
KAIYUAN ZHENG: MODELLING THE RELATIONSHIP BETWEEN MANAGERIAL OVER-CONFIDENCE AND … 

 

DOI 10.5013/IJSSST.a.17.33.46                                46.1                  ISSN: 1473-804x online, 1473-8031 print 

Modelling the Relationship between Managerial Over-Confidence and Government 
Intervention: Evidence from SHSE and SZSE Panel Data 

 
Kaiyuan Zheng 

Economics and Management School, Wuhan University. 

 
Abstract - Since China stepped into the post-crisis era, industrial over-capacity, corporate over-investment, and other related issues 
have always hindered the sound development of China's market economy. Given that China's factor market is seriously distorted, 
the influence of the moral hazard and adverse selection between government and enterprises on the investment and financing 
decisions of enterprises remains a hot topic in corporate finance research. By adopting panel data, this paper examines the internal 
mechanism of the major listed companies concerning over-investment in China from 2004 to 2013. Using Q-model of investment 
(Tobin, 1969), we construct the proxy of managerial over-confidence to show the relevant influence of managerial over-confidence 
on corporate over-investment due to government intervention. Our results show that government intervention has certain 
inhibitory effect on managerial over-confidence, and the inhibitory effect can alleviate corporate over-investment to some degree; 
the stronger the government intervention in a region is, the greater the influence of this government intervention on the 
over-confident managers of enterprises and the stronger the inhibitory effect on the corporate over-investment in this region will 
be.  
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I. INTRODUCTION 

 
The development of Chinese market economy has been 

hindered by problems like industrial overcapacity and 
corporate over-investment since the post-crisis era. The 
efficiency of investment is closely linked with financial 
constraints, risk appetite, government relations, the 
accuracy of firm-level investment decision, and the validity 
of government intervention. Enterprise is the micro-unit of 
market development, and government intervention on 
enterprise works as a micro transmission mechanism to 
influence the entire Chinese economy. 

During the intervention process, corporate 
over-investment might be influenced by numerous factors, 
such as, motive of government intervention, power of 
resource allocation, nature of property rights, length of 
office term, and timing of intervention, etc. To optimize the 
investment efficiency and balance the interest conflict 
between managerial level, the whole enterprise will 
decrease the high internal cost caused by information 
asymmetry and deputy, and further improve the efficiency 
of government funding. Conversely, if enterprise fails to 
amend its excess investment (due to overconfidence) and 
deficient investment (due to insufficient internal cash flow), 
it will not only directly affect enterprise value and future 
develop opportunities, but also lead to a decrease in the 
efficiency of government funding. Therefore, to study the 
internal causes of corporate over-investment and its change 
mechanism has great directive significance for the 
exploration of necessity and availability of governmental 
resource allocation improvement. 

Previous studies regarding corporate over-investment 
mainly endorse the single-factor regression analytical 
framework, which could not effectively reveal the internal 
mechanism of over-investment. In order to explore the 
relative causes of over-investment more accurately, we 
need to examine the dual, or even multiple factors that 

affects investment efficiency. Based on the reported 
literatures, this paper studies the influence of 
multiple-factors interaction on over-investment and 
establishes a multifactorial investment model, so as to 
reveal the relationship between corporate over-investment 
and government intervention, managerial overconfidence. 

 
 

