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Abstract

This study aims to analyze the impact of financial reporting quality on the investment efficiency of a company. The
study uses 994 observations from companies listed on the Indonesia Stock Exchange (IDX) in three periods from 2013
to 2015. The findings suggest that higher financial reporting quality has a positive and significant relationship with
investment efficiency. Furthermore, the tests were conducted on groups of companies experiencing underinvestment
and overinvestment. It was found that higher financial reporting quality had a negative and significant relationship
with companies experiencing overinvestment. The findings provide implications for investors in assessing investment

management carried out by company.
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1. Introduction

Quality financial reporting contributes to the com-
pany’s increasing performance (Martinez-Ferrero
2014; Lopes, Cerqueira & Brandao 2012). In gen-
eral, higher financial reporting quality has a positive
influence on company performance. Furthermore,
recent research has examined the contribution of
financial reporting quality in the context of com-
pany investment efficiency. Ideally, there should
be no asymmetric information between managers
and investors to optimize investment in profitable
projects, such as investments with a positive net
present value (NPV), and avoid unfavorable invest-
ment projects.

However, in practice, information asymmetry often
arises between investors and managers. Investors
may not be fully informed about activities carried
out by managers, and this will hinder the company’s

*Corresponding Address: Jin. Airlangga No. 4-6, Airlangga,
Gubeng, Surabaya, Jawa Timur 60115, Indonesia. Email:
harymawan.iman@feb.unair.ac.id.

investment project to reach its full potential. Under-
investment problems occur when companies face
financing constraints that cause managers to forgo
profitable investment projects (Myers & Majluf 1984;
Fazzari, Hubbard & Petersen 1988). Conversely,
overinvestment occurs when a company has suffi-
cient funding sources, but its managers fail to opt
for the optimal investment project. They tend to se-
lect investment projects that bring short-term profits
and have a negative NPV. This action is usually
taken to increase personal wealth (Jensen 1986;
Stein 2003; Hope & Thomas 2008).

Higher financial reporting quality may lead to in-
vestment efficiency, as it reduces information asym-
metry between managers and investors, thereby
potentially lowering the company’s capital costs
and preventing underinvestment problems. Further-
more, higher financial reporting quality may prevent
managers from taking opportunistic actions to favor
investment projects that do not benefit the company
(overinvestment) (Biddle, Hilary & Verdi 2009). This
is because investors have more accurate informa-
tion, enabling them to monitor managers’ activities,
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especially those related to investment decisions
(Ahmed & Duellman 2007).

A major financial crisis hit Indonesia in 1998, and
it led the government to initiate a reporting and
disclosure guidance issued by the Indonesian Capi-
tal Market Regulatory Body (the BAPEPAM 2002)
(Siagian, Siregar & Rahadian 2013). Since then,
financial reporting quality has become a main con-
cern and compliance with the guidance has been
made mandatory. Research has found that the
value relevance of accounting information has in-
creased and earnings management has decreased
since the implementation of the International Finan-
cial Reporting Standards (IFRS) in Indonesia under
Indonesia financial accounting standards (PSAK)
(Arum 2013). However, as legislation is often as-
sociated with overt political interests, it raises con-
cerns that regulations made by the government
will hinder the efficiency of IFRS implementation
in Indonesia. Nonetheless, it was found that the
implementation of IFRS in Indonesia improved the
quality of financial reporting. According to Gomariz
& Ballesta (2014), financial reporting quality can
mitigate the problem of investment inefficiency.

According to Al'Alam & Firmansyah (2019), invest-
ment is one of the crucial determinants for eco-
nomic growth in developing countries, including In-
donesia. Thus, investment efficiency is necessary
to identify how well a company will invest its as-
sets, and it indirectly influences the performance
of the company (Chen, Sung & Yang 2017). How-
ever, Indonesia still lags behind in terms of investor
protection rights compared with developed coun-
tries (Arum 2013). Therefore, within the context
of Indonesia, this study aims to examine the as-
sociation between financial reporting quality and
investment efficiency in Indonesian companies.

Previous research suggests that financial report-
ing quality could enhance investment efficiency, but
this finding was based on a sample of private firms
(Chen et al. 2011). Further, previous study mostly
examined the effect of financial reporting quality
in overinvestment and underinvestment companies
in a developed country, such as a study by Biddle,

Hilary & Verdi (2009). By contrast, this current study
drew on a sample of Indonesian public firms subject
to public attention and scrutiny because information
presented in the financial reports is essential for
investors and stakeholders for their decision mak-
ing (Barton & Waymire 2004). Further, this current
study used a sample of public firms in Indonesia,
an emerging country with weak enforcement of in-
vestor protection rights compared with developed
countries (Arum 2013).

Therefore, this study aims to analyze how finan-
cial reporting quality contributes to the compa-
nies’ investment efficiency in the context of pub-
lic firms in an emerging country, with reference to
Indonesia. Moreover, this study examines the as-
sociation between financial reporting quality and
companies which experienced overinvestment and
underinvestment. This study hypothesizes that com-
panies with higher reporting quality will be able to
improve their investment efficiency. The findings
from this research are expected to extend the lit-
erature on financial reporting quality. Furthermore,
on a more practical level, the findings are also ex-
pected to inform investors in assessing investment
management carried out by managers to allow im-
proved monitoring of investment activities and poli-
cies taken by managers.

This paper is organized as follows. Section 2 dis-
cusses the literature review while Section 3 de-
scribes the research methodology. Results are dis-
cussed in Section 4 and conclusion is presented in
Section 5.

2. Literature Review

2.1. Grand Theory
2.1.1. Agency Theory

The separation between company owners and com-
pany management will lead to a relationship that is
commonly referred to as agency theory. According
to Anthony & Govindarajan (2005), agency theory
is a theory that explains the relationship between
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company owners (principal) and company manage-
ment (agent). An agency relationship arises when
one or more parties employ another party, where
the employer is called the principal, and the party
employed is called the agent.

