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Abstract: Considering the development and importance of the capital market role, measuring the 
efficiency of the firm’s investment in decision making process is one of the most important issues in 
economic and financial world. Moreover, impact of financial reporting quality on improving the 
investment decisions is well-known. There are many researches in international level in this case 
which show the impact of financial reporting quality on investment efficiency. The study period is 
2006 to 2010 and in nature and method is the correlation research. The method of data analyses is 
correlation and regression. The results of study show that financial reporting quality and investment 
efficacy have positive and significant relationship. 
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INTRODUCTION 

 
One of the aims of financial reporting is to facilitate the capital allocation in economy which stems from 

investment decisions improvement. In fact, increasing of financial transparency is a potential factor for reducing 
the investment inefficiency. More financial reporting quality and using of valid convention and standards in 
reports and auditing preparation increase confidence in financial information users and decreases information 
risk, therefore, increases stock`s value. Importance of financial information quality multiples when some 
financial and nonfinancial events occur. Participants in these events need transparent information with high 
quality of firm’s performance and position to mitigate information asymmetry. However, the importance of 
present study is to discover the relationship between financial reporting and investment efficiency and also 
influential factors on this relationship in order to help users of financial statements in optimal decision-making. 

The results of Bushman and Smith (2001) and Biddel and Hillari (2009) show that high financial reporting 
quality results in increasing investment efficiency. Considering aforementioned issues and importance of 
financial reporting quality and investment efficiency and effective factors on that, following questions are 
provided: 
1. Is there a relationship between financial reporting and investment efficiency in TSE? 
2. Are financial and non-financial variables such as firm’s size, level of cash holdings in firms, investment 

opportunity and asset’s tangibility affect on the relationship between financial reporting and investment 
efficiency?  
 

Literature Review: 
Quality of financial reporting is defined as two procedure of user’s need and protection of investors. First 

procedure is based on user’s need and the quality is determined considering reports usefulness for users. Second 
procedure emphasizes on protection of investors and the quality is defined as fair and full disclosure for stock 
holders.  

These two approaches have fundamental differences. Procedure of user’s need focuses on the capital 
allocation decision, however, the procedure of protection of investors seeks to ensure users that information 
presented completely and in enough form. These two procedures are not contrary and in some cases support 
each other. 

The results of Glosten and Milgrom (1985), Amihiud and Mendelson (1986), Diamond and Verrecchia 
(1991) and Easley and Ohara show that increasing financial information quality leads to decresing information 
asymmetry and consequently reduces the equity cost. Verrecchia and Leuze highlighted that low financial 
reporting quality leads to make information risk and increase capital cost. 

Li and Wang (2010) found that high-quality accounting information of Shanghai and Shenzhen listed firms 
can have higher financial reporting quality can be associated with either lower over- and under investment. They 
also assert that the effects of accrual quality and earnings smoothness on under and over investment are most 
significant. 
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Verdi (2006) found that proxies of financial reporting quality are negatively associated with both firm 
underinvestment and overinvestment. He also highlighted that the relation between financial reporting quality 
and underinvestment (overinvestment) is mainly driven by the innate (innate and discretionary) component of 
reporting quality. Moreover, he asserts that financial reporting quality is more strongly associated with 
overinvestment for firms with large cash balance and dispersed ownership which suggest that financial reporting 
quality mitigates information asymmetric arising from agency problem. 

Biddle et al. (2009) document a conditional negative (positive) association between financial reporting 
quality and investment for firms operating in settings more prone to over-investment (under-investment). They 
disclosed that firms with higher financial reporting quality to deviate less from predicted investment levels and 
show less sensitivity to macro-economic conditions. Their results suggest that one mechanism linking reporting 
quality and investment efficiency is a reduction of frictions such as moral hazard and adverse selection that 
hamper efficient investment. 

Klai and Omri (2011) demonstrate that the governance mechanisms affect the financial information quality 
of the Tunisian companies. They also add to this that the power of the foreigners, the families and the block 
holders reduces the reporting quality, while the control by the State and the financial institutions is associated 
with a good quality of financial disclosure. 

Beatty et al. (2010) suggest that low accounting quality firms have a higher propensity to lease than 
purchase assets. They investigated whether banks’ access to private information and monitoring affect the 
relation between accounting quality and leasing and find the association between accounting quality and leasing 
decreases when banks have higher monitoring incentives and when loans contain capital expenditure provisions. 
In addition, their results suggest that other mechanisms can substitute for the role of accounting quality in 
reducing information problems. 

In this research, the relationship between financial reporting quality and investment efficiency and 
influential factors on this relationship is investigated. The results of the relationship between financial reporting 
quality and investment efficiency are shown in Table 1. 

