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Abstract 
Taking China’s A-share listed companies from 2007 to 2019 as samples, this paper 
empirically studies the relationship and mechanism between internal control quality 
and company performance, as well as the heterogeneity of the impact of internal control 
quality on company performance under different state of profit and loss and different 
degree of market competition. The results show that the higher the internal control 
quality, the better the company performance. Compared with loss-making companies, 
the internal control quality in non-loss-making companies has a more significant 
positive impact on company performance. Compared with companies with low market 
competition, the internal control quality of companies with high market competition has 
a greater impact on company performance. This conclusion provides empirical evidence 
and policy reference for listed companies to strengthen the construction of internal 
control. 

Keywords 
Internal Control Quality; Company Performance; Profit and Loss State; Market 
Competition Degree; Listed Companies. 

1. Introduction 

The company’s internal control refers to the process implemented by the company’s internal 
shareholders, board of directors, managers, and other employees to provide reasonable 
assurance for the purpose of improving the efficiency and effectiveness of business activities, 
the reliability of financial reports, and compliance with relevant laws and regulations. The 
implementation of the internal control system in China started relatively late. Since the 
Sarbanes-Oxley Act was promulgated in the United States in 2002, Chinese government 
departments have been committed to promoting the construction of company internal control. 
Nowadays, the internal control system of listed companies in China has begun to take shape. 
From the perspective of the internal control framework, this article focuses on the impact of 
internal control quality on company performance and emphasizes the importance of improving 
the internal control quality; from the perspective of company’s profit and loss state, this article 
examines the similarities and differences of the impact of internal control quality on company 
performance under different profit and loss states; Currently there are few research that divide 
the total sample according to the degree of market competition. This article examines the 
similarities and differences of the impact of internal control quality on company performance 
under different market competition degrees. This is an important supplement to existing 
research. 
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2. Literature Review 

Scholars’ research conclusions on internal control quality and company performance are 
relatively consistent, and they believe that high-quality internal control can improve company 
performance. Bhojraj et al. (2003) [1], Dhaliwal et al. (2011) [2] respectively proved that 
creditors will demand higher debt costs for companies with defective internal control, and high-
quality internal control can inhibit the decline in financial performance due to excessive debt 
financing costs; Ge et al. (2005) [3], Ashbaugh et al. (2008) [4] have shown through empirical 
research that companies with defects in internal control have lower performance, that is, 
effective internal control can improve company performance. 
Existing research mostly conducted research on company losses and company internal control 
deficiencies and found the relationship between internal control quality and company 
performance under different profit and loss states. Liao Yigang (2015) [5] uses the empirical 
data of listed companies in financial distress to study the internal control quality. The study 
finds that high-quality internal control can help alleviate the continuing operation problems of 
financially distressed companies in an environment of high environmental uncertainty, high-
quality internal control is conducive to improving company performance. Yao Yao (2020)[6] 
believes that the more serious a company’s losses are, the more likely it is for managers to 
attribute its operating performance to the external macro environment and market 
competition encountered by the company, reducing the responsibility of the company’s 
internal control and management, and therefore will further impose certain internal controls. 
Defects adopt hidden non-disclosure behaviors to reduce the effectiveness of company internal 
control information disclosure. 
Market competition is an important external governance mechanism. The difference in the 
intensity of its competition represents the difference in the external governance environment 
in which the company is located. The difference in the degree of market competition of the 
company will affect the internal control quality and company performance. Jensen and Ruback 
(1983) [7] believe that the market’s control over the company can be realized with the help of 
good product market competition, and the power of the market can effectively prevent 
company managers from taking advantage of insider control to implement profit encroachment; 
in addition, Chen Hanwen et al. (2014)[8] believes that the increased competition in the 
company’s industry indicates that the company’s external environment is more unfavorable, 
and its pressure to survive will increase significantly. At this time, the company is more 
motivated to formulate and implement good internal control, through effective internal 
supervision and power checks and balances encourage management to better engage in 
operational management and improve operational efficiency; Cao Yu (2014) [9] found that the 
fiercer the competition among companies in the product market, the weaker the role of 
asymmetric information between the parties to the transaction, and the more fully disclosed 
information on the management’s operating capabilities and efforts, which in turn enables 
investors and other stakeholders to supervise the company’s management more effectively.  
In summary, existing research shows that internal control quality is positively correlated with 
company performance; the impact of internal control quality on company performance is 
different when companies are in different profit and loss states and different market 
competition degrees. However, currently, there are few documents that divide companies 
according to different profit and loss states and different market competition degrees. The 
article helps companies establish internal control based on their own conditions and can also 
be used by China’s supervisory authorities. Promote the establishment of company internal 
control and provide new ideas. 
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3. Study Design 