Agency theory argues that each individual only fo-
cuses on their interests, thus creating a conflict of
interest between the principal and the agent. This
can lead to managers’ tendency to focus on projects
and investment companies that generate high re-
turns in the short term rather than maximize share-
holder welfare by investing in profitable projects in
the long term. The difference in interests between
the principal and the agent will also incur costs,
namely, agency costs. Agency costs are costs in-
curred by the principal to ensure that the agent
(manager) acts in the principal’'s best interest, for
example, in return for a percentage of profits in the
form of bonuses or other costs incurred by agency
problems.

2.1.2. Information Asymmetry

According to Eisenhardt (1989), agency theory is
based on several assumptions, including informa-
tion asymmetry. Information asymmetry is an im-
balance of information between the principal and
the agent. The principal should receive comprehen-
sive information to be able to assess the agent’s
performance and make decisions. In reality, the in-
formation is often not presented thoroughly by the
agent, so the principal cannot evaluate the agent’s
performance in managing the company and the in-
formation lacks relevance as a basis for decision
making.

This information asymmetry can cause problems
due to the principal’s difficulty in overseeing the ac-
tions taken by the agent. Jensen & Meckling (1976)
explain these two problems, i.e., moral hazard and
adverse selection. Moral hazard problems arise
when the agent can take actions that are unknown
to the principal. A moral hazard condition occurs
when the managers’ activities are beyond the moni-
toring of the principal. Managers tend to act oppor-

tunistically to increase their wealth. They are likely
to overinvest in low-value investment projects. This
can happen because investors are not aware of the
activities carried out by the manager, and therefore,
managers can violate the ethical codes and harm
the investors (Lambert, Leuz & Verrecchia 2007;
Biddle, Hilary & Verdi 2009).

Adverse selection problems occur when the agent
who manages the company has complete informa-
tion about the prospects and conditions of the com-
pany while the principal does not because the in-
formation that should reach the investors is not
fully conveyed. On the other hand, investors can
increase the cost of capital to get a substantial
return. High capital costs and insufficient internal
funds lead to managers’ reduced interest in exter-
nal funding, causing managers to miss investment
opportunities in positive NPV value projects, and in
turn resulting in companies experiencing underin-
vestment (Myers & Maijluf 1984).

2.2. Hypothesis Development

Based on the agency theory, there are various
mechanisms to reduce information asymmetry and
information risks. It can be done by enabling higher
supervision of managerial activities to avoid op-
portunistic managerial behaviors, such as financial
reporting quality and disclosure. A series of stud-
ies have been conducted to assess the impact of
financial reporting quality on investment efficiency
including Bushman & Smith (2001), Healy & Palepu
(2001), and Hope & Thomas (2008).

Higher financial reporting quality forces managers
to be more responsible because higher monitor-
ing can reduce adverse selection and moral haz-
ards caused by information asymmetry. Therefore,
higher financial reporting quality can make invest-
ment decisions more efficient. Previous studies, in-
cluding Bushman & Smith (2001,2003), Lambert
(2001), Sloan (2001), and Ahmed & Duelleman
(2007,2011) have found empirical evidence that
higher financial reporting quality contributes to in-
creased monitoring of managerial activities. Thus,
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it can reduce managers’ opportunity to commit to
overinvestment projects that are detrimental to the
interests of the investors caused by a moral hazard
(Biddle & Hilary 2006; McNichols & Stubben 2008).

Higher financial reporting quality can also reduce
the level of information risk that investors can-
not identify to mitigate adverse selection and cap-
ital costs. Higher financial reporting quality can
attract fund providers to provide funding to com-
panies, thereby reducing underinvestment poten-
tial (Easley & O’hara 2004; Handayani, Siregar
& Tresnaningsih 2016). High quality financial re-
porting will help overinvestment-companies miti-
gate their investment levels and underinvestment-
companies attract more investments. Based on the
findings of previous studies, the following hypothe-
ses are proposed:

H1: Financial reporting quality has a positive
relationship with investment efficiency.

H2a: Financial reporting quality has a negative
relationship with overinvestment.

H2b: Financial reporting quality has a negative
relationship with underinvestment.

3. Method

3.1. Sample and Data Sources

The capital market in Indonesia has existed since
the Dutch colonial era in 1912 in what is formerly
known as Batavia. However, due to various obsta-
cles such as World War | and World War I, several
activities in Indonesian capital market were halted.
After Indonesia’s independence in 1945, the Gov-
ernment of the Republic of Indonesia resumed the
capital market in 1977, and a few years later the
capital market experienced growth as a result of
the various incentives and regulations issued by
the government. In 2020, there are 712 companies
listed on the Indonesia Stock Exchange (IDX).

The initial sample in this study consisted of all com-
panies listed on IDX. The sample period in this
study is between 2013 and 2015 because this study
assumes the effect of the three-year period after

the intial implementation of IFRS in Indonesia. Ac-
cording to Cahyonowati & Ratmono (2012), the im-
plementation of IFRS in Indonesia started on 1st
January 2012, and its implementation has since
enhanced the quality of financial reporting (Arum
2013). Data in this study were obtained through
company financial reports and ORBIS' databases.
A total of 1,520 observations were initially collected.
Next, two sample selection criteria we applied. First,
companies included in the financial, insurance, and
real estate industries (SIC 6)? were excluded be-
cause they had 417 different financial reports. Sec-
ond, observations with missing data in any of the
variables in this study, amounting to 109 observa-
tions, were also excluded. After the sample selec-
tion criteria were applied, the remaining 994 obser-
vations were used as the primary sample in this
study.

