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Abstract

This study presents an effort to summarize evidence on literature about the effect of financial reporting practices on
investment decisions. Regulatory interventions/changes impact financial reporting and thus play a significant role on the
international comparability/usage of financial statements and as a result on investment decisions. We discuss existing
literature regarding the effects of financial reporting practices firstly on the cost of equity capital. We then summarize
literature concerning the effect of financial reporting practices on investment decisions as documented in the literature
in the areas of earnings management; information asymmetry effects; accounting quality; the effects of the information
environment; investment efficiency; over investment —under investment and cash flow sensitivity; stock market efficiency.
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Introduction

This study presents an effort to summarize evidence on literature
about the effect of financial reporting practices on investment decisions.
Regulatory interventions/changes impact financial reporting and thus
play a significant role on the international comparability/usage of
financial statements and as a result on investment decisions. We start by
describing current literature regarding the effects of financial reporting
practices on the cost of equity capital. The cost of equity capital is
directly linked to internal or external investment decisions. We then
summarize literature concerning the effect of financial reporting
practices on investment decisions as documented in the literature in the
areas of: i) earnings management, ii) information asymmetry effects,
iii) accounting quality, iv) the effects of the information environment,
v) investment efficiency, vi) over investment —under investment and
cash flow sensitivity. We finally present a number of papers that relate
financial reporting practices, capital investments and stock market
returns. The rest of the paper is organized as follows; section two
presents evidence on the association of financial reporting quality and
the cost of equity capital; section three summarize existing literature
on the relation of financial reporting and investment decisions; section
four presents existing literature on financial reporting, investments and
stock returns and section five concludes.

Financial Reporting and the Cost of Equity capital

It is well-accepted that the cost of equity capital is related to
investments decisions (internal or external). Financial reporting
practices are affecting the cost of equity capital. A number of research
papers investigate the link between financial reporting practices and
the cost of equity capital.

Daske [1] investigates whether under internationally recognized
standards the firm’s financial reporting systems reduce the cost of
equity capital of firms applying these standards. He uses a set of German
firms that apply internationally recognized standards and investigates
the economic benefits of these reporting practices by analyzing their
cost of equity capital. Surprisingly, the empirical results suggest that
cost of equity capital is higher for firms that apply non-local standards
during the adoption or transition period. But this is explained either by
the difficulty of estimating the cost of equity capital or by the nature of
the adoption process of the international financial reporting standards
in Germany.

Daske [1] proposes that future research should analyze the
essential variation in the changes in the cost of equity capital of IFRS
adopting firms so as to identify under which conditions the adoption
of international financial reporting standards leads to measurable
economic benefits.

Lee et al. [2] analyze the effect of mandatory IFRS adoption on
the cost of equity capital in Europe, based on the rule that the initial
mission and main target of capital markets is to provide cheap capital
to firms. They refer that: “The former SEC chairman, Arthur Levitt,
once stated that “The truth is, high quality standards lower the cost of
capital’ [3]”.

However empirical evidence did not provide support that the cost
of equity capital is reduced in cases that low incentives to establish new
financial reporting practices exist, meaning that they are not supported
by a strong legal enforcement and economic environment. But they
provide evidence that cost of equity capital is reduced for firms in
countries with incentives like UK “(Findings do not support the pro-
standard school of thought, which predicts greater IFRS benefits for
smaller countries with lower-quality domestic GAAP. Given that UK-
GAAP was recognized to be roughly equal in disclosure quality to
IFRS).”

In addition to that, Lee et al. [2] demonstrate that the cost of equity
capital has been reduced more in the UK for firms which demand
greater capital from foreign markets and investors, since financial
statements comparability is enhanced and firms seeking foreign capital
are benefited by that transition, followed by higher accounting quality
and disclosures.
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However, cross-sectional variations still may remain across
European countries, even after mandatory IFRS adoption across
Europe, setting a common accounting language and imposing
comparability across borders. Additionally, institutional differences
across Europe are significant in terms of disclosure incentives and
accounting quality and cannot be changed by the establishment of
new accounting standards. In particular, they show that in the first two
years after the transition period of mandatory IFRS adoption, firms in
countries where equity-based financing and higher disclosure quality
are well established like UK, are benefited more from IFRS adoption.

Finally, they argue that over a long period firms will be benefited by
the mandatory IFRS adoption even in countries with low accounting
quality characterized by local accounting standards. The international
accounting harmonization in a longer period encourages firms that
used to be debt-based financed to become equity-based financed. This
means that firms in countries with previously low-quality financial
reporting incentives and low enforcement framework would possible
increase their compliance to new standards so as to provide enhanced
information to outside investors through IFRS and be benefited by
additional cheaper capital supply. Additional regulatory interventions
would improve incentives and enforcement, even for firms in countries
with low financial reporting incentives and weak legal enforcement of
the economic environment.