3.1. Model Design 
According to the purpose of this study, the following econometric models are constructed. 

𝑦 = 𝛼 + 𝛽𝐼𝐶 + 𝛾𝑋 + 𝛿 + 𝜇 + 𝜀  
Among them, 𝑦  measures the company’s performance, expressed in earnings per share (EPS); 
𝐼𝐶 is the internal control quality; 𝑋  is other control variables that affect the company’s 
performance, including total operating income (lnRev), free cash flow (FCF), total net asset 
interest rate (ROA), company listing years (lnAge), financial risk (Lev), growth ability (Growth); 
𝛿  and 𝜇  represent industry and time fixed effects, respectively. 

3.2. Definition of Variable 
Table 1. Table of Variable definition 

Type Item Symbol Description 
Dependent 

variable Company Performance 𝑦  
Earnings per share（EPS）= Net profit/paid-

in capital or equity 
Independent 

variable 
Internal control quality 𝐼𝐶  Dibo Internal Control Index /100 

Control variables 

Total operating income lnRev Logarithm of total operating income 

Free cash flow FCF 
Net cash flow from operating activities/total 

assets 
Net interest rate of total 

assets ROA Total net profit/assets 

Years of company listing lnAge year-Listing year 

Financial risk Lev Asset-liability ratio = total liabilities / total 
assets 

Growth ability Growth Total operating income /L. Total operating 
income-1 

4. Empirical Results and Analysis 

The research period of this article is 2007-2019. The research sample is China’s A-share listed 
companies, and the data is processed as follows: ①delete ST and *ST companies; ②delete 
inancial industry companies; ③the 1% and 99% percentiles of the main variables are 

processed by Winsorize to eliminate the influence of outliers. The company financial data in 
this article comes from the WIND database and the CSMAR database. 

4.1. Descriptive Statistics 
Table 2. Table of descriptive statistics 

Variable Obs Mean Std.Dev. Min Max 
EPS 30,245 0.404 0.542 -1.270 2.484 
IC 27,518 6.434 1.450 0 9.954 
lnRev 30,210 21.33 1.478 17.35 25.26 
FCF 30,242 0.0468 0.0737 -0.186 0.260 
ROA 30,242 0.0410 0.0616 -0.277 0.202 
lnAge 27,526 1.993 0.903 0 3.219 
Lev 30,242 0.433 0.215 0.0521 1.016 
Growth 27,926 0.203 0.511 -0.650 3.591 
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It can be seen from Table 2 that the average value of earnings per share (EPS) is 0.404, the 
standard deviation is 0.542, the minimum value is -1.270, and the maximum value is 2.484. This 
indicates that China’s A-share listed companies have unbalanced earnings per share and some 
companies’ earnings per share are too small, and some companies have too large earnings per 
share. From the perspective of internal control, the average internal control quality (IC) of listed 
companies is 6.434, the standard deviation is 1.450, the minimum is 0, and the maximum is 
9.954. The internal control quality of listed companies is uneven, and there is no influence of 
extreme values. 