II. LITERATURE REVIEW AND HYPOTHESIS 
DEVELOPMENT 

 
Simon and March (1958), for the first time, denied the 

hypothesis of completely rational ‘managers’, introducing 
the theory of ‘bounded rationality’ into the management 
decision theory and putting forward the theory of ‘bounded 
rationality decision making’ [1] corresponding to the theory 
of ‘rational decision making’. After that, many scholars 
began to combine the theories of cognitive psychology, 
management, and economics to study the psychological 
deviations of enterprise managers. Larwood and Whittaker 
(1977) confirmed firstly the universality of managerial 
overconfidence and over-optimism, indicating that one of 
the main factors that caused overconfidence of senior 
executives resulted from the difficulty in defining the 
evaluation standard of executives’ individual behaviors [2]. 
When senior executives were confirmed to be not ‘rational’, 
scholars carried out a number of studies on the internal 
mechanism of irrational investment decisions made by 
overconfident managers. Heaton (2002) investigated the 
influence of managers’ overconfidence and other individual 
characteristics on corporate investment, arguing that 
overconfidence would lead to inefficient investment [3] 
under the premise of not taking asymmetric information 
into consideration. Based on this, Malmendier and Tate 
(2005) made use of the investment - cash flow sensitivity 
(Fazzari et al, 1988) to measure the degree of corporate 
investment distortion [4], pointing out that, compared with 
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characteristics of other managers, managerial 
overconfidence were more likely to bring over-investment 
to enterprises [5]. Campbell et al (2011) examined the 
degree of managers’ confidence, stating that, compared 
with moderately confident managers, overconfident 
managers were more likely to bring about over-investment 
[6]. By exploring the degree of enterprises’ financing 
constraints, Mohamed et al (2014) argued that the influence 
of managerial overconfidence over business 
decision-making existed only in enterprises with greater 
financing constraints [7]. In recent years, Yu & Wang 
(2015), Qi et al (2015) and other Chinese scholars studied 
and examined the cognitive biased over-investment from 
the perspective of ‘causes of managerial overconfidence’, 
‘influence mechanism of overconfident managers over 
corporate over-investment’, and ‘the method of dampening 
the impact’, etc. They pointed out that corporate investment 
decisions require managers to weigh the pros and cons of 
future earnings and risks of investment. If overconfident 
managers blindly overestimate the accuracy in personal 
judgment of the effective information, the accumulated and 
potential risks might impose a great threat on the 
enterprises’ sustainable development [8] [9]. 

Regarding the studies of government intervention into 
the corporate investment decisions, some scholars had 
investigated the effectiveness of government intervention 
[10], policy risks that government intervention brings [11], 
and the investment decision-making under the influence of 
government intervention [12], etc. 

Liu et al (2015) studied the relationship among the 
systemic risk, policy intervention, and reverse investment, 
finding that when the policy risks brought by government 
intervention were relatively high or the market environment 
was not optimistic, risk-averse investors would choose to 
withdraw from the market. In the aspect of government 
intervention's influence on the enterprises’ investment 
efficiency, Xiang et al (2013) argued that, under the 
constraints of public governance goal, the scale of local 
fiscal deficit, GDP growth rate, and other government 
intervention motives might lead to the non-cyclical 
overcapacity[14] together with over-investment [13]. Bai et 
al (2014) and Tong et al (2016) pointed out that although 
the power rent-seeking of management for self-profits and 
the government intervention brought by policy burden 
would trigger over-investment, the mutual restriction effects 
existing between the government and the management 
could restrain the influence [15] [16]. Based on previous 
research, this paper will carry out an empirical research and 
analysis on the over-investment problem of the enterprises 
from the perspectives of government intervention and 
managerial overconfidence. 

Hypothesis 1: managerial overconfidence will trigger 
corporate over-investment. 

Mohamed et al. (2014) proposed that in corporate 
investment decisions, overconfident managers are highly 
susceptible to such ability indicators as personal preferences, 
high salary and cognitive deviation as well as other factors, 
and thus adopt over-investment and other irrational 

investment behaviors. As one of the most common 
psychological deviations, overconfidence will exert impact 
on corporate over-investment from multiple levels. On one 
hand, managers have great confidence in their enterprises, 
and thus they tend to take an overly optimistic attitude 
towards future earnings of the enterprises. In an overly 
confident and optimistic state of mind, the managers will 
judge that the future net cash flow can easily exceed the 
sum of financing cost and initial investment. Therefore, 
under the condition that the free cash flow is abundant, they 
will give priority to the quantity of investment projects 
rather than the quality of investment projects, and in terms 
of those investment projects that are not consistent with 
risk-bearing capacity of their enterprises, they will also not 
hesitate to invest. On the other hand, when the investment 
projects receive relatively considerable gains, overconfident 
managers will attribute the success to their ability to control 
the projects rather than the value of the projects themselves. 
In this way, overconfident managers will easily cause 
over-investment. 

Hypothesis 2a: the role of government intervention in 
promoting managerial overconfidence will increase 
corporate over-investment. 