 
Table 1: Results of researches conducted regarding financial reporting quality and investment efficiency. 

researcher Research year Main results 
Bushman and Smith 2001 Increasing Financial reporting quality leads to increasing in investment efficiency 
Jensen and Myer 1986 Financial reporting quality affects on firms features such as financial leverage, 

investment, auditing quality and firms financial structure 
Verdi 2006 Financial reporting quality is negatively associated with both firm underinvestment 

and overinvestment. 
Biddle et al. 2009 Conditional negative (positive) association between financial reporting quality and 

investment for firms operating in settings more prone to over-investment (under-
investment). 

Li and Wang  2010 higher financial reporting quality can be associated with either lower over- and 
under investment 

Feng Chen 2010 High quality of financial reporting causes decreasing cost of capital and agency 
cost 

Beatty et al. 2010 Low accounting quality firms have a higher propensity to lease than purchase 
assets. 

Klai and Omri 2011 governance mechanisms affect the financial information quality 
 

 
 

Dependent Variable: 
Investment Efficiency: 

According to Biddle et al. (2009), deviation from expected investment using investment prediction model 
as a function of revenue growth is used to measure investment efficiency. Therefore, lower investment 
deficiency (negative deviation from expected investment) and excess investment (positive deviation from 
expected investment) considered as inefficiency (Mc Nichols and Stubben, 2008). 
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      (1) 

 
Where: 

 is total investment in plant, equipment, land, building, research and development expenditure 

minus revenue from selling fixed assets divided by total assets of firm i in year t. 
is dummy variable which takes one for negative growth of firm revenue otherwise zero. 

is percentage of firms annual revenue growth of  firm i in year t-1. 

 is the residual error term. 

are variables coefficient. 

According to Biddle et al. (2009), deviation from expected investment (residual error term) of model 1 is 
considered as inefficient investment. Negative residual error term shows investment deficiency and positive 
residual error term indicates excess investment. 

 
Independent Variable: 
Financial Reporting Quality: 

According to McNichols (2002) model, first, accrual items quality is used to measure the residual error 
term. Then, absolute residual error is considered as a proxy for financial reporting quality. This measure is 
according to the notion that accrual items increase income signaling through reducing smoothing resulted from 
changes in cash. This is also performed in previous researches.  

Accrual items quality: this is measured according to McNichols (2002) model. McNichols (2002) model is 
as following: 

 

 
Where: 

 is changes in firm`s working capital accounts of firm i in year t calculated as following: 

Changes in firm`s working capital accounts= increase in receivable accounts+ increase in inventory+ 
decrease in debts and payable accounts+ decrease in tax payable+ increase (decrease) in other assets (debts). 

 is mean assets of firm i in year t 

is cash of firm i operation in year t-1 

 is cash of firm i operation in year t-1 

 is change in sale accounts of firm i in year t 

 is property, plant and equipment  

 the residual error term. 

 to  are variables coefficient. 

 is constant value calculated by regression model 

Residual error term in model 2 indicates that estimation error in current accrual items is not related to cash 
flow from operation and it is not determinable by changes in revenue, plant and equipment. In this research, 
absolute residual error is used as the proxy for financial reporting quality. 

 
Control Variables: 

Control variables in this research are firm’s size, cash holdings, growth opportunity, assets tangibility. 
1. Firms size: firms assets logarithm Size=log (Assets ) 
Assets: level of firm assets in year t  
2. Cash: firm`s cash level standardized by dividing cash by total assets. 
3. Growth opportunity: measured as market to book value of investment 
 
GROWOP = P

ij 
/ BV

i 

GROWOP: growth opportunity 
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P
ij 

: firm`s investment market value 

BV
 i
:
  
Firm`s investment book value 

4. Tangibility: property, plant and equipment to total assets 
 

 
 is assets tangibility 

 is property, plant and equipment of firm i in year t 

 is total assets of firm i in year t. 

 
Research Hypotheses: 
H1: there is a relationship between financial reporting quality and investment efficiency in TSE. 
H2: firm`s size affects on the relationship between financial reporting quality and investment efficiency. 
H3: cash holdings affect on the relationship between financial reporting quality and investment efficiency. 
H4: growth opportunity affect on the relationship between financial reporting quality and investment efficiency. 
H5: assets tangibility affects on the relationship between financial reporting quality and investment efficiency. 

 
Statistical Population: 

The population of study consists of 405 listed firms in TSE during the period of 2006-2010. Sample firms 
must have following conditions: 

1. Fiscal year must be ended at the end of year. 
2. Transactions intervals must not be more than 6 month. 
3. Sample firms data must be available. 
Therefore, a sample of 79 firms is selected and for each variable 316 firm-year is calculated for testing 

statistical hypotheses. 
 

First Hypothesis Test: 
H1: there is a relationship between financial reporting quality and investment efficiency in TSE. 