4.2. Full Sample Regression Analysis 
Table 3 Regression results of full sample 

 Model (1) Model (2) Model (3) 
VARIABLES EPS EPS EPS 
IC 0.0169*** 0.0143*** 0.0173*** 
 (0.00256) (0.00247) (0.00249) 
lnRev 0.0774*** 0.0855*** 0.0807*** 
 (0.00437) (0.00442) (0.00452) 
FCF 0.136*** 0.198*** 0.205*** 
 (0.0517) (0.0484) (0.0490) 
ROA 6.064*** 5.927*** 5.937*** 
 (0.100) (0.0958) (0.0963) 
lnAge -0.0333*** -0.0377*** -0.0378*** 
 (0.00494) (0.00513) (0.00517) 
Lev 0.183*** 0.134*** 0.158*** 
 (0.0228) (0.0224) (0.0237) 
Growth 0.0234*** 0.0217*** 0.0227*** 
 (0.00554) (0.00544) (0.00549) 
Constant -1.651*** -1.802*** -1.747*** 
 (0.0921) (0.0942) (0.0950) 
Industry effect No Yes Yes 
Year effect No No Yes 
Observations 27,455 27,455 27,455 
R-squared 0.606 0.622 0.624 

***, **, and * indicate significant at 1%, 5%, and 10% level respectively; The brackets are the 
clustering of securities codes and the standard deviation adjusted by Robust. 
 

Table 3 reports the regression results of the full sample. The coefficient of internal control 
quality (IC) is significantly positive at the 1% level, indicating that internal control quality does 
have a significant impact on company performance. The higher the internal control quality, the 
better the company’s performance. 
In addition, total operating income (lnRev), free cash flow (FCF), total net interest rate (ROA), 
financial risk (Lev), and growth capacity (Growth) have a significant positive impact on 
company performance, indicating that the higher the total operating income, the more free cash 
flow, the higher the net interest rate of total assets, the higher the financial risk, the stronger 
the growth ability, and the better the company’s performance. On the contrary, the number of 
years a company has been listed (lnAge) has a significant negative impact on company 
performance, indicating that the longer the company has been listed, the worse the company’s 
performance. 
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4.3. Sub-Sample Regression Analysis 
1-3 in Table 4 are non-loss-making companies, and 4-6 are loss-making companies. 
 

Table 4. Regression results divided by different profit and loss state 
 Model (1) Model (2) Model (3) Model (4) Model (5) Model (6) 
VARIABLES EPS EPS EPS EPS EPS EPS 
IC 0.0224*** 0.0195*** 0.0259*** 0.000378 0.000275 -0.000959 
 (0.00295) (0.00284) (0.00291) (0.00261) (0.00264) (0.00271) 
lnRev 0.0987*** 0.106*** 0.0979*** -0.0799*** -0.0828*** -0.0749*** 
 (0.00451) (0.00456) (0.00469) (0.00525) (0.00566) (0.00579) 
FCF -0.175*** -0.104** -0.0903* 0.0945 0.122 0.107 
 (0.0497) (0.0460) (0.0467) (0.0759) (0.0759) (0.0748) 
ROA 7.777*** 7.625*** 7.678*** 3.686*** 3.721*** 3.678*** 
 (0.159) (0.149) (0.151) (0.0717) (0.0742) (0.0778) 
lnAge -0.0389*** -0.0431*** -0.0437*** 0.0544*** 0.0553*** 0.0625*** 
 (0.00506) (0.00527) (0.00529) (0.00787) (0.00825) (0.00824) 
Lev 0.274*** 0.210*** 0.257*** -0.166*** -0.156*** -0.203*** 
 (0.0254) (0.0246) (0.0259) (0.0309) (0.0314) (0.0322) 
Growth 0.0140** 0.0128** 0.0150*** 0.0271* 0.0268* 0.0236 
 (0.00544) (0.00530) (0.00537) (0.0160) (0.0148) (0.0145) 
Constant -2.244*** -2.364*** -2.295*** 1.506*** 1.557*** 1.468*** 
 (0.0967) (0.0977) (0.0981) (0.102) (0.111) (0.114) 
Industry effect No Yes Yes No Yes Yes 
Year effect No No Yes No No Yes 
Observations 24,895 24,895 24,895 2,560 2,560 2,560 
R-squared 0.553 0.571 0.575 0.668 0.680 0.688 

***, **, and * indicate significant at 1%, 5%, and 10% level respectively; The brackets are the 
clustering of securities codes and the standard deviation adjusted by Robust. 
 
