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Abstract: Small and medium enterprises (SMEs) face more risks for sustainable growth due to a lack
of resources than large firms in emerging economies. Hence, it is more likely for SMEs to look to risk
management for survival in turbulent markets. As a tool of risk management, whether internal control
indeed has contributions to the sustainable growth of SMEs, particularly conditional on multiple large
shareholders, is empirically unexplored. Using a sample of SMEs listed in China, this study examines
the relationship between internal control and sustainable growth, and assesses a moderating role of
multiple large shareholders. The results show that effective internal control significantly promotes
SMEs to achieve sustainable growth, and the effect is moderated by multiple large shareholders,
suggesting that the role of internal control is more prominent in SMEs with multiple large shareholders.
These results are robust to a battery of sensitivity tests. This study extends the literature by providing
empirical evidence on the role of internal control in SMEs’ sustainable growth.

Keywords: sustainable growth; internal control; multiple large shareholders; SMEs

1. Introduction

Increasing uncertainty and competition in the process of internationalization attaches much more
difficulties and risks to small and medium enterprises (SMEs) for sustainable growth than large firms
in emerging economies. Particularly in the current time of global economic downturn and burgeoning
trade conflicts, SMEs face huge challenges and risks to compete for survival and sustainable growth
due to a lack of internal and external resources in a turbulent market. While a considerable body of
literature has discussed the factors that significantly contribute to firms’ sustainable growth, such
as intellectual capital (Xu and Wang 2018), international and financial capabilities (Ma Degong et al.
2018; Ye and Kulathunga 2019), technology (Lyver and Lu 2018), innovation and corporate social
responsibility in developed and emerging markets (Ge et al. 2018; Hong and Chao 2018), there is little
attention paid to the role of internal control as a tool of risk management in SME’s sustainable growth
in emerging and transition economies.

As the Committee of Sponsoring Organization of the Treadway Commission (COSO 2017)
emphasizes, internal control not only is a framework of enterprise risk management, but also integrates
with strategy and performance for sustainable growth. Recently, more studies are being called for by
COSO (2017) to explore the role of internal control in promoting sustainable growth around the world,
particularly in developing economies. To respond to the claims in academia and practice, the purpose
of this study is to examine the role of internal control in the sustainable growth of SMEs in the large
emerging economy of China.

Effective internal control may promote sustainable growth. First, internal control is used to
reduce the likelihood of corporate misconduct and fraud. As well as being exerted from the top down,
internal control can also be exercised bottom-up as an important internal governance mechanism
providing internal checks and balances to constrain management’s ability to extract private benefits
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and expropriate shareholders (Jensen 1993; Bushman and Smith 2001; Acharya et al. 2011). Due to lack
of prevention and detection mechanisms, weak internal control provides convenient opportunities for
managers to exploit private benefits, which may destroy sustainable growth.

Second, effective internal control is associated with lower capital cost. Effective internal control can
reduce corporate risk and protect the interests of investors through a series of procedures and activities,
and thus decrease a firm’s cost of capital (Beneish et al. 2008; Dhaliwal et al. 2011). Firms with low
capital cost have a comparative advantage in resource allocation to create value and competitiveness,
which in turn is helpful to promote sustainable growth of the firms.

Third, effective internal control leads to more efficiency of investment and operation. The optimal
decision making in investment and operation is based on the information quality provided and assured
by internal control. Effective internal control reduces wrong decisions and behaviors of a firm, and
hence improves the efficiency of operation and investment by providing high-quality information
(Cheng et al. 2013; Cheng et al. 2018). Internal control is not only linked to the efficiency of investment
and operation in a firm, but also correlated with the resource allocation efficiency (D’Mello et al. 2017),
thereby jointly influencing the firm’s sustainable growth.

Accordingly, internal control is assumed to alleviate agency problems and thus exert a governance
role by extant literatures, e.g., it is documented that internal control serves as a governance mechanism
to constrain managers’ ability to extract private benefits from insider trading (Skaife et al. 2013),
safeguard corporate resources (Gao and Jia 2016; Qi et al. 2017), curb excessive compensation of
executive (Paletta and Alimehmeti 2018), and retain customer–supplier relationships (Bauer et al. 2018).
Therefore, internal control is also expected to perform a governance role in sustainable growth.

