supported. This finding indicates the
negative effect of CEO duality amplified when interact-
ing with overconfident CEOs. According to Legendre
et al. [51], argument misbehaviors of chief executive
officers affect the effectiveness of external directors and
strengthen the internal CEO’s power. When the CEOs
are getting more powerful, boards will be inefficient
and this situation will result in poor performance, due
to high agency problems created between managers and
ownerships.

Hypothesis 2c is supported It predicts the managerial
overconfidence decreases the positive impact of owner-
ship concentration on firm performance. The results
of Tables 3 and 4 indicated that the interaction effect of
managerial overconfidence with concentrated ownership
has a negative significant impact on both ROA and TQ
firm performance (0.000404 and 0.0156, respectively).
This finding is supported by the suggestion that CEO
overconfidence weakens the monitoring and control-
ling role of concentrated shareholders. This finding is
explained by the fact that when CEOs of the firm become
overconfident for a certain time, the concentrated owner-
ship controlling attention is weakened [20], owners trust

the internal managers that may damage the performance
of the firms in an emerging market where external mar-
ket control is weak. Overconfident managers gain much
more power than rational managers that they are able to
use the firm to further their own interests rather than the
interests of shareholders and managerial overconfidence
is a behavioral biased that managers follow to meet their
goals and reduce the wealth of shareholders. This situa-
tion resulted in increasing agency costs in the firm and
damages the firm profitability over time.

Hypothesis 2d It predicts that managerial overconfi-
dence moderates the relation of product market competi-
tion and firm performance. However, the result indicated
there is no significant moderating role of managerial
overconfidence in the relationship between product mar-
ket competition and firm performance in Chinese listed
firms.

Hypothesis 2e It proposed that overconfidence man-
agers moderate the relationship of debt financing and
performance in Chinese listed firm: The study find-
ing is unobvious; it negatively influenced the relation of
debt financing with accounting-based firm performance
measure (f=-—0.059, p<0.01) and positively significant
market base firm performance (8=0.735, p<0.05). The
negative interaction results could be explained by the fact
that overconfident leads managers to have lower debt due
to overestimate the profitability of investment projects
and underestimate the related risks. This finding is con-
sistent with [38] finding that overconfident CEOs have
lower debt, because of overestimating the investment
projects. In another perspective, the result indicated a
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positive moderating role of overconfidence managers in
the relationship of debt financing and market-based firm
performance. This result is also supported by the sugges-
tion that overconfident managers have better in access-
ing debt rather than rational managers in the context of
China because in Chinese listed firms most of the senior
CEOs have a better connection with the external finance
institutions and state banks to access debt, due to their
political participation than rational managers.

Conclusion

The main objectives of the study were to examine the
impact of basic corporate governance mechanisms on
firm performance and to explore the influence of mana-
gerial overconfidence on the relationship of CGMs and
firm performance using Chinese listed firms. The study
incorporated different important internal and external
corporate governance control mechanisms that can affect
firm performance, based on different theoretical assump-
tions and literature. To address these objectives, many
hypotheses were developed and explained by a proposing
multi-theoretical approach.

The study makes several important contributions to
the literature. While several kinds of research have been
conducted on the relationships of corporate governance
and firm performance, the study basically extends previ-
ous researches based on panel data of emerging markets.
Several studies have investigated in developed econo-
mies. Thus, this study contributed to the emerging mar-
ket by providing comprehensive empirical evidence to
the corporate governance literature using unique char-
acteristics of Chinese publicity listed firms covering nine
years (2010-2018). The study also extends the developing
stream of corporate governance and firm performance
literature in emerging economies that most studies in
emerging (Chinese) listed companies give less attention
to the external governance mechanisms. External corpo-
rate governance mechanisms like product market com-
petition and debt financing are limited from emerging
market CG literature; therefore, this study provided com-
prehensive empirical evidence.

Furthermore, this study briefly indicated how manage-
rial behavioral bias can influence the monitoring, con-
trolling, and corporate decisions of corporate firms in
Chinese listed firms. Therefore, as to the best knowledge
of the researcher, no study investigated the interaction
effect of managerial overconfidence and CG measures
to influence firm performance. Thus, the current study
provides an insight into how a managerial behavioral bias
(overconfidence) influences/moderates the relationship
between corporate governance mechanisms and firm
performance, in an emerging market. Hence, the study
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will help managers and owners in which situation mana-
gerial behavior helps more for firm’s value and protecting
shareholders’ wealth (Fig. 1).

Generally, the previous findings also support the cur-
rent study’s overall findings: Phua et al. [71] concluded
that managerial overconfidence can significantly affect
corporate activities and outcomes. Russo and Schoe-
maker [76] found that there is opposite relationship
between overconfidence managers and quality of deci-
sion making, because overconfident behavioral bias
reduces the ability to make a rational decision. Therefore,
the primary conclusion of the study is that it attempts to
understand the strength of the effect of corporate gov-
ernance mechanisms on firm performance, and manage-
rial behavioral bias must be taken into consideration as
one of the influential moderators.
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