3.2. Estimation Method

Investment efficiency is the dependent variable in
this study. Investment efficiency was measured
based on the research model proposed by Biddle,
Hilary & Verdi (2009) and Chen et al. (2011). Fur-
thermore, an estimation of a regression and resid-
ual values was carried out. The regression model
is as follows:

Investment;; = [+ f1RevGrowth;
+B2NEG; 41
+BsNEG = Revi¢ 1 + e (1)

Investment is the difference between the company’s
tangible assets and intangible assets in year t com-
pared to year t — 1 divided by lagged total assets.
The measurement using t — 1 (growth from previ-
ous year) is sufficient and optimum (Chen et al.

TORBIS is a global database equipped with advanced search
and analysis software providing information on over 20 million
companies.

2SIC stands for Standard Industrial Classification to classify
companies based on their industry area. In this study companies
in SIC 6 were excluded, which means companies in Finance,
Insurance, and Real Estate industries were not included in the
sample.
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2011). RevGrowth is the annual income growth rate
for the company i in year t — 1. The NEG indicator
variable takes the value of one for negative income
growth and zero for the opposite. A positive residual
value indicates that the company is experiencing
overinvestment, while a negative value indicates
that it is experiencing underinvestment.

Investment efficiency is obtained by multiplying
the absolute residual value by -1. The purpose of
making the residual value into an absolute value is
to avoid bias interpretation of overinvestment and
underinvestment value. Without an absolute value,
the result will implicitly show that underinvestment
is bigger than overinvestment while the actual re-
sult might be otherwise (Chen et al. 2011). Further-
more, the purpose of multiplying the value by -1 is
to make the interpretation of the regression results
easier. If the result is positive, it indicates that fi-
nancial reporting quality enhances the investment
efficiency, and vice versa.

Financial reporting quality (FRQ) is an independent
variable in this study. FRQ was measured using
accrual quality and income smoothing. The accrual
quality used is Dechow & Dichev’s (2002) model
approach, which has been widely used in previous
research (e.g., Francis et al. 2005; Biddle, Hilary &
Verdi 2009; Chen et al. 2011), and it was modified
and supplemented by fundamental variables from
Jones’ (1991) model, as proposed by McNichols
(2002). In order to obtain the accrual quality value,
the following regression was conducted, and the
residual value is our point of interest.

WCA;; = Bo+ B1CFOi 1+ B2CFO;
+530Foi’t+1 + 64AR€Vi7t
+B5PPE; ; + ¢ (2)

WCA is the difference between current assets
and current liabilities, derived by substracting
amortization and depreciation from the sum of
cash and cash equivalent. CFO is operating cash
flows, and ARev is the difference in income, while
PPE is a category of land, buildings, and equip-
ment. All variables were divided by lagged total

assets to prevent heteroscedasticity. The residual
value illustrates each observation’s earnings quality,
whereby the higher the residual value of accrual
quality implies the lower the earnings quality, which
causes low quality of financial reporting. The resid-
ual value was then made into an absolute value
and multiplied by -1 to make an easier interpreta-
tion. Thus, the higher the residual value of accrual
quality, the better the company’s earnings quality,
which implies the higher quality of financial report-
ing.

Furthermore, income smoothing was used as
another indicator for measuring financial report-
ing quality in this study, because based on pre-
vious research, higher quality of financial report-
ing is also indicated by lower income smoothing
practiced by the company (Zarowin 2002). Income
smoothing (SMOQTH) in this study is operational-
ized as that in previous studies by Bhattacharya
& Daouk (2002), Leuz, Nanda & Wysocki (2003),
and Francis et al. (2005), which measured income
smoothing using a standard deviation ratio of net
income (dNEI) compared to the operating cash flow
standard deviation (6OCF).

ONEI

(3)

According to Zarowin (2002), a smaller value of
SNEL indicates that the company is practicing
income smoothing. The higher the SMOOTH value
is, the lower the probability that the company is
practicing income smoothing. It indicates that the
financial reporting quality becomes higher because
the reported earnings are more accurate as a

source of information in decision making.

This study employed the ordinary least square
(OLS) regression model. Furthermore, this study
used a regression model with Petersen’s (2009)
cluster approach by grouping companies by
industry and year. We controlled the year fixed
effect and industry fixed effects to obtain a robust
result and controlled differences in economic con-
ditions and industrial characteristics. In examining
the relationship between financial reporting quality
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(FRQ) and investment efficiency (INVEF), the used
regression model is as follows:
= a+ /FRQ;; + B2AGE;
+53S1ZE; ; + B4TANG; ¢
+85LEVit + BsROA; ¢
+587FCF; s + BsLOSS; ¢
+YEAR; + INDUSTRY
+eit (4)

INVEF;;

The control variables used are based on previous
research (i.e. Nor, Nawawi & Salin 2017; Lai &
Liu 2018; Houcine 2017; Habib & Hasan 2017;
Elaoud & Jarboui 2017; Oh 2017; Samet & Jarboui,
2017). They are company age (AGE), company size
(SIZE), tangibility (TANG), debt ratio (LEV), return
on assets (ROA), free cash flow (FCF), and loss
(LOSS).

This study also examined the relationship between
financial reporting quality (FRQ) and overinvest-
ment (OVER) and underinvestment (UNDER). Ac-
cordingly, the following regression models below
were used:
OVERiyt = o+ ﬂlFRQi’t + ﬁQAGEj’t

+53SIZE;  + B4 TANG; 4

+55LEVi+ + Bs6ROA; ¢

+57;FCF; ¢ + BsLOSS; ¢

+YEAR,; ; + INDUSTRY ¢

+Eit (5)

UNDER;; = a+ 5 FRQ + f2AGE;,
+33SIZE; ; + B4 TANG
+5LEV; + B6ROA;
+537FCF; , + BsLOSS; 4
+YEAR,; ; + INDUSTRY

+€it (6)

Table 1 provides a summary of variable used in this
research.