 
Table 2: Summary results regarding the relationship between financial reporting quality and investment efficiency. 

model Correlation coefficient R² Adjusted R² Estimation error D-W 
1 0.359 0.129 0.126 0.02607 1.699 

 
According to Table 2, coefficient of correlation between financial reporting quality and investment 

efficiency is 0.359 showing that there is a significant relationship between two variables at 5 percent error level. 
 
Table 3: ANOVA for the financial reporting quality and investment efficiency. 

Model Sum of Squares df Mean Square F-statistic Significance level 
regression 0.066 1 0.066 46.352 0.00 
Residual 0.449 315 0.001   

total 0.515 316  

 
Table 3 indicates ANOVA for the financial reporting quality and investment efficiency. According to the 

results, significance of whole regression model is tested by ANOVA through following statistical hypotheses: 
 
H0:           There is a liner relationship between two variables 
H1:           There is not a liner relationship between two variables 
 

Table 4: Regression model coefficient for financial reporting quality and investment efficiency. 
model Unstandardized coefficient standardized coefficient t-statistic sig 

B Std. Error Beta   
(Constant) 0.029 0.002  12.350 0.00 

financial reporting quality 0.501 0.074 0. 359 6.808 0.00 

 
With respect to Table 4, following equitation is obtained: 
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According to Table 4, columns of B, t-statistic and sig are applied to test equality hypothesis of each 
coefficient of column B with zero. Now, if α and β are constant value and regression line slope, respectively, 
hypotheses test for these two values can be written as following:
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Since in this output, (Sig=0) test of regression coefficient equality and constant value is zero and less than 5 

percent. Therefore, equality hypothesis of these two coefficients with zero is rejected and should not be omitted 
from regression equitation. 

 
Second Hypothesis Test: 

H2: firm`s size affects on the relationship between financial reporting quality and investment efficiency. 
 

Table 5: Summary results of entering firms size on regression model coefficient. 
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Statistic 
variables 

H1 0.00 0.05 316 6.808 46.352 1.699 0.126 0.129 0.359 financial reporting quality and 
investment efficiency 

H1 0.00 0.05 316 3.748 31.164 0.161 0.161 0.166 0.408 financial reporting quality and 
investment efficiency, firms 

size 

 
Considering the results of Table 5 as to compare between the results of two-variable regression of financial 

reporting quality and investment efficiency and the results of three-variables regression with the presence of 
control variable of size, by entering control variable of size into regression model, adjusted R² increased by 3.5 
percent from 12.6 to 16.1. These results show that control variable of size affects on the relationship between 
financial reporting quality and investment efficiency and should be entered to the regression model. 

Considering the results, the second hypothesis that means firm`s size affect on the relationship between 
financial reporting quality and investment efficiency, is accepted at 95 percent significance level. 

 
Third Hypothesis Test: 

H3: cash holdings affect on the relationship between financial reporting quality and investment efficiency. 
 

Table 6: Summary results of entering cash holdings on regression model coefficient. 
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Statistic 
variables 

H1 0.00 0.05 316 6.808 46.352 1.699 0.126 0.129 0.359 financial reporting quality and 
investment efficiency 

H0 0.068 0.05 316 1.629 25.594 1.607 0.119 0.125 0.358 financial reporting quality and 
investment efficiency, firms 

cash holdings 

 
Considering the results of Table 6 as to compare between the results of two-variable regression of financial 

reporting quality and investment efficiency and the results of three-variables regression with the presence of 
control variable of cash holdings, by entering control variable of cash holdings into regression model, adjusted 
R² decreased by 0.7 percent from 12.6 to 11.9. These results show that control variable of cash holdings do not 
affect on the relationship between financial reporting quality and investment efficiency and should not be 
entered to the regression model. 

Taking the results into account, the third hypothesis that means cash holdings affect on the relationship 
between financial reporting quality and investment efficiency, is rejected at 95 percent significance level. 

 
 
 

Fourth Hypothesis Test: 



Aust. J. Basic & Appl. Sci., 5(12): 1165-1172, 2011 

1170 
 

H4: growth opportunity affects on the relationship between financial reporting quality and investment 
efficiency. 

 
Table 7: Summary results of entering growth opportunity on regression model coefficient. 
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Statistic 
variables 

H1 0.00 0.05 316 6.808 46.352 1.699 0.126 0.129 0.359 financial reporting quality and 
investment efficiency 

H1 0.008 0.05 316 4.123 32.885 1.713 0.168 0.174 0.417 financial reporting quality and 
investment efficiency, firms 

growth opportunity 

 
Considering the results of Table 7 as to compare between the results of two-variable regression of financial 

reporting quality and investment efficiency and the results of three-variables regression with the presence of 
control variable of growth opportunity, by entering control variable of growth opportunity into regression 
model, adjusted R² increased by 4.4 percent from 12.6 to 16.8. These results show that control variable of 
growth opportunity affect on the relationship between financial reporting quality and investment efficiency and 
should be entered to the regression model. 