In addition, the role of internal control in firms’ sustainable growth is assumed to be moderated
by multiple large shareholders. There are two competing explanations for the effects of multiple large
shareholders. In one view, multiple large shareholders not only monitor managers but also each other.
As a result, a firm with multiple large shareholders implements better corporate policies (Shleifer and
Vishny 1986; Pagano and Röell 1998). In the other view, multiple large shareholders form controlling
coalitions and collude to expropriate from minority shareholders (Bennedsen and Wolfenzon 2000).
Therefore, it is an empirical issue whether the role of internal control in firms’ sustainable growth may
be reinforced or weakened by multiple large shareholders.

The above issues are tested by using a sample of SMEs listed in the largest emerging economy of
China from 2011 to 2015. Internal control (IC) is measured as an indicator variable that is equal to one
if the firm has effective internal controls in a particular fiscal year, and zero otherwise. The sustainable
growth rate (SGR) is estimated by adopting the Higgins’ model (Higgins 1977). The findings show
that effective internal control significantly promotes SMEs to achieve sustainable growth, and the
effect is moderated by multiple large shareholders, suggesting that the role of internal control is more
prominent in SMEs with multiple large shareholders. These results are robust to a battery of sensitivity
tests, including control for endogeneity using the Heckman two-stage procedure, and alternative
proxies for sustainable growth and multiple large shareholders.

This study contributes to the literature in several ways. First, our study adds to the emerging
literature on the determinants of sustainable growth by examining the governance role of internal
control in sustainable growth. Previous studies focus on the role of intellectual capital, international
and financial capabilities, technology, innovation, and social responsibility in a firm’s sustainable
growth (e.g., Xu and Wang 2018; Ma Degong et al. 2018; Ye and Kulathunga 2019; Lyver and Lu 2018;
Hong and Chao 2018). This study provides additional evidence on the understanding of internal
control as a contributor of sustainable growth.

Second, this study extends the stream of research on the economic consequences of internal
controls. Our findings corroborate the claims proposed by COSO (2017) and directly link effective
internal control and sustainable growth as evidenced by using a large sample of listed firms in
China. Extant studies primarily examine the governance role of internal control in accounting quality,
operational efficiency, investment efficiency, asset safeguarding, agency problems, and capital costs
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(e.g., Doyle et al. 2007; Beneish et al. 2008; Dhaliwal et al. 2011; Cheng et al. 2013; Gao and Jia 2016;
Cheng et al. 2018). Our study highlights the governance role of internal control in sustainable growth
and provides additional evidence on its economic consequences.

Third, this study investigates the impact of multiple large shareholders on the association between
internal control and sustainable growth. Our findings show that the governance role of internal
control in firm’s sustainable growth is more prominent in SMEs with multiple large shareholders,
indicating that multiple large shareholders moderates the governance role of internal control in
sustainable growth.

The remainder of this paper proceeds as follows. Section 2 develops hypotheses. Section 3
describes the data and research methodology. Section 4 presents the empirical results. The conclusions
are offered in Section 5.

2. Hypothesis Development

2.1. Internal Control and Sustainable Growth

In the current wave of globalization, increasing market competition and uncertainties bring more
risks to firms. Responding to the challenges, SMEs have a strong desire to manage risks through
having effective internal control for sustainable growth.

Several studies have examined the practices and effectiveness of internal control in SMEs via survey,
e.g., Bilgi et al. (2017) and Clika (2017) use a survey to analysis the activities and practices of SMEs’
internal control in Turkish and Albania. Angeline and Teng (2016) conduct a survey to find a positive
impact of internal control on sales of SMEs in Malaysia, and as well through a survey. Li et al. (2011)
address the moderating effects of internal control on the relationship between knowledge exploitation
and innovation in SMEs of China. However, the role of internal control in SMEs’ sustainable growth
is unknown.