4. Result

4.1. Descriptive Statistics and
Univariate Analysis

Table 2 presents the distribution of the samples
based on industrial groups. Of 994 observations,
798 observations were overinvestment compa-
nies and 196 observations were underinvestment
companies. In Table 2, the companies that expe-
rienced the most overinvestment and underinvest-
ment were those in the manufacturing sector (SIC
2).

Table 3 provides the descriptive statistics of
the sampled companies. The dependent variable,
investment efficiency (INVEF), had an average
value of -0.481. The independent variable, financial
reporting quality (FRQ), measured using accrual
quality (ACCQ) and income smoothing (SMOOTH)
had an average value of 0.117 and 1.510, respec-
tively. As for the control variables, company age
level (AGE) and firm size (SIZE), had an average
value of 3-.971 and 21.571, respectively, tangibil-
ity (TANG) and leverage (LEV) had an average of
52.4% and 55.1%, respectively, while ROA had an
average value of 0.072.

Table 4 shows the results of the Pearson correla-
tion test. The correlation between investment effi-
ciency variables (INVEF) and financial reporting
quality, measured using accrual quality (ACCQ)
and income smoothing (SMOOTH), showed posi-
tive and significant results. It means that companies
with higher reporting quality had increased invest-
ment efficiency. The control variable company age
(AGE) was positively but not significantly correlated
with the INVEF variable. Furthermore, firm size
(SIZE) and return on assets (ROA) were positively
and significantly correlated with a significance level
of 10% and 1%, respectively. These results proved
that ROA and company size play an essential role
in increasing company investment efficiency.

Meanwhile, the control variables tangible assets of
the company (TANG), leverage (LEV), free cash
flow (FCF), losses suffered by the company (LOSS)
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Table 1. Variable Definition

Variables Measurement Data Sources
Investment The difference between the company’s tangible assets and intangible assets in yeart ORBIS
compared to year t-1 divided by lagged total assets (Biddle and Chen’s model)
INVEF Investment efficiency, the residual value of the investment model, absoluted and multiplied ~ ORBIS
by -1
OVER Overinvestment, positive residual value from the investment model ORBIS
UNDER Underinvestment, negative residual value from the investment model multiplied by -1 ORBIS
ACCQ Accrual Quality from Dechow and Dichev’s model ORBIS & Financial Report
SMOOQOTH  Income smoothing using Francis and Zarowin’s model ORBIS
AGE Company’s age (year) ORBIS
SIZE Natural logarithm over total company assets ORBIS
TANG The company’s tangible assets divided by the company’s total assets ORBIS
LEV Total debt divided by total assets of the company ORBIS
ROA Company profit (EBIT) divided by total assets of the company ORBIS
FCF Free cash flow, a dummy variable where a value of 1 represents a company that had free  ORBIS & Financial Report
cash flow above the average sample value, and a value of 0 for a company below the
average value
LOSS A dummy variable where a value of 1 represents a company that had a loss assessed by ORBIS

a negative operating income and a value of 0 for a company that did not experience a loss

Table 2. Sample Distribution by Industry free cash flow, and losses experienced by the com-

pany can hinder investment efficiency.

Company Experiencing Total
SIC  Underinvestment  Overinvestment
N Y% N % N Y%

30 75.00 10
115 79.86 29
229 83.27 46
169 86.22 27

25.00 40 100
20.14 144 100
16.73 275 100
13.78 196 100

4.2. Estimation Results

Table 5 shows the results of the OLS estimation.

ONOTAWN = O
(o]
©

68.28 46 31.72 145 100 .
78 8298 16 1702 94 100 The vglue of r2 shows that.the regression mpdel can
65 8228 14 17.72 79 100 explain 14.9% of the relationship between indepen-
13 61.90 8 3810 21 100 . . . .
nt an ndent variables. Financial reportin
Total 798 8028 196 1972 994 100 dent and dependent variables. Financial reporting

quality measured using accrual quality (ACCQ) had
a coefficient of 0.311 (t = 2.11), showing positive
results and a 5% significance level on investment
efficiency. Similarly, financial reporting quality mea-
sured using income smoothing (SMOOTH) had a

Note: This table displays the sample distribution of companies
listed on the IDX in 2013-2015 based on industry
classification

Table 3. Descriptive Statistics

Variables _ Average Median _Minimum _Maximum coefficient of 0.014 (t = 1.84), showing positive re-
INVEF 0481 -0.122 -2.158 -0.000 o) i i .

ACCQ 0117  0.078 0.001 0.997 sults and a 10% significance level on investment
SI\GAOOTH 1.510  0.580 0.016 24.813 efficiency. This means that for every 1 point FRQ
AGE 30.971  29.000 5.000  113.000 . .

SIZE 51571 21523 17774 25179 increase, INVEF increases by 0.311 and 0.014, re-
TANG 0.524 0.528 0.042 0.947 spectively. The results show that higher financial
LEV 0.551 0.511 0.065 2.925 ; . .~

ROA 0072 0067 0.226 0.505 reportlhg quality increases the fefflmency of g com-
FCF 0.406  0.000 0.000 1.000 pany’s investment. Hence, the first hypothesis (H1)
LOSS 0.259  0.000 0.000 1.000

Note: This table shows the descriptive statistics for all the
variables used in this study in their original values

had a negative and significant correlation to the
company’s investment efficiency (INVEF), with a sig-
nificance level of 1%, 1%, 5%, and 1%, respectively.
These results proved that tangible assets, leverage,

is supported.