In brief, this study emphasizes that accounting standards are not
only a part of the regulatory system that governs the relationship
between firms and investors. IFRS may well be fitted to stock-market-
based economies like US and UK, but may not be fitted to other forms
of economies with different institutional regulations, social, political
and commercial practices like European countries. These differences
could reveal possible disagreements between US (FASB) and EU
(IASB) about the appropriateness of the new accounting standards.

Contributing to the same stream of literature, Li examines the
effects of mandatory IFRS adoption to the cost of equity capital, and
whether the cost of equity capital is reduced after the mandatory IFRS
adoption in the European Union [4]. The mandatory IFRS adoption
establishes a unique and uniform set of accounting standards to be
followed by firms, which enhance information comparability and
financial disclosure and as a result it is expected the cost of equity
capital to be reduced.

Empirical findings support that mandatory IFRS adoption
significantly reduces the cost of equity to firms after 2005 and that
for voluntary IFRS adopters after 2005 the cost of equity does not
significantly change.

Prior to 2005, comparing voluntary versus mandatory IFRS
adopters, cost of equity capital is significantly lower but this difference
is eliminated after 2005. In brief, based on a sample of EU firms, Li [4]
finds evidence that firms after the mandatory IFRS adoption increase
disclosure and enhance comparability which has as a consequence the
cost of equity capital to be significant lower.

She further identifies that in countries with strong legal enforcement
mechanisms, mandatory IFRS adoption reduces significantly the cost
of equity capital and the effects depend on the strength of the legal
enforcement of the economic environment.

Li [4] contributes to the literature providing new results to the
economic consequences of mandatory IFRS adoption, since there is no
adequate evidence on its capital market effects and also identifying the
implications of mandatory IFRS adoption by providing new evidence

on the significantly lower cost of equity capital. Furthermore, this
study contributes to the literature by incorporating the economic
consequences of improving the regulations in terms of disclosures.
It highlights that it is important for institutions to have financial
reporting convergence and accounting information quality which
positively affect cost of equity capital (Appendix).

Financial Reporting and Investment Decisions

Earnings management

Extended effort of research in literature is spent in the area of
financial reporting quality that is related to “earnings management”.
The consequences of earnings management relate to the decisions taken
by investors, managers, directors, and regulators. Of great interest is
the research area that addresses how earnings management affects
capital investment decisions. There is also an emerging literature which
explores the role of financial statement information in investment
decisions. These lines of thinking leads McNichols and Stubben to
examine whether intentional distortions in accounting numbers affect
investment decisions and whether earnings manipulation drives firms
to make suboptimal investment decisions [5]. McNichols and Stubben
aim to provide new evidence on whether motivated by compensation
targets or capital market expectations, accounting misstatements distort
the investment decision making process of the firms by incorporating
the manipulated accounting numbers, which means “misreporting to
investors results in resource misallocation” [5]. McNichols and Stubben
ask whether decision making process is distorted since earnings
management ends up with manipulated information incorporated
in the internal financial reporting and internal decision making
process and suggest that earnings management significantly affects
firms’ investment decisions [5]. Relating the economic consequences
of earnings management and resource allocation, they contribute
to the literature suggesting that earnings management can lead to
inefficient investments which is a direct cost to investors. This study
also contributes to the literature identifying that earnings management
affects decision making within firms and not only investment decisions
made by outside investors based on financial reports. Firms during
overstated earnings periods tend to overinvest in property, plant, and
equipment or in general fixed assets, which means that there is an
impact and change on internal decision making process of investors’
expectations of the firm’s fundamentals, but also the fundamentals
have been changed too.

Li and Tang investigate how discretionary accruals or accounting
earnings quality affects future investments and mainly investment
efficiency [6]. They suggest that firms with large positive discretionary
accruals show suboptimal investment decision and allocation of their
resources.

Li and Tang find that firms having large positive discretionary
accruals investments in fixed assets are less sensitive to internal cash
flows [6]. They also find that firms with large positive discretionary
accruals have a lower return on investments on assets, since the firms
inefficiently allocate resources to fixed assets.

Firms with large positive and negative unsigned discretionary
accruals have a higher external cost of capital. But “firms with large
positive discretionary accruals have a lower stock return in the future
and lower external cost of capital at the time of portfolio formation”.
This happens because investors, at the time of portfolio formation, are
unsure about the incentives of managers about financial reporting.

Li and Tang contribute to the literature by providing alternative
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explanations that firms with lower earnings quality are characterized
by less efficient investment decisions and lower future cash flows [6].

Based on these studies there are potential areas for future
research focusing on the identification of how the large positive
discretionary accruals drive to less efficient investment decisions, like
underinvestment or overinvestment.