As COSO (2013) states, internal control is a process effected by a firm to provide reasonable
assurance regarding the achievement of its objectives. Managers play an important role in the design
and implementation of an internal control system. The capability of managers affects the effectiveness
of internal control while the effectiveness of internal control also indicates the capability of managers.
Li et al. (2010) and Wang (2010) find that firms with ineffective internal control have less qualified
CFOs and are more likely to change CFO. Hiring better qualified CFOs after turnover is associated
with subsequent improvement in internal control effectiveness. In addition, the capability of managers
has an impact on firm’s sustainable growth. Extant studies (e.g., Xu and Wang 2018; Ying et al. 2019;
Agostini et al. 2017) document that the capability of managers is a major determinant of the sustainable
growth of a firm. Therefore, firms with effective internal control have more capable managers and
higher sustainable growth.

Internal control can reduce firms’ wrong decision making, and improve the efficiency of operation
and investment. Feng et al. (2009) argue that ineffective internal control leads to poor-quality
information, and hence managerial decision making based on low-quality information is less accurate
and efficient. Cheng et al. (2013) find that ineffective internal control decreases the efficiency of
investment. Caplan et al. (2018) provide additional evidence that ineffective internal control induces
low quality of management decisions in mergers and acquisitions. Cheng et al. (2018) document
that operation efficiency is significantly lower among firms with ineffective internal controls. More
importantly, internal control is not only directly related to the efficiency of the firm’s operation and
investment, but also is inherently associated with internal capital allocation (D’Mello et al. 2017),
and they jointly spur sustainable growth. Thus, effective internal control can enhance efficiency of
operation and investment, and lead to greater sustainable growth.

Internal control can be dedicated to the decline of a firm’s risk, and reduce the cost of capital.
Ineffective internal control generally indicates that there are higher agency costs in the firm, such as
large perks or tunneling, which bring greater risk to investors. In response to the greater risk, investors
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demand higher returns as risk compensation and let the cost of capital rise. Beneish et al. (2008) find
that firms with internal control deficiencies have higher cost of equity capital. Similarly, Dhaliwal et al.
(2011) show that firms with internal control weakness pay significantly higher loan rates than those
without internal control weakness. Moreover, lower capital costs can give firms a resource advantage
in increasing value and competitiveness, which is conducive to sustainable growth of firms. Thereby,
firms with effective internal control have lower cost of capital and better sustainable growth.

In sum, internal control can perform a governance role in the sustainable growth of SMEs by
enhancing management capability, improving efficiency of operation and investment and lowering
cost of capital. The first hypothesis is thus proposed as follows:

Hypothesis 1. SMEs with effective internal control have higher sustainable growth.

2.2. Internal Control, Multiple Large Shareholders, and Sustainable Growth

Concentrated ownership in SMEs is prevailing in emerging markets such as China. SMEs
with concentrated ownership usually have controlling shareholders who have the power to appoint
managers and executives or take these positions themselves (Pagano and Röell 1998). They have the
ability and sometimes incentives to expropriate from minority shareholders and enjoy private benefits
of control. This conflict of interest between controlling and minority shareholders may affect SMEs’
sustainable growth.

The existence of multiple large shareholders could either strengthen or weaken the role of
internal control in SMEs’ sustainable growth. One strand of studies has suggested that multiple large
shareholders either compete for control (Bloch and Hege 2003) or monitor the controlling shareholder
(Winton 1993; Bolton and Thadden 1998), reducing information asymmetry and agency problems, and
thus enhancing the role of internal control in SMEs’ sustainable growth. Another strand of literature
indicates that multiple large shareholders form controlling coalitions to share private benefits (Zwiebel
1995; Gomes and Novaes 2006), intensifying information asymmetry and agency problems that lower
the role of internal control.

There are a number of empirical studies on the governance role of multiple large shareholders in
firm value (Volpin 2002; Attig et al. 2009), valuation of cash holdings (Attig et al. 2013), reducing the cost
of equity financing (Attig et al. 2008), and increasing earnings informativeness and investment efficiency
(Boubaker and Sami 2011; Jiang et al. 2018). Thus, we predict that multiple large shareholders could
strengthen the role of internal control in SMEs’ sustainable growth. This leads to the second hypothesis:

Hypothesis 2. The role of effective internal control on sustainable growth is more prominent in SMEs with multiple
large shareholders.