Table 4 reports the regression results of dividing all samples into a non-loss-making company 
group and a loss-making company group according to different profit and loss state. The results 
show that in the group of non-loss-making companies, the coefficient of internal control quality 
(IC) is significantly positive at the 1% level, indicating that the higher the internal control 
quality, the better company performance. In the loss-making company group, internal control 
quality (IC) has no significant impact on company performance. Without controlling industry 
and time fixed effects or only controlling industry fixed effects, internal control quality (IC) has 
a positive effect on company performance. The higher the quality of internal control, the better 
the company’s performance; with the fixed effects of industry and time under control, the 
internal control quality (IC) has a negative impact on company performance. The higher the 
internal control quality, the worse the company’s performance. 
1-3 in Table 5 are high-competitive industry companies, and 4-6 are low-competitive industry 
companies. 
Table 5 reports the regression results of dividing all samples into high-competitive company 
groups and low-competitive company groups according to different degrees of market 
competition. The results show that: in the high-competitive company group and the low-
competitive company group, the coefficient of internal control quality (IC) is significantly 
positive at the 1% level, indicating that the higher the internal control quality, the better the 
company’s performance. Regarding the specific reasons for the sub-sample empirical results, 
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internal control quality has a greater impact on company performance during high market 
competition than low market competition, indicating that competition in high market 
competition is fierce, and the importance of internal control quality has increased, and there is 
sufficient competition. The market environment is conducive to improving the company’s 
internal governance effects. The market’s control over the company can be realized with the 
help of good product market competition. 
 

Table 5. Regression results divided by different degrees of market competition 
 Model (1) Model (2) Model (3) Model (4) Model (5) Model (6) 
VARIABLES EPS EPS EPS EPS EPS EPS 
IC 0.0150*** 0.0150*** 0.0186*** 0.0173*** 0.0131*** 0.0155*** 
 (0.00369) (0.00362) (0.00369) (0.00356) (0.00340) (0.00342) 
lnRev 0.0680*** 0.0753*** 0.0693*** 0.0848*** 0.0939*** 0.0901*** 
 (0.00598) (0.00615) (0.00624) (0.00605) (0.00610) (0.00629) 
FCF 0.159** 0.219*** 0.217*** 0.124* 0.191*** 0.202*** 
 (0.0725) (0.0702) (0.0716) (0.0716) (0.0663) (0.0666) 
ROA 5.862*** 5.773*** 5.795*** 6.271*** 6.097*** 6.095*** 
 (0.128) (0.123) (0.123) (0.156) (0.148) (0.149) 
lnAge -0.0398*** -0.0446*** -0.0441*** -0.0252*** -0.0274*** -0.0277*** 
 (0.00685) (0.00677) (0.00682) (0.00719) (0.00767) (0.00774) 
Lev 0.126*** 0.133*** 0.162*** 0.225*** 0.145*** 0.162*** 
 (0.0299) (0.0291) (0.0309) (0.0338) (0.0333) (0.0350) 
Growth 0.0263*** 0.0243*** 0.0258*** 0.0212*** 0.0193*** 0.0199*** 
 (0.00856) (0.00857) (0.00863) (0.00725) (0.00702) (0.00709) 
Constant -1.412*** -1.563*** -1.488*** -1.843*** -1.998*** -1.956*** 
 (0.125) (0.133) (0.134) (0.129) (0.129) (0.130) 
Industry effect No Yes Yes No Yes Yes 
Year effect No No Yes No No Yes 
Observations 13,607 13,607 13,607 13,848 13,848 13,848 
R-squared 0.630 0.637 0.640 0.592 0.611 0.614 

***, **, and * indicate significant at 1%, 5%, and 10% level respectively; The brackets are the 
clustering of securities codes and the standard deviation adjusted by Robust. 