Information asymmetry

Corporate finance provides compelling arguments that firm-
level investment policies become suboptimal in the presence of
information asymmetries between managers and capital suppliers.
Myers and Majluf consider that a firm in order to undertake a valuable
investment opportunity must issue common stock to raise firm’s cash
[7]. Additionally it is considered that management knows more about
the firm’s value than outside investors. They suggest that firms may
refuse to issue stock and this has an impact that they do not benefit
from existing investment opportunities.

They have developed, under these assumptions, an equilibrium
model of the issue and invest decision. The model suggests explanations
like that firms tend to rely on internal generated cash flows and to
prefer debt than equity if external sources of finance are needed.

In the financial environment if there is no information asymmetry
then internally generated cash flows should not directly affect
investment decisions. But if information asymmetry dominates in the
financial environment between managers and investors then firms
would rely on internally generated cash flows on investment decisions
so as to finance their investment projects.

Of course, banks have more access to private information about
firms comparing to other public debt holders. It is expected that
internally generated cash flows are less significant in investment
decision making process for bank-debt financed firms rather than
public-debt financed. Debt covenant that limit managers’ opportunistic
investments, through the debt agreements, gives banks the opportunity
to mitigate information asymmetry problems, but also reduces the
significance of internally generated cash flows on investment decisions.

Beatty et al. extend the research that examines the effects of
accounting quality on firms’ investments, discussing the relation
between financial frictions and investment decisions [8]. Their study
provides empirical evidence about the effects of the source of financing
to investment decisions, supporting that accounting information
reduces financing frictions, identifying that banks reduce financing
frictions through informational and monitoring ways, which means
either having access to private information or engaging in direct
monitoring.

Beatty et al. attempt to reconcile that enhanced accounting quality
helps creditors to lower information asymmetry, which means that
accounting quality should enhance investment efficiency even for debt-
financed firms [8].

They identify the effects of lenders’ private information and the
effects of monitoring on the financial reporting quality and how this
quality enhances investment efficiency. In particular, Beatty et al.
analyze the impact of private information and monitoring to cash flow
sensitivity of investment and especially the internally generated cash
flows [8]. Moreover they explore how this sensitivity is reduced by the
enhancement of financial reporting quality. They conclude, only for
financially constrained firms, that private information not only lowers
the investment-cash flow sensitivity, but also lowers the significance

of financial reporting quality. They further find that debt covenants
restrict capital expenditures and reduce information asymmetry
related on investments and this is a way for the importance of financial
reporting quality to be eliminated.

In addition to that, empirical results suggest that the importance of
financial reporting quality is at the highest level whenever information
asymmetry is the largest level. However, the significance of financial
reporting quality is lowered whenever debt covenants are applied
or in general there is private information access. Empirical evidence
also support that the significance of financial reporting quality is
lowered whenever banks having access to private information reduce
investment cash flow sensitivity.

Accounting quality

Academic literature investigates in depth the effects of the
efficiency of firm-level capital investments from accounting quality.
Researchers have extensively studied how investment decisions and
economic growth are affected by financial frictions, like when liquidity
constrained firms cannot get external financing for their investments
and are obliged to rely more on their internally generated cash flows.

Capital rationing generated by “the information asymmetry
between managers and investors”, and agency problems generated by
“the conflict of interest between managers and shareholders”, explain
that managers may proceed to capital investments even with marginal
return equal zero, or to make consumption and create “empire
buildings” rather than to give back excess cash to shareholders, which
is expected in perfect capital markets, whenever there is no significantly
positive investment opportunities.

Moral hazard models suggest that “outside financing can dilute
managements’ ownership stakes, thereby exacerbating incentive
problems that arise when managers control the firm but do not own it”.
“This ex post incentive problem reduces the amount of capital supplied
ex ante”.

Adverse selection model suggests that “if managers are better
informed than investors about a firm’s prospects, they will try to sell
overpriced securities”. As a result “rational investors will, in response,
increase the cost of capital, thus decreasing the amount demanded.
Therefore, in both cases, frictions operate to reduce the amount of
external capital supplied to the firm”.

Firms with internally generated cash can moderate these effects,
since capital investment is correlated with internally generated cash.
External financing forces managers to be monitored and disciplined
by capital providers, but financing projects by internally generated
funds permits firms to avoid this monitoring and allows managers to
overinvest. These imperfections exist because of information asymmetry
between managers and investors. Higher financial reporting quality
enhancing perfect monitoring should minimize agency problems
and as a consequence investment decisions would not be affected by
internally generated cash flows.

Transparent accounting “should reduce both adverse selection
and moral hazard by improving contracting and monitoring” and
thus “higher financial reporting quality would enhance investment
efficiency by mitigating these frictions”.

Biddle and Hilary examine how financial reporting quality relates
to firm-level capital investment efficiency [9]. Focusing on economic
productivity on the investments in productive assets they believe
that higher financial reporting quality should enhance investment
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efficiency by reducing information asymmetry between managers
and investors. Since accounting information is the main input for
capital markets to operate, information asymmetry can generate either
liquidity constraints or excess cash, which generate inefficiencies in the
investment decisions making high accounting information quality to
mitigate.