3. Methodology

3.1. Sample Selection

The sample selection procedure is presented in panel A of Table 1. Our sample consists of SMEs
listed in the China stock market from 2011 to 2015. Compared with large firms listed on the main
board of China’s stock market, SMEs listed in China’s stock market are younger in age and smaller
in size, have higher leverage ratio, and demonstrate more volatility in performance. After excluding
25 observations from the financial industry and 55 observations with missing data, our final sample
contained 3514 firm-year observations. The data used in our study is from China Stock Market and
Accounting Research (CSMAR) database.
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Table 1. Sample selection and distribution.

Panel A: Sample Selection

Total firm-year observations available from 2011–2015 3594
Deduct: Observations in the financial industry (25)

Observations with missing data (55)
Final sample 3514

Panel B: Sample distribution by year and ineffective internal control

Year Total number of firms Number of firms with ineffective
internal control Percentage

2011 635 22 3.46
2012 695 37 5.32
2013 696 90 12.93
2014 724 96 13.26
2015 764 112 14.66
Total 3514 357 10.16

Note: Percentage is the proportion of the sample with ineffective internal control relative to the total size of the
sample in that year.

Panel B of Table 1 presents the distribution of our final sample by year and ineffective internal
control. The proportion with ineffective internal control accounted for 10.16% of the total sample. The
lowest proportion was 3.46% in 2011, and the highest proportion was 14.66% in 2015. The sample size
increased steadily due to the expansion of China’s capital markets during the sample period.

3.2. Measures of Key Variables

3.2.1. Sustainable Growth Rate

A sustainable growth rate (SGR) is achieved by companies using their own funds without external
financing from banks or financial markets (Higgins 1977). The sustainable growth rate is computed
based on the model of Higgins (Higgins 1977):

SGR =
p(1− d)(1 + L)

t− p(1− d)(1 + L)
(1)

where p is the net profit margin on sales, d is the dividend payout ratio, L is the debt to equity ratio,
and t represents the asset turnover ratio measured by total assets to sales.

3.2.2. Internal Control

Following prior studies (e.g., Doyle et al. 2007; Feng et al. 2009; Cheng et al. 2018), internal control
(IC) is measured as an indicator variable that equals one if the firm discloses effective internal controls
with no weaknesses in that year, and zero otherwise.

3.3. Regression Model

To test the role of internal control in promoting sustainable growth, we estimate the following
regression models:

SGRi,t = α+ β1ICi,t + β2Boardsizei,t + β3IndDirectori,t + β4Agei,t + β5levi,t

+β6Roai,t + β7Sizei,t + Industry e f f ects + Year e f f ects + εi,t
(2)

SGRi,t = α+ β1ICi,t + β2MLSi,t + β3ICi,t ×MLSi,t + β4Boardsizei,t + β5IndDirectori,t
+β6Agei,t + β7levi,t + β8Roai,t + β9Sizei,t + Industry e f f ects + Year e f f ects + εi,t

(3)
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where SGRi,t refers to the measure of the sustainable growth rate for firm i in year t, ICi,t is an indicator
variable that equals one if firm i has effective internal controls with no weaknesses in year t, and zero
otherwise. Hypothesis 1 predicts that the coefficient on ICi,t in Equation (2) is positive.

In Equation (3), following Attig et al. (2009) and Jiang et al. (2018), MLSi,t is a dummy variable
that equals one if firm i has at least two large shareholders defined as one holding 10% or more of the
shareholding in year t, and zero otherwise. The interaction between ICi,t and MLSi,t is used to test
Hypothesis 2, predicting the coefficient of interaction is positive.

To isolate the role of internal control in sustainable growth, an array of control variables is included
in the regression analyses. We control for firm age (Age), leverage (Lev), return on assets (Roa) and firm
size (Size) in our regression analyses. Doyle et al. (2007) demonstrate that firm-level characteristics
such as firm size, firm age, financial leverage, and return on assets affect a firm’s input of internal
control, which finally influences the quality of internal control. As Brown et al. (2011) emphasize
that corporate governance can alleviate the firm risk and promote financial performance by dealing
with adverse selection and moral hazard effectively, we also include the size of board (Boardsize) and
the percentage of independent directors in the board (IndDirector) to capture the effects of corporate
governance. In addition, we control for industry and year effects in the regression analyses. The
definition of the variables in Equation (2) is detailed in Table 2.

Table 2. Definitions of the variables.