Two control variables, namely SIZE and ROA
showed a positive and significant relationship with
investment efficiency, both when FRQ is measured
using ACCQ and SMOOQOTH, Conversely, TANG,
LEV, FCF, and LOSS had negative and significant
relationships with investment efficiency.
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Table 4. Pearson Correlation Test
Variables (1) (2) (3) (4) (5) (6) (7) (8) 9) (10)
1) INVEF 1,000
(2) ACCQ 0.109*** 1.000
(0.001)
(3) SMOOTH 0.128*** 0.076™* 1.000
(0.000)  (0.017)
(4) AGE 0.036 -0.095"** 0.018 1.000
(0.260)  (0.003)  (0.565)
(5) SIZE 0.060* 0.083** -0.019 -0.053* 1.000
(0.060)  (0.009)  (0.547)  (0.094)
(6) TANG -0.166™** -0.020 -0.182*** 0.088***  0.182*** 1.000
(0.000) (0.536) (0.000) (0.005)  (0.000)
(7) LEV -0.105***  -0.279***  -0.240*** -0.018 0.040 0.051 1.000
(0.001) (0.000) (0.000) (0.573)  (0.210) (0.111)
(8) ROA 0.287*** 0.075** 0.061* -0.105*** 0.121*** -0.248"** -0.235*** 1.000
(0.000)  (0.017)  (0.053)  (0.001)  (0.000)  (0.000)  (0.000)
(9) FCF -0.064** -0.042  -0.095*** 0.114***  0.213"* 0.409*** 0.056* 0.070** 1.000
(0.043)  (0.184)  (0.003)  (0.000)  (0.000)  (0.000)  (0.075)  (0.027)
(10) LOSS -0.275**  -0.162***  -0.167*** 0.043 -0.063* 0.238*** 0.292***  -0.563*** 0.068™ 1.000
(0.000)  (0.000)  (0.000)  (0.180)  (0.048)  (0.000)  (0.000)  (0.000) (0.032)

Note: This table displays the Pearson correlation test results from 994 observations on listed companies on IDX in 2013-2015 with

p-values in parentheses and (*), (**) and (***) represent 10%,

Table 5. OLS Estimation Result

Prediction
Variables of INVEF
Direction ACCQ SMOOTH
FRQ + 0.311**(2.11) 0.014*(1.84)
AGE + 0.002*(1.91) 0.002(1.62)
SIZE + 0.029**(2.43) 0.031***(2.59)
TANG -0.235**(-2.42) -0.196**(-2.03)
LEV - -0.005(-0.08) -0.010(-0.16)
ROA + 1.034***(4.00) 1.053***(4.10)
FCF - -0.082*(-1.85) -0.083*(-1.88)
LOSS -0.164***(-2.83)  -0.164***(-2.80)
_cons -0.944***(-3.42)  -1.047***(-3.83)
Dummy:
Year Included Included
Industry Included Included
r2 0.149 0.149
N 994 994

Note: This table presents the results of multiple linear
regression of companies registered on IDX in 2013—
2015, with p-values in parentheses and (*), (**) and (***)
represent 10%, 5% and 1% significance levels,
respectively.

Further regression analysis was conducted to test
whether there was an influence of financial report-
ing quality with on less-than-optimum investment.
Accordingly, regressions were conducted on groups
of underinvestment companies and overinvestment
companies separately. Table 6 shows the estimation
results of the companies that experienced overin-
vestment. It shows that FRQ measured using ac-

5% and 1% significance levels, respectively.

crual quality (ACCQ) was negatively and signifi-
cantly related to overinvestment (OVER). However,
financial reporting quality measured by using in-
come smoothing (SMOOTH) was negatively and
insignificantly related to overinvestment. The esti-
mated coefficient of ACCQ on OVER had a value
of -0.637 (t = -4.90) and a significance level of 1%.
This indicates that the quality of financial reporting
is negatively and significantly related to overinvest-
ment, thus supporting the second hypothesis (H2a).
In other words, the better the quality of the finan-
cial reporting is, the lower the possibility of overin-
vestment problems. Further, the r2 value showed
that the model using FRQ measured by ACCQ and
SMOOTH can explain the variation of dependent
variable by 35.1% and 18.8%, respectively, with 196
samples.

Table 7 presents the results of the regression tests
on the underinvestment companies. The results
show that financial reporting quality measured us-
ing accrual quality (ACCQ) and income smoothing
(SMOOTH) were negatively but not significantly re-
lated to underinvestment (UNDER). These results
do not support the third hypothesis (H2b) and show
that higher financial reporting quality cannot reduce
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Table 6. OLS Estimation Result for Companies
Experiencing Overinvestment

Prediction
Variables of OVER
Direction ACCQ SMOOTH
FRQ - -0.637***(-4.90) -0.008(-0.74)
AGE - -0.001(-0.42) 0.001(0.48)
SIZE - -0.007(-0.72) -0.018(-1.36)
TANG + 0.220*(1.90) 0.105(0.82)
LEV -0.095(-0.71) -0.042(-0.32)
ROA - -0.602**(-2.25)  -0.720**(-2.31)
FCF + 0.052(1.13) 0.052(0.90)
LOSS -0.052(-0.84) -0.002(-0.03)
_cons 0.331(1.23) 0.847**(2.43)
Dummy:
Year Included Included
Industry Included Included
r2 0.351 0.188
N 196 196

Note: This table presents the results of multiple linear
regression of companies registered on IDX in 2013—
2015, with p-values in parentheses and (*), (**) and (***)

represents 10%,

respectively.

5% and 1% significance levels,

underinvestment problems experienced by compa-
nies. Further, the r2 value showed that the model us-
ing FRQ measured by ACCQ and SMOOTH can ex-
plain the variation of dependent variable by 16.1%

and 16% respectively, with 798 samples.