Biddle and Hilary explore the association between financial
reporting quality and investment efficiency [9]. Using as proxy
investment-cash flow sensitivity, they predict that greater financial
reporting quality mitigates investment cash flow sensitivity. They set
empirical tests across countries. They measure financial reporting
quality using as measures earnings aggressiveness, loss avoidance,
earnings smoothing and timeliness. Consistent with their hypotheses,
Biddle and Hilary find that higher financial reporting quality mitigates
the investment-cash flow sensitivity both across and within countries
and those firms with a lower earnings quality have enhanced investment
cash flows sensitivity [9].

They find that the impact of internally generated cash flows to
investments is lower when accounting quality is high. Their study
considersalso that the effect of higher accounting quality on investment-
cash flow sensitivity should be stronger in economies where financing
is mainly provided by capital markets than those provided by debt,
since banks obtain private information and monitor firms.

Their study contributes to the existing literature with empirical
evidence concerning how accounting financial and institutional
features affect capital markets and as a consequence affect capital
investments and investment decisions.

Information environment

Focusing on multinational corporations (MNCs) and their
investment decisions, there is a literature about MNCs that mitigate
information frictions assisted by the external information environment.
Existing research emphasizes on cross border information frictions
between parent companies and subsidiaries, since there is a need for
parent companies to use accounting information and to monitor and
evaluate their subsidiaries’ investment decisions. Shroff et al. contribute
to the academic research on the real effects of accounting information,
testing whether MNCs parent companies use the external operating
information environment of subsidiaries to monitor their subsidiaries’
investment decisions [10]. They hypothesize that information from
external economic environment can be used to improve managerial
investment decision making process. They also hypothesize that rich
information environments positively influence the investment decisions
of subsidiaries and negatively the poor information environments.

Shroft et al. find empirical evidence that the better information
environments significantly affect the subsidiary’s investment sensitivity
to growth opportunities [10]. The information environment has
greater impact on investment growth opportunity whenever the parent
company is involved in its subsidiary’s investment decision-making
processes or whenever there are greater cross-border frictions.

They also provide new perspectives on that the external economic
information environment is a significant assistance to lower the cross-
border frictions. Subsequent research opportunities in terms of MNCs
are opened, such as the examination of corporate governance of MNCs
and the interaction with the economic environments so as to eliminate
cross-border frictions.

Investment efficiency

A long line of academic literature studies investment efficiency and

a lot of recent papers indicate that enhanced financial reporting quality
may have positive economic implications such as increased investment
efficiency. Prior studies suggest that higher financial reporting quality
reduces information asymmetry, moderates moral hazard and adverse
selection and improves investment efficiency, but does not examine
whether it reduces over- or under-investment. Biddle et al. [11], after
integrating their prior studies [9,12], extend this stream of research
by analysing how financial reporting quality relates to investment
efficiency and contribute to the literature by examining whether higher
financial reporting quality is related with lower levels of over- and
under-investment.

Empirical evidence support that higher financial reporting quality
is positively associated, either with firms with high cash availability,
unlevered and lower investments or with firms with shortage of cash,
highly levered and higher investments. Furthermore, Biddle et al.
support that “firms with high financial reporting quality invest less
when aggregate investment is high, and invest more when aggregate
investment level is low” [11].

The conclusions suggest that financial reporting quality is enhanced
by mitigating frictions such as moral hazard and adverse selection and
as a result investment efficiency is improved.

Another study focusing on investment efficiency is that of Verdi
[12] which examines the effects of the level of financial reporting
quality to investment efficiency providing theoretical support and
empirical evidence.

Verdi [12] hypothesizes that “higher financial reporting quality can
improve investment efficiency by reducing information asymmetry
in two ways”. First, between the firm and the investors which have
positive effects to cost of equity capital when firms raise funds and
second, between investors and the manager which has positive effects
to the cost of monitoring managers.

In brief, literature suggests that information asymmetry between
the firm and investors, as well as between investors and managers can
impede efficient investment, since it affects the cost of raising funds and
project selection.

Financial reporting quality is defined as the capability of financial
statements to provide accurate information presenting firms’
performance, operating profitability, expected cash flow to investment
community and especially to shareholders in order to make better
equity investment decisions.

Investment efficiency is also determined as “when a firm needs to
raise capital in order to finance its investment opportunities or when
the firm decides to raise capital, and there is no guarantee that the
correct investments are implemented”.

Financial reporting quality reduces information asymmetry, limits
adverse selection cost, limits agency cost, reduces external financing
cost and then improves investment efficiency. Moreover, these positive
effects of financial reporting quality to investment efficiency are clearer
for financial constrained firms.