Variables Definitions

SGR
Sustainable growth rate is achieved by companies using their own funds without
external financing from banks or financial markets, which is estimated based on
Higgins’ model (Higgins 1977).

IC Internal control is measured as an indicator variable which equals one if the firm has
effective internal controls in that year, and zero otherwise.

MLS A dummy variable that equals one if firm i has at least two large shareholders
defined as one holding 10% or more of the shareholding in year t, and zero otherwise.

Boardsize The size of board of directors is measured as the natural logarithm of director number
on the board.

IndDirector The ratio of independent directors to total number of directors on board.

Age The lifetime of the firm measured as its natural log.

Lev Financial leverage is computed by the ratio of debt to total assets.

Roa Return on assets.

Size The natural logarithm of total assets.

To mitigate the influence of outliers, all continuous variables in the regression model are winsorized
at the 1 percent and 99 percent levels.

4. Empirical Results

4.1. Descriptive Statistics

Table 3 shows the descriptive statistics separately for samples with ineffective internal control
(IC = 0) and samples with effective internal control samples (IC = 1). The mean value of SGR is 0.022
in samples with ineffective internal control, which is significantly lower than the mean value of 0.051
in samples with effective internal control. This initially indicates that internal control is positively
correlated with the sustainable growth rate. Among the control variables, there are significant
differences between the samples with and without ineffective internal control in the terms of leverage
ratio (Lev), accounting performance (Roa), firm size (Size).
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Table 3. Descriptive statistics.

Variable
IC = 0

(n = 357)
IC = 1

(n = 3157) Difference

Mean Median Mean Median t z

SGR 0.022 0.040 0.051 0.048 −4.30 *** −3.20 ***
MLS 0.367 0 0.388 0 −0.78 −0.78

Boardsize 2.122 2.197 2.123 2.197 −0.12 −0.50
IndDirector 0.374 0.333 0.372 0.333 0.44 0.29

Age 2.402 2.485 2.368 2.398 1.54 0.94
Lev 0.420 0.418 0.355 0.331 5.78 *** 5.71 ***
Roa 0.029 0.033 0.047 0.045 −5.26 *** −5.15 ***
Size 21.791 21.764 21.547 21.467 4.76 *** 5.14 ***

Notes: SGR is the measure of sustainable growth rate estimated using Higgins’ model (Higgins 1977). IC is an
indicator variable that equals one if the firm has effective internal controls in that year, and zero otherwise. The
difference between the samples with and without ineffective internal control are tested using the t-test and Wilcoxon
rank-sum test. *** indicates two-tailed significant difference at the 1% level.

4.2. Regression Results

Table 4 presents the regression results of hypothesis testing. In the regression results of column
(1), the coefficient on IC is positive and significant at the 5% level. The result indicates that sustainable
growth rate is higher in firms with effective internal control, consistent with Hypothesis 1.

Table 4. Internal control and sustainable growth.

Variable
Dependent Variable = SGR

(1) Full Sample (2) Full Sample (3) MLS = 0 (4) MLS = 1

IC 0.010 ** 0.002 0.002 0.023 **
(2.03) (0.37) (0.52) (2.50)

MLS −0.020 **
(−2.29)

IC ×MLS 0.022 **
(2.41)

Boardsize −0.005 −0.006 −0.002 −0.008
(−0.82) (−0.95) (−0.22) (−0.85)

IndDirector 0.010 0.008 −0.004 0.057
(0.37) (0.29) (−0.11) (1.40)

Age −0.003 −0.003 −0.003 −0.001
(−1.28) (−1.15) (−1.14) (−0.18)

Lev 0.075 *** 0.076 *** 0.072 *** 0.083 ***
(4.03) (4.10) (2.78) (2.86)

Roa 1.472 *** 1.471 *** 1.496 *** 1.437 ***
(28.95) (29.15) (19.16) (13.60)

Size 0.006 ** 0.006 ** 0.008 0.004
(2.03) (2.03) (1.40) (1.03)

Constant −0.195 *** −0.186 *** −0.223 ** −0.142 **
(−3.20) (−3.08) (−2.02) (−2.08)