Table 7. OLS Estimation Result for Companies
Experiencing Underinvestment

Prediction
Variables of UNDER
Direction ACCQ SMOOTH
FRQ - -0.364(-1.62) -0.013(-1.37)
AGE - -0.001(-1.06) -0.001(-0.89)
SIZE - -0.025*(-1.77) -0.028**(-1.98)
TANG + 0.417***(3.57) 0.380**%(3.27)
LEV - -0.008(-0.12) 0.004(0.07)
ROA -0.926***(-3.20)  -0.921***(-3.22)
FCF + 0.044(0.86) 0.050(0.96)
LOSS + 0.162**(2.48) 0.163*%(2.49)
_cons 0.842***(2.62) 0.943**%(2.98)
Dummy:
Year Included Included
Industry Included Included
r2 0.161 0.16
N 798 798

Note: This table presents the results of multiple linear
regression of companies registered on IDX in 2013—
2015, with p-values in parentheses and (*), (**) and (***)
represents 10%, 5% and 1% significance levels,

respectively.

5. Conclusion

This study found that higher financial reporting
quality was positively and significantly related to
investment efficiency. Higher financial reporting
quality was found to increase a company’s invest-
ment efficiency (reaching an optimal point) by re-
ducing asymmetric information between managers
and investors so that investors can have accurate
and comprehensive information about the company.
Consequently, investors will be able to better moni-
tor the activities of managers. This, in turn, can pre-
vent investment decisions that can harm the com-
pany. The results of this study are consistent with
findings from research conducted by Biddle, Hilary
& Verdi (2009), Chen et al. (2011), and Gomaris &
Balesta (2013).

This study also found that higher financial
reporting quality could reduce overinvestment
problems but failed to reduce underinvest-
ment problems. Higher financial reporting qual-
ity can reduce overinvestment problems caused
by asymmetric information, allowing companies to
avoid opportunistic managerial actions (moral haz-
ard) in selecting investments that have a negative
NPV. However, higher financial reporting quality
cannot attract investors because the decrease in
capital costs will reduce the level of return that in-
vestors receive. In other words, higher reporting
quality cannot solve a company’s underinvestment
problem. The results from this study confirm and
support earlier findings from the research con-
ducted by Gomaris & Balesta (2013) and Butar
(2015).

The findings from this study provide insights
and knowledge about the importance of finan-
cial reporting quality for companies; thus, man-
agers should avoid any inappropriate investment
decision by investors that might harm the com-
pany. Investors should always take an important
role in monitoring managers’ investment activities
and policies. They should also be aware that in-
vestment efficiency will also benefit them, so they
should make prudent decision-making based on
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the information presented in the financial report.

Furthermore, the findings may also be of interest
to policymakers so that they can enforce the
standards and oversee financial reporting quality of
companies to reduce any information asymmetry
between the company and the public.

The findings reported here are also expected to
extend the literature on financial reporting quality
and investment efficiency in the context of pub-
lic firms in an emerging country. Further research
could usefully explore other criteria and the quality
of accruals and income smoothing in measuring fi-
nancial reporting quality and its effect on investment
efficiency to provide further insights into financial
reporting quality.

References

[1] Ahmed, A & Duellman, S 2007, ‘Evidence on the role of
accounting conservatism in corporate governance’, Journal
of Accounting and Economics, vol. 43, no. 2-3, pp. 411-437.
doi: https://doi.org/10.1016/j.jacceco.2007.01.005.
Ahmed, AS & Duellman, S 2011, ‘Evidence on the
role of accounting conservatism in monitoring managers’
investment decisions’, Accounting & Finance, vol. 51,
no. 3, pp. 609-633. doi: https://doi.org/10.1111/j.1467-
629X.2010.00369.x.

Al'Alam, MPA & Firmansyah, A 2019, ‘The effect of finan-

cial reporting quality, debt maturity, political connection,

and corporate governance on investment efficiency: Evi-
dence from Indonesia’, International Journal of Innovation,

Creativity and Change, vol. 7, no. 6, pp. 39-56.

Anthony, RN & Govindarajan, V 2005, Management control

cystems, Salemba Empat.

Arum, EDP 2013, ‘Implementation of international finan-

cial reporting standards (IFRS) and the quality of financial

statement information in Indonesia’, Research Journal of

Finance and Accounting, vol. 4, no. 19, pp. 200-209.

[6] Barton, J & Waymire, G 2004, ‘Investor protection
under unregulated financial reporting’, Journal of Ac-
counting and Economics, vol. 38, pp. 65-116. doi:
https://doi.org/10.1016/j.jacceco.2004.06.001.

[7]1 Bhattacharya, U & Daouk, H 2002, ‘The world price of
insider trading’, The Journal of Finance, vol. 57, no. 1, pp.
75-108. doi: https://doi.org/10.1111/1540-6261.00416.

[8] Biddle, GC & Hilary, G 2006, ‘Accounting qual-
ity and firm-level capital investment, The Ac-
counting Review, vol. 81, no. 5, pp. 963-982. doi:
https://doi.org/10.2308/accr.2006.81.5.963.

[9] Biddle, GC, Hilary, G, & Verdi, RS 2009, ‘How does financial
reporting quality relate to investment efficiency?’, Journal

[2

13

[4

5

[10]

(1]

[12]

(13]

[14]

(18]

[16]

(17]

(18]

(19]

(20]

[21]

(22]

of Accounting and Economics, vol. 48, no. 2-3, pp. 112-131.
doi: https://doi.org/10.1016/j.jacceco.2009.09.001.
Bushman, RM & Smith, AJ 2001, ‘Financial accounting
information and corporate governance’, Journal of Ac-
counting and Economics, vol. 32, no. 1-3, pp. 237-333.
doi: https://doi.org/10.1016/s0165-4101(01)00027-1.
Bushman, RM & Smith, AJ 2003, ‘Transparency, fi-
nancial accounting information, and corporate gover-
nance’, FRBNY Economic Policy Review, 9(April), pp.
65-87, Federal Reserve Bank of New York, viewed 12
March 2020, <https://www.newyorkfed.org/medialibrary/
media/research/epr/03v09n1/0304bush.html>.