4.4. Robustness Check 
To test the robustness of the conclusions of this article, all independent variables are lagged by 
one period, and the regression is performed again to obtain 1-3 in Table 6. Replace the 
dependent variable with the annual return on stocks (RET) considering the reinvestment of 
cash dividends and get 4-6 in Table 6. 
The results show that the coefficient of internal control quality (IC) is significantly positive at 
the 1% level. Compared with the regression results in Table 3, internal control quality still has 
a significant impact on company performance. The higher the internal control quality, the 
better the company’s performance. Well, it further confirms the conclusion of this article. The 
results of the robustness check are basically consistent with the results in Table 3, indicating 
that the research conclusions of this article are relatively reliable. 
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Table 6. Robustness regression results 
 Model (1) Model (2) Model (3) Model (4) Model (5) Model (6) 
VARIABLES EPS EPS EPS RET RET RET 
IC 0.0175*** 0.0133*** 0.0137*** 0.0446*** 0.0473*** 0.00639*** 
 (0.00327) (0.00323) (0.00324) (0.00276) (0.00285) (0.00199) 
lnRev 0.0791*** 0.0905*** 0.0891*** -0.0943*** -0.103*** -0.0347*** 
 (0.00511) (0.00518) (0.00540) (0.00293) (0.00324) (0.00220) 
FCF 0.920*** 0.988*** 0.960*** 0.899*** 0.913*** 0.332*** 
 (0.0681) (0.0641) (0.0647) (0.0692) (0.0712) (0.0436) 
ROA 2.959*** 2.713*** 2.739*** 1.155*** 1.233*** 1.136*** 
 (0.121) (0.114) (0.115) (0.0915) (0.0943) (0.0563) 
lnAge -0.0271*** -0.0368*** -0.0368*** 0.0293*** 0.0293*** 0.0103*** 
 (0.00623) (0.00644) (0.00652) (0.00403) (0.00426) (0.00291) 
Lev 0.0686*** 0.00886 0.0156 0.568*** 0.608*** 0.217*** 
 (0.0264) (0.0265) (0.0281) (0.0223) (0.0244) (0.0160) 
Growth 0.0375*** 0.0362*** 0.0382*** 0.100*** 0.0988*** 0.113*** 
 (0.00763) (0.00748) (0.00756) (0.0112) (0.0113) (0.00779) 
Constant -1.593*** -1.839*** -1.917*** 1.526*** 1.666*** 2.256*** 
 (0.108) (0.110) (0.112) (0.0554) (0.0662) (0.0505) 
Industry effect No Yes Yes No Yes Yes 
Year effect No No Yes No No Yes 
Observations 24,173 24,173 24,173 27,374 27,374 27,374 
R-squared 0.248 0.277 0.282 0.051 0.056 0.629 

***, **, and * indicate significant at 1%, 5%, and 10% level respectively; The brackets are the 
clustering of securities codes and the standard deviation adjusted by Robust. 
 

5. Conclusion and Suggestion 

Through empirical test, the following conclusions are drawn: The internal control quality has a 
significant impact on company performance. The higher the internal control quality, the better 
the company’s performance. Further research found that compared with loss-making 
companies, the internal control quality in non-loss-making companies has a more significant 
positive impact on company performance; compared with companies with low market 
competition, the internal control quality of companies with high market competition has a 
greater impact on company performance. 
This article puts forward corresponding policy recommendations based on the research 
conclusions: Internal control has significantly improved company performance in practice, 
which provides empirical support for the institutional design of China’s requirement for the 
main board listed companies to implement the internal control standard system. First, listed 
companies should establish and improve internal control systems, improve internal rights and 
responsibilities, strengthen the implementation of internal control, eliminate false information 
in response to supervision, improve the internal control quality, and improve company 
performance; Second, relevant regulatory authorities should make reasonable evaluations of 
the internal control system of listed companies, disclose the results of internal control 
evaluations in a timely manner, focus on supervising the establishment and implementation of 
internal control of companies, improve the transparency of company information, and promote 
the implementation of internal control standards in the capital market; Third, for scholars, they 
should be based on the reality of China’s market economy, and strengthen research on the cost 
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and benefits of internal control, the impact of internal control on the production and operation 
efficiency of enterprises, corporate performance, and the realization of strategic objectives, so 
as to contribute to China’s internal control construction and corporate system construction 
provides useful empirical evidence. 
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