Industry effects Yes Yes Yes Yes
Year effects Yes Yes Yes Yes

N 3514 3514 2158 1356
Adj. R2 0.697 0.698 0.706 0.688

F 52.338 *** 49.257 *** 38.853 *** 100.74 ***

Notes: SGR is the measure of the sustainable growth rate estimated using Higgins’ model (Higgins 1977). IC is an
indicator variable that equals one if the firm has effective internal controls in that year, and zero otherwise. MLS
equals one if the firm has at least two large shareholders defined as one holding 10% or more of the shareholding,
and zero otherwise. All t-statistics in parentheses are computed using the standard errors adjusted for firm-level
clustering. *** and ** indicate significant difference at the 1% and 5% level, respectively.
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In the regression results of column (2), the coefficient of the interaction of IC ×MLS is positive
and significant at the 5% level. The result indicates that the balance of power among multiple large
shareholders strengthens the role of internal control in sustainable growth, supporting Hypothesis 2.
To further test the second hypothesis, the subsample regression is estimated. The full sample is divided
into two subsamples based on whether a firm has at least two large shareholders. In the results of
column (3) and (4), for the subsample without multiple large shareholders (MLS = 0), the coefficient
on IC is positive but not statistically significant. In the subsample with multiple large shareholders
(MLS = 1), the coefficient on IC is positive and statistically significant at the 5% level. The subsample
regression results mean that the positive impact of internal control on sustainable growth is more
prominent in firms with multiple large shareholders, supporting Hypothesis 2.

The results for the control variables suggest that sustainable growth is higher for firms with
greater leverage ratio, firms with more profit, and larger firms.

4.3. Robustness Tests

We assess the credibility of our findings by conducting the following analyses. Our results are
robust to these sensitivity tests.

4.3.1. Endogeneity Issue

Our empirical tests could suffer from endogeneity problems. Endogeneity can arise because of
unobservable heterogeneity when unobservable firm-specific factors influence both internal control
and sustainable growth. To control for the endogeneity, we employ Heckman’s two-stage procedure
(Heckman 1979) following Cheng et al. (2018). In the first stage, we estimate the following probit
regression of the likelihood of having an effective internal control including its determinants:

ICi,t = α+ β1FSalei,t + β2Agei,t + β3Segmentsi,t + β4MAi,t + β5Lossi,t + β6Roai,t

+β7Sizei,t + Industry e f f ects + Year e f f ects + εi,t
(4)

where IC is an indicator for observations that have effective internal controls in year t. The determinants
include foreign sales (FSale), firm age (Age), number of business segments (Segments), merges and
acquisitions or restructuring (MA), an indicator for loss (Loss), return on assets (Roa), and firm size
(Size). In the second stage, we put the inverse Mills ratio (IMR) calculated from the first-stage regression
using Equation (4) into Equations (2) and (3) to mitigate the endogeneity problems. As shown in
Table 5, after including the inverse Mills ratio, the results are similar to those in Table 4. The coefficient
of IC is statistically stronger for SGR in the regression results of column (1), supporting Hypothesis 1.
In the regression results of column (2), the coefficient of interaction of IC ×MLS is statistically stronger
for SGR, and the subsample regression results report that the coefficient of IC is statistically stronger
for SGR in the firms with multiple large shareholders (MLS = 1), supporting Hypothesis 2.
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Table 5. Heckman two-stage regression results.

Panel A: First-Stage Regression Results

Variable
Dependent Variable = IC

Coefficient Z-statistic

FSale 0.052 0.07
Age 0.109 1.39

Segments −0.117 −1.29
MA 0.127 * 1.76
Loss 0.063 0.57
Roa 2.842 *** 4.00
Size −0.153 *** −4.07

Constant 4.715 *** 5.43
Industry effects Yes

Year effects Yes
N 3531

Pseudo R2 0.080
LR Chi2 185.17 ***

Panel B: Second-Stage Regression Results

Variable
Dependent Variable = SGR

(1) Full Sample (2) Full Sample (3) MLS = 0 (4) MLS = 1

IC 0.010 ** 0.002 0.003 0.023 **
(2.12) (0.47) (0.69) (2.55)

MLS −0.020 **
(−2.27)

IC×MLS 0.021 **
(2.41)

Boardsize −0.006 −0.006 −0.003 −0.008
(−0.94) (−1.07) (−0.31) (−0.98)

IndDirector 0.011 0.009 −0.002 0.056
(0.40) (0.33) (−0.08) (1.41)

