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How does financial reporting quality relate to investment efficiency?
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6. Conclusion

Prior studies suggest that higher financial reporting quality can improve investment efficiency by reducing information
asymmetries that give rise to frictions such as moral hazard and adverse selection. We extend this research by
documenting the channels by which financial reporting quality relates to investment efficiency. Specifically, we test the
hypotheses that higher financial reporting quality can be associated with either lower over- or under-investment.

Our results are consistent with these hypotheses when tested in several ways. First, higher financial reporting quality is
associated with lower investment among firms that are cash rich and unlevered, and with higher investment among firms
that are cash constrained and highly levered. In addition, firms with high financial reporting quality invest less when
aggregate investment is high, and invest more when aggregate investment level is low. These results are consistent with
the argument that financial reporting quality facilitates investment for constrained firms, and curbs investment for firms
that are more likely to over-invest. Finally, firms with higher financial reporting quality are less likely to deviate from their
predicted level of investment. Overall, our findings are consistent with the idea that financial reporting quality serves a role
in mitigating information frictions that ultimately hamper investment efficiency.
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