Based on that “financial reporting affects both adverse selection
and agency conflicts” Verdi predicts and finds “an average negative
relation between financial reporting quality and both underinvestment
and overinvestment” [12].

Cross-sectional tests of this study suggest that the positive effect
of financial reporting quality on overinvestment is due to agency
costs limitation and identifies that “financial reporting quality is more

Ind Eng Manage, an open access journal
ISSN: 2169-0316

Volume 6 + Issue 4 + 1000235



Citation: Kapellas K, Siougle G (2017) Financial Reporting Practices and Investment Decisions: A Review of the Literature. Ind Eng Manage 6: 235.

doi:10.4172/2169-0316.1000235

Page 5 of 9

strongly negatively associated with overinvestment for firms with large
cash balances and with dispersed ownership”. Verdi [12] suggests
that financial reporting quality is more positively associated with
investment efficiency for firms with poor information environments (in
particular with low analyst following) and for firms with high bid-ask
spreads, which may indicate lower levels of disclosure and higher cost
of capital for firms with low analyst following. Investment efficiency is
also associated with the price informativeness (an ex-post measure of
information quality).

Verdi [12] finds a negative relation between financial reporting
quality and underinvestment or overinvestment and suggests that
financial reporting quality mitigates underinvestment (overinvestment)
through the reduction in uncertainty related to economic fundamentals
(economic fundamentals and managerial choices).

For the hypothesis that the relationship between underinvestment
and financial reporting quality is stronger for firms that face financing
constraints, Verdi [12] finds mixed evidence and cannot conclude that
“financial reporting quality is associated with lower underinvestment
due to the reduction in the information asymmetry between the
firm and investors and the reduction in the cost of raising funds for
financially constrained firms”.

This significant study contributes to the academic research area
on the economic consequences of enhanced financial reporting by
demonstrating that there is an association between financial reporting
quality and more efficient investment, such as increased liquidity,
lower costs of capital and higher firm growth.

The economic consequences of such as increased investment
efficiency of enhanced financial reporting quality is also investigated in
terms of the type of firms like public traded or private and in terms of
developed and developing countries and capital markets.

Prior research summarizes first that financial reporting quality
is positively associated with investment efficiency for large, public
companies; second, public companies are characterized by higher
financial reporting quality systems than private companies; third,
financial reporting has significance in developed countries. Chen et al.
[13] combine the above and examine the relationship between financial
reporting quality (FRQ) and investment efficiency on a sample of
private firms in emerging markets.

Chen et al. provide evidence that financial reporting quality is
positively related with investment efficiency which is negatively related
to both underinvestment and overinvestment [13]. Moreover, their
findings indicate that financial reporting quality is more positively
associated with investment efficiency in cases where banks are the
main source of finance for firms” investment and for firms that are
less positively associated with incentives to manage earnings for tax
purposes. In addition, higher financial reporting quality is likely to
lower information asymmetry for private firms which are seeking
external financing. The investment efficiency of private firms is more
sensitive to financial reporting quality for those firms seeking bank
financing.

In brief, conclusions of this study support that financial reporting
quality has a statistically and economically significant relationship with
investment efficiency, a significantly negative association with under
and overinvestment and the importance of financial reporting quality
is increasing with the degree of bank financing. Based on these results
this study contributes to prior literature on the economic consequences
of financial reporting quality enhancement.

Another dimension of academic literature in the area of investment
efficiency and particularly the relationship among over-investment,
shareholding structure, and firm value is examined by Huang and Yan
exploring “the efficiency of resources after state-owned and private
enterprise acquiring credit from the view of shareholding structure”
[14]. They find empirical evidence based on public companies from
Chinese Securities Market and compare them with Chinese state-
owned enterprises.

Huang and Yan (2012) find that state-owned enterprises can obtain
credit resources more easily in comparison to private enterprises
because of credit discrimination” [14]. They additionally find for state-
owned enterprises that the more easily they obtain credit resources
the less firm value they get because they are more likely to over-invest,
which reduces their firm value.

This study contributes to academic literature by adding value to the
effort of the state-owned enterprise into strictly executing investment
standards, so as to improve the quality and efficiency of investment,
guiding the private capital to participate in this reform effort. Also
by identifying many factors which influences the credit resources
allocation efficiency of the state-owned enterprise.

Overinvestment-underinvestment and cash flow sensitivity

Theory supports that there is a positive relationship between
investment expenditure and cash flow. Many measures of free cash
flow and over-investment are developed for testing the agency based
explanation. In theory where there are perfect capital markets, there
is no association between firm level capital investment and internally
generated cash flows. However, firms operate in real world, where
there are no perfect capital markets, due to frictions of capital markets
that hinder management’s ability to raise cash from external capital
markets. Additionally, there are important transaction costs to monitor
managers so as to make sure that free cash flow is indeed distributed
to external capital markets. But all these frictions of capital markets
give support to a positive association between internally generated cash
flow and firm capital investment and.