Age 0.043 *** 0.043 *** 0.046 *** 0.042 ***
(4.32) (4.35) (3.08) (3.38)

Lev 0.078 *** 0.079 *** 0.073 *** 0.088 ***
(4.36) (4.42) (2.94) (3.09)

Roa 1.178 *** 1.179 *** 1.179 *** 1.170 ***
(12.56) (12.65) (8.09) (8.23)

Size 0.028 *** 0.028 *** 0.031 *** 0.023 ***
(4.14) (4.14) (2.74) (3.42)

IMR 0.177 *** 0.177 *** 0.189 *** 0.163 ***
(4.89) (4.90) (3.45) (3.88)

Constant −1.111 *** −1.099 *** −1.205 *** −0.983 ***
(−4.87) (−4.85) (−3.26) (−3.97)

Industry effects Yes Yes Yes Yes
Year effects Yes Yes Yes Yes

N 3514 3514 2158 1356
Adj. R2 0.704 0.705 0.714 0.694

F 55.534 *** 52.321 *** 37.217 *** 100.07 ***

Notes: SGR is the measure of the sustainable growth rate estimated using Higgins’ model (Higgins 1977). IC is
an indicator variable that equals one if the firm has effective internal controls in that year, and zero otherwise.
IMR is calculated from first-stage regression using Equation (4). MLS equals one if the firm has at least two large
shareholders defined as one holding 10% or more of the shareholding, and zero otherwise. All t-statistics in
parentheses in Panel B are computed using the standard errors adjusted for firm-level clustering. ***, **, and *
indicate significant difference at the 1%, 5%, and 10% level, respectively.



J. Risk Financial Manag. 2019, 12, 182 10 of 14

4.3.2. Inflation-Adjusted SGR

The firm’s sustainable growth is affected by the inflation in the current year (Higgins 1977). The
sustainable growth rate under inflation estimated using Equation (1) is the nominal rate, rather than
the real rate. To mitigate this concern, we use inflation-adjusted SGR as the real sustainable growth
rate to retest our results. The inflation-adjusted SGR is measured using the following equation.

In f lation− adjutedSGR =
NominalSGR + 1

1 + R
− 1 (5)

where the nominal SGR is estimated using Equation (1) and R is the inflation rate in that year. As
reported in Table 6, the positive association between IC and inflation-adjusted SGR in the regression
results of column (1) supports Hypothesis 1. The coefficient of interaction of IC ×MLS is statistically
stronger for SGR in the regression results of column (2), and the subsample regression results report
that the coefficient of IC is statistically stronger for SGR in the firms with multiple large shareholders
(MLS = 1), supporting Hypothesis 2.

Table 6. Internal control and inflation-adjusted SGR.

Variable
Dependent Variable = Inflation-Adjusted SGR

(1) Full Sample (2) Full Sample (3) MLS = 0 (4) MLS = 1

IC 0.010 ** 0.001 0.002 0.023 **
(2.05) (0.35) (0.50) (2.54)

MLS −0.020 **
(−2.33)

IC×MLS 0.022 **
(2.46)

Boardsize −0.005 −0.006 −0.002 −0.008
(−0.81) (−0.94) (−0.19) (−0.88)

IndDirector 0.009 0.006 −0.005 0.055
(0.33) (0.24) (−0.17) (1.40)

Age −0.003 −0.003 −0.003 −0.001
(−1.25) (−1.12) (−1.11) (−0.17)

Lev 0.073 *** 0.073 *** 0.069 *** 0.080 ***
(3.97) (4.04) (2.73) (2.83)

Roa 1.429 *** 1.429 *** 1.452 *** 1.398 ***
(29.02) (29.24) (19.19) (13.58)

Size 0.006 ** 0.006 ** 0.008 0.004
(2.05) (2.05) (1.40) (1.08)

Constant −0.245 *** −0.236 *** −0.272 ** −0.194 ***
(−4.09) (−3.97) (−2.51) (−2.93)

Industry effects Yes Yes Yes Yes
Year effects Yes Yes Yes Yes

N 3514 3514 2158 1356
Adj. R2 0.696 0.698 0.706 0.687

F 54.481 *** 51.845 *** 37.400 *** 100.34 ***

Notes: Inflation-adjusted SGR is estimated using Equation (5). IC is an indicator variable that equals one if the
firm has effective internal controls in that year, and zero otherwise. MLS equals one if the firm has at least two
large shareholders defined as one holding 10% or more of the shareholding, and zero otherwise. All t-statistics in
parentheses are computed using the standard errors adjusted for firm-level clustering. *** and ** indicate significant
difference at the 1% and 5% level, respectively.