Hypothesis 2b: the role of government intervention in 
inhibiting managerial overconfidence can alleviate 
corporate over-investment. 

The objects intervened by the government in different 
periods change along with their own conditions, economic 
contribution, property rights background and life cycle. At 
the beginning of the period, out of such two motives as 
public governance objectives and personal gains, the local 
government regards the company's past economic 
contribution as an important assessment indicator, and 
discriminate the object intervened by the government, but 
the economic functions of the local government is more 
than those of macroeconomic regulation and control, they 
also have the functions of market regulation. In order to 
realize fair competition, when the enterprise selected to be 
the intervened object encounters low investment efficiency, 
decreased economic contribution, depreciated enterprise 
value as well as a series of other problems, the local 
government will adopt a series of related policies to 
constrain managerial behaviors. As the objects intervened 
by the government, the enterprises are extremely easy to 
cause corporate over-investment due to government 
intervention and overconfident managers of enterprises, and 
corporate over-investment will lead to low investment 
efficiency, decreased economic contribution, depreciated 
enterprise value as well as a series of other problems. On 
the one hand, compared with the same industry or 
enterprises within the same region, the core competitiveness 
of such enterprises is reduced; On the other hand, it is hard 
for such enterprises to pass the inspection and acceptance of 
the government. As a result, they are unable to continuously 
get budget subsidy from the government. In order to avoid 
the occurrence of this situation, enterprises will balance 
between future earnings and investment risks within a 
period of time, and choose more rational investment 
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behaviors in order to maximize enterprise value and thus 
alleviate corporate over-investment. Figure 1 shows the 
analytical frame diagram of the impact of the role of 

government intervention in inhibiting managerial 
overconfidence on corporate over-investment. 

 

 
Figure 1. Impact of the role of government intervention in inhibiting managerial overconfidence on corporate over-investment. 

 
 

III. METHODOLOGY 
 
By using the expected investment model of Richardson 

(2006) for reference [17], this paper estimates the 
investment level of Chinese listed companies in the (t) year 
with the data in the (t-1) year so as to obtain the residual 
data of the model and the sample of over-investment (the 
residual value is positive). The specific model is described 
as follows. 

   

    tjijtjij
IndYearLevInv titi  1210    (1) 

 
Then this paper regards the residual value obtained from 

the above model as the explained variable that measures 
over-investment, and after controlling Tobin Q Value 
(Error! Reference source not found.), enterprise size 
(Error! Reference source not found.), asset-liability ratio 
(Error! Reference source not found.), cash holdings 
(Error! Reference source not found.), actual controller 
attribute (Error! Reference source not found.) and 
proportion of independent directors (Error! Reference 
source not found.), it tests the impact of managers' 
over-investment on over-investment. Among them, the 
regression model is shown as follows: 

 

    tjijjtjij
IndYearLevLQOptOI tititi  12210  

(2) 

 
Finally, this paper draws on the Tobin Q Model and 

Mohamed as well as other research models, by adding the 
interaction item of government intervention and 
overconfidence; it examines the internal mechanism that the 
interaction between the government and managers exerts 
impact on corporate over-investment. Among them, the 
regression model is shown as below: 

  

  



 tjijj

tjitjitjitjij

IndYearLevLQ
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titi

ti





154

3210 *
 

(3) 
 
The main explanatory variables of Model (2) and Model 

(3) include managerial overconfidence (Error! Reference 
source not found.), government intervention (Error! 
Reference source not found.) as well as the interaction 
item (Error! Reference source not found.) between 
managerial overconfidence and government intervention.  

Opti, t is our proxy of managerial overconfidence, this 
paper refers to Mohamed (2014) and other variable designs, 
and uses the change in shareholding quantity of the 
management and the proportion of executive pay as the 
proxy variables. When the proportion of the change in 
shareholding of the management exceeds 5% (including 5%) 
or the executive pay is higher than 40% (including 40%), 
we will define the status of managers as being 
overconfident. 
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GOVINi, t is our proxy of government intervention, the 
domestic scholars generally examine the extent of 
government intervention via marketization index[18][19] 
and motives of government intervention, including the 
growth rate of local GDP, financial deficit(Xiang et al, 
2013), unemployment rate (Zhang et al, 2014) as well as 
policy burdens (Bai et al, 2014). This paper refers to the 
Chinese Marketization Index (2011) compiled by Fan Gang, 
etc., and by adopting marketization indexes of all provinces, 
it measures the degree of China's government intervention, 
and conducts standardized treatment to it. 
 