Butar, SB 2015, ‘Dampak kualitas laporan keuangan,
regulasi pengendalian internal dan keterbatasan keuan-
gan terhadap inefisiensi investasi [Impact of quality of
financial statements, regulation of internal control and
financial limitations on investment inefficiency], Jurnal
Akuntansi dan Keuangan, vol. 17, no. 1, pp. 57-70. doi:
https://doi.org/10.9744/jak.17.1.57-70.

Cahyonowati, N & Ratmono, D 2012, ‘Adopsi IFRS
dan relevansi nilai informasi akuntansi’, Jurnal Akun-
tansi dan Keuangan, vol. 14, no. 2, pp. 105-115. doi:
https://doi.org/10.9744/jak.14.2.105-115.

Chen, N, Sung, HC & Yang, J 2017, ‘Ownership structure,
corporate governance and investment efficiency of Chinese
listed firms’, Pacific Accounting Review, vol. 29, no. 3, pp.
266-282. doi: https://doi.org/10.1108/PAR-12-2015-0046.
Chen, F, Hope, OK, Li, Q & Wang, X 2011, ‘Financial re-
porting quality and investment efficiency of private firms in
emerging markets’, The Accounting Review, vol. 86, no. 4,
pp. 1255-1288. doi: https://doi.org/10.2308/accr-10040.
Dechow, PM & Dichev, ID 2002, ‘The quality of accru-
als and earnings: The role of accrual estimation errors’,
The Accounting Review, vol. 77, no. s-1, pp. 35-59. doi:
https://doi.org/10.2308/accr.2002.77.s-1.35.

Easley, D & O’hara, M 2004, ‘Information and the
cost of capital’, The Journal of Finance, vol. 59, no.
4, pp. 1553-1583. doi: https://doi.org/10.1111/j.1540-
6261.2004.00672.x.

Eisenhardt, KM 1989, ‘Agency theory: An assessment and
review’, Academy of Management Review, vol. 14, no. 1,
pp. 57-74. doi: https://doi.org/10.5465/amr.1989.4279003.
Elaoud, A & Jarboui, A 2017, ‘Auditor specialization, ac-
counting information quality and investment efficiency’, Re-
search in International Business and Finance, vol. 42, pp.
616-629. doi: https://doi.org/10.1016/j.ribaf.2017.07.006.
Fazzari, S, Hubbard, RG, & Petersen, B 1988, ‘Investment,
financing decisions, and tax policy’, The American Eco-
nomic Review, vol. 78, no. 2, pp.200-205.

Francis, J, LaFond, R, Olsson, P, & Schipper, K 2005,
‘The market pricing of accruals quality’, Journal of Ac-
counting and Economics, vol. 39, no. 2, pp. 295-327. doi:
https://doi.org/10.1016/j.jacceco.2004.06.003.

Gomariz, MFC & Ballesta, JPS 2014, ‘Financial report-
ing quality, debt maturity and investment efficiency’, Jour-
nal of Banking & Finance, vol. 40, pp.494-506. doi:
https://doi.org/10.1016/j.jbankfin.2013.07.013.

Economics and Finance in Indonesia Vol. 66 No. 2, December 2020

https://scholarhub.ui.ac.id/efi/vol66/iss2/3
DOI: 10.47291/efi.v66i2.702

10


https://www.newyorkfed.org/medialibrary/media/research/epr/03v09n1/0304bush.html
https://www.newyorkfed.org/medialibrary/media/research/epr/03v09n1/0304bush.html

122

Harymawan: Financial Reporting Quality and Investment Efficiency: Evidence f

Ardianto, HP, et al./Financial Reporting Quality and Investment Efficiency: ...

(23]

(24]

(25]

[26]

(27]

(28]

(29]

(30]

(31]

(32]

(33]

(34]

(35]

(36]

Habib, A & Hasan, MM 2017, ‘Managerial ability, invest-
ment efficiency and stock price crash risk’, Research in
International Business and Finance, vol. 42, pp. 262-274.
doi: https://doi.org/10.1016/j.ribaf.2017.07.048.
Handayani, UT, Siregar, SV & Tresnaningsih, E 2016,
‘Kualitas pelaporan keuangan, mekanisme governance,
dan efisiensi investasi [Financial reporting quality, gov-
ernance mechanism, and investment efficiency]’, Jurnal
Akuntansi Multiparadigma, vol. 7, no. 2, pp. 270-287. doi:
https://doi.org/10.18202/jamal.2016.08.7021.

Healy, PM & Palepu, KG 2001, ‘Information asymmetry,
corporate disclosure, and the capital markets: A review
of the empirical disclosure literature’, Journal of Account-
ing and Economics, vol. 31, no. 1-3, pp. 405-440. doi:
https://doi.org/10.1016/s0165-4101(01)00018-0.

Hope, OK & Thomas, WB 2008, ‘Managerial em-
pire building and firm disclosure’, Journal of Ac-
counting Research, vol. 46, no. 3, pp. 591-626. doi:
https://doi.org/10.1111/j.1475-679x.2008.00289.x.
Houcine, A 2017, ‘The effect of financial reporting
quality on corporate investment efficiency: Evidence
from the Tunisian stock market’, Research in Interna-
tional Business and Finance, vol. 42, pp. 321-337. doi:
https://doi.org/10.1016/j.ribaf.2017.07.066.