Richardson [15] introduces a better measure of free cash flow
and over-investment constructs through the incorporation of an
accounting-based measure of growth opportunities. Richardson
examines the extent of firm level over-investment of free cash flow [15].
The findings suggest that firms with the highest levels of free cash flow
are more likely to over-investment.

Previous studies provide evidence about the factors that restrict
over-investment of free cash flow like dividend payments, equity
structure, debt constraints, government intervention and governance
structures which all have a significant influence on the relationship
between the free cash flow and level of overinvestment.

Furthermore, previous studies about corporate governance
structures, support that board independence is related to firm’s
propensity of paying dividends and directors’ structure improve
the monitoring of managerial decisions. However, there isn’t much
empirical research about whether characteristics of independent
director affect the relationship between corporate free cash flow and
level of over-investment till now.

Chen and Liao study the relationship between free cash flow and
over-investment and the moderating effects of the characteristics
of independent directors [15]. Chen and Liao measure the above
relationship using an accounting-based framework and then make
empirical analyses and examine the moderating effect of characteristics
of independent directors on the relationship [16].
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This research study concludes that the independent directors play
an important role in restricting the enterprise management to over
invest, and the education level and board meeting attendance rate of
the independent directors make a significant moderating effect on
the relationship of over-investment and free cash flow. This study is
based on the phenomenon of overheated economy in the process of
economic development in China context to extract empirical evidence.

Empirical results show existence of over-investment in Chinese
listed companies and that free cash flow has a positive correlation
with the over-investment. More specifically, this study suggests that in
China independent directors play a significant role in restricting over-
investment, and under different conditions the degree of restricting
effects varies.

The contribution of this study to the literature is focused on
corporate governance, as independent directors play a certain role
constraining inaccurate decision-making of enterprise management.
Therefore, corporate regulations should strengthen the construction of
the independent director institution and appoint those who are highly
educated and actively take part in the meeting of the board of directors
to give full play of the supervision utility of the board of directors.

Ffinancial economics literature has documented the sensitivity of
investment expenditures to internal cash flows as another research
dimension identifying the source of free cash flows. The authors
investigate the association between investment cash flow sensitivity
and economically significant distortions in the level and timing of
investment expenditures [17]. The authors examine the economic
significance and the underlying factors of the investment and financing
distortions that are associated with investment cash flow sensitivity
[17].

They firstly identify firms that have relatively high and low
investment cash flow sensitivity and then they examine “the differences
in the dynamics of their investment and methods of financing across
periods of high and low cash flows”.

They suggest that there is an association between investment cash
flow sensitivity and both underinvestment in cases cash flows are low
and overinvestment in cases cash flows are high. More precisely they
suggest that cash flow sensitive firms face financial constraints. The
authors demonstrate that firms’ access to capital supply from financial
markets or debt is in relation to cash flow availability [17].

Their findings indicate that firms which have high investment-
cash flow sensitivity can stand binding financial constraints in the
years that their cash flows are low. In the years that cash flow is low,
external capital is significantly less accessible and therefore these
firms significantly underinvest in comparison both to their industry
counterparts and to firms with lower investment-cash flow sensitivity.

Capital structure of the firms brings an additional research
approach of investment expenditure signaling also overinvestment and
underinvestment situations.

There is a long debate in academic and business world about
the capital structure characteristics or in more detail the value and
the quality of assets, equity, debt and firm’s value. It is frequently
identified that equity value is not always a positive function of firm
value. A simple example of that case may be the transfer of wealth
from debtholders to shareholders by trying to reduce debt value and
leave firm value unchanged. Another dimension of management that
influences firm’s value is the biased selection or decline of investments

(and in general evaluation of possible investment opportunities) by
the conflict of interest among managers, shareholders and debtholders
which is generated by debt financing, or leverage.

Cariola et al. analyze different capital structure strategies [18]. They
refer that the conflict of interest among managers, shareholders and
debtholders drives management to defend only its interests by changing
investment selection process, ignoring performance, profitability and
return levels and overlooking low risk levels of investments. This totally
ignores shareholders and debtholders’ interests.

Cariola et al. investigate the interaction between investment
decisions (over-investment, under-investment), and financing
decisions through the window of creating value [18]. Cariola et al.
confront the effects and their implications on firm governance activities
presented by recent researches and then they summarize the main
financial proposals of prior literature that can diminish their impact.

The contribution of this paper lies in investigating and documenting
conclusions about the consequences of investments selection choices
related by the financing choices. Additionally this study adds value to
the research effort about capital structure effects on firm value. Finally,
this study refers that future research should examine how corporate
governance characteristics influence capital structure choices and
finally firm value.