 

IV. DATA DESCRIPTION 
 

The A-share listed enterprises from the year 2004 to 
2013 in Shanghai and Shenzhen are selected as the initial 
sample in this paper. And all the data are collected from 
GTA CSMAR database. After removing the ST and PT 
enterprises, financial enterprises, data-missing enterprises, 
and some outliers, a total of 6319 sample observations are 
obtained, including 636 Chinese listed enterprises. By 
predicting the investment model, 2637 sample observations 
of corporate over-investment are gained. Descriptive 
statistics of the main variables are shown in Table 1. 

 
TABLE 1. FULL SAMPLE: SUMMARY OF DESCRIPTIVE 

STATISTICS 

 
Average
（OI） 

Median 
(OI) 

Std.Dev 
(OI) 

Average 
(UI) 

Median 
(UI) 

Std.Dev 
(UI) 

OI/UI 0.106313 0.055848 0.15153 0.075423 0.055225 0.07911

GOVIN
1 

0.107693 0.106724 0.048348 0.106466 0.104822 0.050537

GOVIN
2 

2.136308 2.171337 0.337618 2.148711 2.193886 0.353988

GOVIN
3 

1.793232 1.974081 0.725828 1.822502 1.985131 0.741451

GOVIN
4 

1.488084 0.878533 2.122445 1.922246 1.026756 3.279803

OPT 0.561623 1.000000 0.496282 0.5956 1.000000 0.490842

OPTm 0.446341 0 0.497207 0.448398 0 0.497398

Q 1.97605 1.535555 1.447002 2.225089 1.656993 1.962833

LEV 0.568403 0.548614 0.424105 0.574304 0.536907 0.569079

CASH 0.187843 0.138824 0.177031 0.161995 0.133811 0.129415

Contl 0.635192 1.000000 0.481468 0.645573 1.000000 0.478404

X 0.354733 0.333333 0.056934 0.355029 0.333333 0.059829

AGE 3.960561 0 5.743767 4.030418 0 5.805097

SIZE 9.534073 9.473735 0.555214 9.423496 9.394105 0.547847

N 2637 2637 2637 3682 3682 3682 

 
As can be seen in table 1, the average investment 

expenditure value of overinvestment enterprises (0.1063) 
outweighs that of insufficient investment enterprises 
(0.0754), further illustrating that the Richardson (2006) 
residual model adopted in this paper has certain rationality.  

 
 

V. EMPIRICAL RESULTS 
 
Table 2 shows the influence of managerial over- 

confidence on corporate overinvestment. It can be seen that 
there is a positive correlation between the proxy variable of 
managerial overconfidence and corporate overinvestment 
(remarkable at the 10% level). It demonstrates that 
managers with the mentality of overconfidence 
overestimate the enterprise’s future net cash flow and invest 
in projects with net present value less than zero under the 
circumstance of ample free cash flow. On the other hand, 
the imperfect pre-assessment of enterprise project 
investment risk makes it easy for overconfident managers to 
attribute a higher expected return to their ability to control 
the project rather than the value of the investment projects 
themselves. As a result, large amounts of money are 
invested in projects that don’t correspond to the capital 
supply capacity of enterprise and lead to overinvestment. 
Thus, H1 is validated. 

 
TABLE 2. OLS REGRESSION OF MANAGERIAL 

OVERCONFIDENCE ON CORPORATE OVERINVESTMENT 

 Constant OPT Q LEV CASH CONTL Adj.R2

OI -0.194** 0.01* 0.007*** 0.065*** 0.032 0.027***
0.05 

 （-1.99） (1.82) (2.60) (4.62) (1.61) (3.34) 

***, ** and * denote that results are significant at the 1%, 5% and 
10% level 

Table 3 lists the influence of interaction between 
government intervention and managerial overconfidence on 
corporate over-investment. It can be seen that there is a 
striking positive correlation between government 
intervention and overinvestment. Meanwhile, a striking 
positive correlation can be found between managerial 
overconfidence and corporate over-investment. While, there 
is a striking negative correlation between the interaction of 
government intervention and managerial overconfidence 
and enterprise overinvestment.  