With respect to the results, the fourth hypothesis that means firms growth opportunity affects on the 
relationship between financial reporting quality and investment efficiency, is accepted at 95 percent significance 
level. 

 
Fifth Hypothesis Test: 

H5: assets tangibility affects on the relationship between financial reporting quality and investment 
efficiency. 
 
Table 8: Summary results of entering assets tangibility on regression model coefficient. 
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variables 

H1 0.00 0.05 316 6.808 46.352 1.699 0.126 0.129 0.359 financial reporting quality and 
investment efficiency 

H0 0.060 0.05 316 1.719 2.885 1.519 0.115 0.122 0.355 financial reporting quality and 
investment efficiency, firms 

assets tangibility 

 
Considering the results of Table 8 as to compare between the results of two-variable regression of financial 

reporting quality and investment efficiency and the results of three-variables regression with the presence of 
control variable of assets tangibility, by entering control variable of assets tangibility into regression model, 
adjusted R² decreased by 1.1 percent from 12.6 to 11.5. These results show that control variable of assets 
tangibility does not affect on the relationship between financial reporting quality and investment efficiency and 
should not be entered to the regression model. 

Taking the results into account, the third hypothesis that means assets tangibility affects on the relationship 
between financial reporting quality and investment efficiency, is rejected at 95 percent significance level. 

Finally, we regress multi-variables to show effect of all the independent and control variables on the 
dependent variable. 

 
Table 9: Summary results between all variables. 

model Correlation coefficient R² Adjusted R² Estimation error D-W 
1 0.435 0.189 0.176 0.03671 1.694 

 
According to Table 9, coefficient of correlation regarding general model of research is 0.435 which means 

that there is a significant relationship between financial reporting quality variables and independent variable at 5 
percent significance level. With respect to the output of SPSS, since sig value is less than 5 percent, Ho 
hypothesis is rejected and the presence of correlation between variables is accepted. Moreover, adjusted R² is 
0.176 which is low in number  demonstrating that very low amount of financial reporting quality is related to 
variables above.  
Table 10: Summary results of multiple regressions by Enter method. 
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Collinearity Statistics 

Position 
index 

Sigt-statisticstandardized 
coefficient 

Unstandardized 
coefficient 

model 

Std. Error B 
Tolerance VIF   

- - 1.000 0.00 -2.403 - 0.022 -0.031 (Constant) 
0.895 1.117 1.709 0.00 6.347 0.343 0.075 0.479 Financial reporting 

quality 
0.627 1.595 1.906 0.013 2.512 0.162 0.004 0.23 size 
0.724 1.382 2.283 0.117 1.512 0.095 0.00 0.00 Cash holdings 
0.829 1.207 3.041 0.032 1.538 0.090 0.03 0.19 Growth opportunity 
0.936 1.068 4.758 0.146 1.457 0.082 0.001 0.011 Assets tangibility 

 
Taking into consideration the results of Table 10 and significance level of F-statistic (sig=0), significance of 

regressed model is accepted. Considering that significance level of cash holdings and assets tangibility is more 
than 5 percent, null hypothesis is accepted showing that there is no significant relationship between cash 
holdings and assets tangibility variables and investment efficiency and should be omitted from regression 
model. However, alternative hypothesis is accepted for other variables and should not be omitted from 
regression model. The multiple regression model is as following: 

 
-0.031+0.479FRQ+0.23Size+0.19Growop+ e i=у 

 
Conclusion, Discussion And Suggestions: 

What we can conclude from hypotheses test for the relationship between independent and control variables 
with dependent variable during the period of 2006 to 2010 is that there is a positive and significant relationship 
between financial reporting quality and investment efficiency. Moreover, firm’s size and growth opportunities 
affect on the relationship between financial reporting quality and investment efficiency. The results of this study 
are consistent with Feng Chen et al. (2010) research. 

Considering the results of study, following suggestions are prepared: 
1. With respect to the results of the first hypothesis and importance of financial reporting quality and 

investment efficiency, it is suggested to investors, shareholders and managers to involve investment 
efficiency and financial reporting quality concepts in decision makings. 

2. With respect to the results of the second hypothesis, it is suggested that in reviewing the firm’s investment 
efficiency, firm`s size as an influential variable on investment efficiency to be considered in decision 
makings. 

3. With respect to the results of the fourth hypothesis, it is suggested that growth opportunities as a proxy for 
firms life cycle and an influential variable on investment efficiency to be considered in decision makings. 
 

Research Limitations: 
Every research has limitations because limitations are base for future studies. This study is not excluded and 

followings are the study limitations: 
1. Lack of resources related to theatrical framework. 
2. Not using of firms financial statements which are not ended at the end of year. 
3. Not presence of integrated system for all researchers study. 
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