4.3.3. An Alternative Measure of Multiple Large Shareholders

In the above test, we use 10% or more shareholding to define large shareholders, and here we
redefine large shareholder using 5% shareholdings as the threshold. As presented in Table 7, the
coefficient of interaction of IC×MLS is statistically stronger at 1% level for SGR in the regression results
of column (1), and the subsample regression results report that the coefficient of IC is statistically
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stronger at 1% level for SGR in the firms with multiple large shareholders (MLS = 1), supporting
Hypothesis 2.

Table 7. Internal control and sustainable growth.

Variable
Dependent Variable = SGR

(1) Full Sample (2) MLS = 0 (3) MLS = 1

IC −0.003 −0.002 0.019 ***
(−0.64) (−0.42) (2.78)

MLS −0.020 ***
(−2.97)

IC ×MLS 0.022 ***
(3.16)

Boardsize −0.006 −0.008 −0.004
(−0.99) (−0.70) (−0.46)

IndDirector 0.009 −0.006 0.029
(0.35) (−0.18) (0.87)

Age −0.003 −0.001 −0.005
(−1.15) (−0.23) (−1.41)

Lev 0.076 *** 0.065 * 0.085 ***
(4.09) (1.79) (4.14)

Roa 1.470 *** 1.424 *** 1.507 ***
(29.12) (13.88) (18.43)

Size 0.006 ** 0.009 0.005 *
(1.99) (1.10) (1.73)

Constant −0.180 *** −0.221 −0.181 ***
(−2.98) (−1.37) (−3.10)

Industry effects Yes Yes Yes
Year effects Yes Yes Yes

N 3514 1437 2077
Adj. R2 0.698 0.675 0.716

F 51.178 *** 100.50 *** 25.939 ***

Notes: SGR is the measure of the sustainable growth rate estimated using Higgins’ model (Higgins 1977). IC is an
indicator variable that equals one if the firm has effective internal controls in that year, and zero otherwise. MLS
equals one if the firm has at least two large shareholders defined as one holding 5% or more of the shareholding,
and zero otherwise. All t-statistics in parentheses are computed using the standard errors adjusted for firm-level
clustering. ***, **, and * indicate significant difference at the 1%, 5%, and 10% level, respectively.

5. Conclusions

The purpose of internal control to promote sustainable growth of a firm is underlined in the
report issued by COSO (2017). However, there is little empirical evidence on the governance role
of internal control in sustainable growth of SMEs, especially with moderation effects of multiple
large shareholders.

This study aims to examine the governance role of internal control in SMEs’ sustainable growth in
the developing economy of China with the moderation effect of multiple large shareholders. Using a
sample of SMEs listed in the China market from 2011 to 2015, we find that internal control significantly
positively contributes to SMEs’ sustainable growth, supporting Hypothesis 1. This provides the
empirical evidence for the claim of COSO (2017) that one of the goals of internal control aims to keep
and improve sustainable growth.

Moreover, the governance role of internal control in SMEs’ sustainable growth is moderated by
the balance of power among multiple large shareholders. Jiang et al. (2018) contend that multiple large
shareholders have a governance role in corporate investment. We extend the line of the research and
document that the governance role of internal control in sustainable growth is more pronounced for
SMEs with multiple large shareholders, which particularly supports Hypothesis 2.
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The above results are robust to a battery of sensitivity tests, including control for endogeneity
using the Heckman two-stage procedure, and alternative proxies for sustainable growth and multiple
large shareholders.

Our findings suggest that effective internal control not only helps firms improve investment and
operation efficiency, as documented in prior studies, but also exercises a governance role in SMEs’
sustainable growth with moderation effects of multiple large shareholders. Our study extends the
line of the research by providing evidence from the largest emerging economy of China and has
implications for other emerging economies.
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