This suggests that although both government 
intervention out of political purposes and local officials’ 
private interests and managerial overconfidence due to the 
uncertainty of underestimating investment risk and 
overestimating personal ability to control investment 
projects can bring over-investment, the inhibitory effect of 
government intervention on managerial overconfidence, on 
the contrary, can help ease corporate overinvestment. It also 
shows that initially for the purpose of public governance 
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and private interest and other objectives, local government 
identifies its intervention target based on assessment 
indicators like enterprise’s previous economic contribution 
degree. However, when a series of problems such as low 
investment efficiency, reduced economic contribution 
degree, and eroded enterprise value appear in the chosen 
intervention enterprise due to overinvestment, in order to 
realize fair competition among different enterprises in the 
same field, local government tend to adopt a range of 
relevant policies and supporting tools to constrain 
manager’s behavior. In such a way, after passing the 
performance appraisal and government acceptance, only 
those enterprises with outcomes and performances have 
access to the corresponding subsidy. 

For the sake of achieving comparative advantage in 
competitions within the same region and the same industry, 
enterprise managers will balance the future earnings and 
investment risks over a period of time. Also, they will make 
a more rational investment decision so as to maximize the 
enterprise value and relieve overinvestment thereby. Thus, 
H2b is validated. 

 
TABLE 3. OLS REGRESSION OF INTERACTION BETWEEN 

GOVERNMENT INTERVENTION AND MANAGERIAL 
OVERCONFIDENCE ON CORPORATE OVERINVESTMENT 

 GPVIN1 GOVIN2 GOVIN3

Constant -0.298***（-2.96） -0.087（-0.85） -0.153（-1.56） 

OPT 0.054*(1.92) 0.072**(2.10) 0.038**(2.49)
GOVIN 0.871***(4.18) 0.075***(5.01) 0.031***(5.21)

OPT*GOVIN -0.467*（-1.87） -0.036**（-2.23） -0.022***（-2.85）
Q 0.007**(2.39) 0.007**(2.42) 0.007**(2.39)

LEV 0.059***(4.19) 0.06***(4.26) 0.058***(4.10)
CASH 0.039**(1.97) 0.042**(2.12) 0.038*(1.93)

CONTL 0.027***(3.34) 0.027***(3.40) 0.026***(3.29)
X -0.045（-0.76） -0.043（-0.72） -0.043（-0.72）

AGE 0.004***(5.33) 0.004***(5.38) 0.004***(5.25)
SIZE 0.019***(2.96) 0.021***(3.28) 0.02***(3.12)

Adj.R2 0.055 0.058 0.059
N 2637 2637 2637

***, ** and * denote that results are significant at the 1%, 5% and 
10% level 

By using the research of Bai et al. (2014) as reference, 
policy burden is taken as the proxy variable of government 
intervention in the empirical analysis in this paper. By 
establishing optimal capital intensive model, the absolute 
value of the model residual value is viewed as the value of 
the policy burden. The results obtained are similar to those 
in Table 3, which indicates that the empirical test results in 
this paper are robust. 

 
 

VI. CONCLUSION 
 

Endorsing the behavioral corporate finance theory, this 
paper mainly studied the influence mechanism of corporate 
investment efficiency. The A-share listed enterprises from 
the year 2004 to 2013 in Shanghai and Shenzhen are 
selected as analysis samples to test the main opposing 
hypothesis. Test results indicate that although managerial 

overconfidence might bring over-investment, the inhibitory 
effect of government intervention on managerial 
overconfidence can also play a certain role in mitigating 
corporate over-investment. Such a result not only provides a 
theoretical basis for the necessity and effectiveness of 
enterprise intervention policy formulated by local 
government, but also offers an academic reference for 
further improvement of corporate investment efficiency. 
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