Following theories in terms of investment decision and the existence
of capital-market imperfections like information asymmetry between
the main stakeholders. Morgado and Pindado test the occurrence and
provide evidence that there exists the optimal level of investments (or
the quadratic relationship, rather than linear, between firm value and
investment) [19].

Underinvestment and overinvestment mean lower and higher
levels of investments than the optimum. Moral hazard and adverse
selection generated by the conflict between bondholders and
shareholders or between current and prospective shareholders drives
firms to underinvestment.

Finally, the study of Morgado and Pindado conclude that profitable
investment opportunities give firms the opportunity to enhance their
performance level by investing in large scale projects whereas firms
without such opportunities cannot reach performance levels as the
previous ones, since the number of profitable investment projects is
not adequate [19].

Furthermore, in the research area about the relationship between
corporate investment and internally generated cash flows under
financing constraints, Bushman et al. document that existing research
analysis and results of investment-cash flow sensitivities in relation
with financial constraints are influenced by the way cash flow is
calculated incorporating additional changes in working capital, due to
accrual accounting mechanisms [20].

Bushman et al. clarify that academically the level cash flow is
measured as the accounting earnings before depreciation (EBD),
which contains cash flow from operations, the cash element and the
accruals of working capital, the non-cash part and refer that the non-
cash element of cash flows is related with investment in inventory and
accounts receivable assets [20]. Bushman et al. support that the already
analyzed by literature cash flow sensitivity can be further analyzed as the
sensitivity of investment and accounting earnings before depreciation,
which is related mainly by the non-cash element, the investments on
working capital rather than by the original cash element (the cash flow
from operations) [20].
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If firm capital investment is enhanced, an increase in non-cash
working capital items such as inventories and accounts receivable is
expected to be identified.

This study adds new research approaches to investment cash flow
sensitivity by incorporating more financing constraints and identifying
the non-cash element of research measurement of cash flow to identify
the impact of investment and accounting earnings before depreciation
sensitivity in order to make more robust conclusions.

Mizen and Vermeulen try to identify the role of the financial and
industrial environment and firm’s characteristics as creditworthiness
and size [21]. They provide empirical evidence of the significant effects
of creditworthiness to investment cash flow sensitivity. By selecting
firms from each country as similar as possible, they find that the
difference in sensitivity to cash flow in each country is insignificant
and therefore it is not confident to support that the financial reporting
systems of these countries are responsible for the differences in cash
flow sensitivity of investment.

They further explore and find that key characteristics of industrial
sectors in which firms operate such as size, market characteristics
such as export based orientation, competition, production issues,
internal competition between intermediary and final products due to
production line characteristics force firms to be investment cash flow
sensitive. Instead they present results to demonstrate that business
industries labeled by high sales growth and operating profits are not
sensitive at all to cash flow. On the other hand they find that industrial
sectors characterized by low performance are strongly sensitive to cash
flow.

Pawlina and Renneboog investigate the investment-cash flow
sensitivity and particularly try to identify if the agency costs of free cash
flow affect investment decisions when managers overinvest or if the
asymmetric information affects investment decisions when managers,
owning equity, underinvest possibly due to market demands of high a
risk premium [22].

They provide evidence that investment decision process which is
based on cash flow availability is mainly due to agency problems and
using a sample of UK firms document that agency costs are the main
reason of investment cash flow sensitivity.

Firms in which insiders do not own shares or own just a small
percentage, have high cash flow sensitivity, but when insider control
rises cash flow sensitivity is reduced. On the other hand, firms with
outside blockholders reduce the cash flow sensitivity of investment and
mitigate informational asymmetry between firms and capital markets
via effective monitoring. Finally their conclusions suggest that there is a
negative relationship between the investment-cash flow sensitivity and
corporate efficiency (Tobin’s q ratio).

This study indicates future research in two directions, first supports
that there is a need to make an effort to incorporate remuneration of
managers and turnover in the investment model so as to analyse to
what extent the disciplining devices have enhanced the efficiency of
investment policies, and second to analyse the changes of the investment
cash flow sensitivity as a consequence of voluntary improvements of
financial corporate disclosure.

Financial Reporting, Investments and Stock Returns

Increased expenditures in investment should be, under conditions,
viewed favorably since higher investment expenditures may be the
outcome of greater investment opportunities. They may also indicate

that the capital markets, which are important source of finance for the
investments, have greater confidence in the firm and its management.
However, there is a possibility that public firms announce only those
investment expenditures that may viewed favorably by investors.

In theory, increased investment expenditures can provide favorable
information when the firm that invests more is likely to have better
investment opportunities and unfavorable information when firms
that invest more are more likely to be managed by individuals who
have a tendency to overinvest.

Stock prices tend to respond favorably to announcements of major
capital investment. But although firms tend to invest more following
increases in their stock prices, cash flows tend to be the best predictor
of a firm’s investment expenditures. However, financing choices that
are associated with increased investment, such as equity issuances,
generally result in negative stock returns, while those choices associated
with decreased investment, such as repurchases, generally result in
positive returns.