Jensen, MC 1986, ‘Agency costs of free cash flow, cor-
porate finance, and takeovers’, The American Economic
Review, vol. 76, no. 2, pp. 323-329.

Jensen, MC & Meckling, WH 1976, ‘Theory of the firm: Man-
agerial behavior, agency costs and ownership structure’,
Journal of Financial Economics, vol. 3, no. 4, pp. 305-360.
doi: https://doi.org/10.1016/0304-405X(76)90026-X.
Jones, J 1991, ‘Earnings management during import relief
investigations’, Journal of Accounting Research, vol. 29,
no. 2, pp. 193-228. doi: 10.2307/2491047.

Lai, SM & Liu, CL 2018, ‘Management characteristics and
corporate investment efficiency’, Asia-Pacific Journal of
Accounting & Economics, vol. 25, no. 3-4, pp. 295-312. doi:
https://doi.org/10.1080/16081625.2016.1266270.
Lambert, RA 2001, ‘Contracting theory and accounting’,
Journal of Accounting and Economics, vol. 32, no. 1-3, pp.
3-87. doi: https://doi.org/10.1016/S0165-4101(01)00037-4.
Lambert, R, Leuz, C, & Verrecchia, RE 2007, ‘Accounting
information, disclosure, and the cost of capital’, Journal
of Accounting Research, vol. 45, no. 2, pp. 385-420. doi:
https://doi.org/10.1111/j.1475-679x.2007.00238.x.

Leuz, C, Nanda, D, & Wysocki, PD 2003, ‘Earnings man-
agement and investor protection: An international compari-
son’, Journal of Financial Economics, vol. 69, no. 3, pp. 505-
527. doi: https://doi.org/10.1016/s0304-405x(03)00121-1.
Lopes, C, Cerqueira, A, & Brandao, E 2012, The finan-
cial reporting quality effect on European firm performance.
Available at SSRN: https://ssrn.com/abstract=2179994. doi:
http://dx.doi.org/10.2139/ssrn.2179994.

Martinez-Ferrero, J 2014, ‘Consequences of financial
reporting quality on corporate performance: Evidence
at the international level’, Estudios de Economia, vol.
41, no. 1, pp. 49-88. doi: https://doi.org/10.4067/s0718-

[37]

(38]

(39]

[40]

[41]

[42]

(43]

[44]

(48]

[46]

(47]

52862014000100002.

McNichols, MF 2002, ‘Discussion of the quality of accru-
als and earnings: The role of accrual estimation errors’,
The Accounting Review, vol. 77, no. s-1, pp. 61-69. doi:
https://doi.org/10.2308/accr.2002.77.s-1.61.

McNichols, MF & Stubben, SR 2008, ‘Does earnings
management affect firms’ investment decisions?’, The
Accounting Review, vol. 83, no. 6, pp.1571-1603. doi:
https://doi.org/10.2308/accr.2008.83.6.1571.

Myers, SC & Majluf, NS 1984, ‘Corporate financing and
investment decisions when firms have information that in-
vestors do not have’, Journal of Financial Economics, vol.
13, no. 2, pp. 187-221. doi: https://doi.org/10.1016/0304-
405x(84)90023-0.

Nor, NHM, Nawawi, A, & Salin, ASAP 2017, ‘The influ-
ence of board independence, board size and managerial
ownership on firm investment efficiency’, Pertanika Jour-
nal of Social Science and Humanities, vol. 25, no. 3, pp.
1039-1058.

Oh, HT 2017, ‘Managerial ability, industrial concentration
and investment efficiency’, International Journal of Applied
Business and Economic Research, vol. 15, no. 14, pp. 353-
359.

Petersen, MA 2009, ‘Estimating standard errors in fi-
nance panel data sets: Comparing approaches’, The Re-
view of Financial Studies, vol. 22, no. 1, pp.435-480. doi:
https://doi.org/10.1093/rfs/hhn053.

Samet, M & Jarboui, A 2017, ‘How does corporate social
responsibility contribute to investment efficiency?’, Journal
of Multinational Financial Management, vol. 40, pp. 33-46.
doi: https://doi.org/10.1016/j.mulfin.2017.05.007.

Sloan, RG 2001, ‘Financial accounting and corpo-
rate governance: A discussion’, Journal of Account-
ing and Economics, vol. 32, no. 1-3, pp. 335-347. doi:
https://doi.org/10.1016/s0165-4101(01)00039-8.

Siagian, F, Siregar, SV, & Rahadian, Y 2013, ‘Cor-
porate governance, reporting quality, and firm value:
Evidence from Indonesia’, Journal of Accounting in
Emerging Economies, vol. 3, no. 1, pp. 4-20. doi:
https://doi.org/10.1108/20440831311287673.

Stein, JC 20083, ‘Agency, information and corporate invest-
ment’ in Handbook of the Economics of Finance, vol. 1, eds
GM Constantinides, M Harris, & RM Stulz (pp. 111-165). EI-
sevier. doi: https://doi.org/10.1016/s1574-0102(03)01006-
9.

Zarowin, P 2002, ‘Does income smoothing make stock
prices more informative?’, Accounting Working Papers,
New York University Stern School of Business. viewed 15
May 2020, <https://archive.nyu.edu/handle/2451/27592>.

Economics and Finance in Indonesia Vol. 66 No. 2, December 2020

Published by Ul Scholars Hub, 2022

1


https://archive.nyu.edu/handle/2451/27592

	Financial Reporting Quality and Investment Efficiency: Evidence from Indonesian Stock Market
	Recommended Citation

	Introduction
	Literature Review
	Grand Theory
	Agency Theory
	Information Asymmetry

	Hypothesis Development

	Method
	Sample and Data Sources
	Estimation Method

	Result
	Descriptive Statistics and Univariate Analysis
	Estimation Results

	Conclusion