Titman et al. document that “a negative relation between abnormal
capital investments and future stock returns cannot be explained by
either the risks or the characteristics of the firms and are independent
of the previously documented long-term return reversal and secondary
equity issue anomalies” [23]. Titman et al. support that investors are
used to ignore unfavorable information about management actions
of public companies and do not drastically proceed to any action
whenever spending behaviors and increased investment expenditures
are evident [23].

Capital investments represent a fundamental signal for future
profitability and stock returns but it is also important in research
to explore if firms make sub-optimal investments, and “if market
participants understand the implications of managers’ incentives
to deviate from optimal investment levels when they have the
opportunity to do so”. Li [23] examines this area and particularly
whether overinvestment can partially explain the negative association
between capital investments, future profitability and stock returns. This
study investigates whether the negative association between capital
investment and future profitability can be explained by overinvestment
incentives.

Empirical evidence of Li [23] support that “this association is
indeed exacerbated when firms have high free cash flow and low
leverage, consistent with management empire building incentives,
that it is the positive discretionary investment sample that drives the
negative association”.

Li [23] notices that greater investment opportunities meaning high
free cash flow and low leverage, enhance this negative relation, among
investment, future profitability and stock returns, which is mainly
affected by the availability of positive investment opportunities which
drives management to overinvest, rather than lack of positive investment
availability, which eliminates any possibility of overinvestment.

Evidence in this study provides an underlying explanation that
“managers’ empire building behavior is responsible for the negative
association between capital investment and future stock returns”.

Finally, Li [23] suggests further research in this field should identify
how corporate governance and compensation structures influence
the negative effects of the relation between investment and future
profitability.

Literature has extensively studied investors’ behavior in capital
markets which focuses on short-term profits and ignores long-term
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investments. However research and development (R&D) is considered
as long-term investment since it creates new strategic options and new
competitive advantages. In addition to that it is evident that firms with
significant and continuous investment on R&D, that reduce short-term
earnings, may be under-valued. R&D oriented firms are evaluated in
depth by investors trying to identify any possibility of overvaluation of
their stocks. Saad and Zantout examine the effects R&D investment to
firms’ stock price and systematic risk [24,25]. Saad and Zantout refer
that “this persistent difference in the results between equal- and value-
weighing indicates a difference in the stock price effects of corporate
R&D investment at large versus small size firms” [25]. This study
provides empirical evidence that “an investment strategy of going
short with the largest size and long with the smallest size sample firms
generates statistically significant positive abnormal monthly returns”.

Saad and Zantout also investigate the cash flow and valuation
characteristics and they identify that low B/M ratio and high cash flow
ratio characterize large firms. They also measure the number of patents
ratio but they do not find any robust empirical results [25]. Additionally
the study investigates the post-R&D changes in some accounting-
based measures of operating performance of their sample firms, and
supports that “large-size firms show signs of deterioration instead of
improvement in these measures following the R&D expenditures”.

Saad and Zantout provide evidence that large-size firms increasing
their R&D expenditures significantly over-invest in R&D, trying to
acquire new technologies using their large internally-generated cash
flows and they over-investing [25]. Additionally, investors initially do
not recognize the over-investment in R&D at these firms, but when
firms report evidence of over-investment in R&D they find a related
pricing anomaly.

This study contributes also to the research debate on whether a
free-market economy efficiently distributes resources into R&D since
large-size firms which significantly increasing their R&D expenditures
tend to over-invest in R&D.

Combining financing investment through debt and over and under
investment Braouezec considers leverage as way to finance a part of
the investment cost and his model predicts the negative relationship
between the leverage ratio and the market-to-book ratio [26]. He shows
that under financial constraints underinvestment is not possible while
overinvestment is. Also he shows that overinvestment is negatively
related with the part of investment financed by equity [27].

Conclusions

Based on this review of literature of studies trying to relate financial
reporting practices and investment decisions we can summarize that
the effects of financial reporting practices on investment decisions
are apparent based on significant empirical findings. First, cost
of equity capital is affected and significantly lowered after IFRS
adoption which enhanced financial reporting quality. Second, other
indicators of financial reporting quality like earnings management
and reporting/accounting quality are relevant to the investment
choices, since distortion of accounting numbers drives firms value
and determine investment decisions. Third, information asymmetry
effect is significantly related as another mechanism helping investment
decisions. Forth, combining previous evidence financial reporting
quality improves investment efficiency but also is associated with lower
over and under investment. Additional research evidence support that
cash flow sensitivity directly affects over and under investment. Finally,
there is a relation among financial reporting, capital investments
and stock market return. Existing literature has provided significant

evidence. However, there is a need for additional research so as
incorporating additional factors and indicators to study in depth the
economic consequences of financial reporting practices on investment
decisions.
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