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Lang and Lundholm (1993)#&th » 24 A& AIRE S - B g LI Ak B & 19 2 1 HE
BEE > S HMSEERN AR XA K » B ASCEFIRE T REONT -

2. NFENEHEIEAR - BAREIE A BUEYE (STATE) ~ BRUSE B (CENTRAL) ~ %5
DM (BOARD) FIHR G — (DUAL) » & 5% » PRURPER L o B R EA Al
8 457 B3 L LA A A 3 T S SR T 3 1 0 B DA R A A R A R
W S ALIEAT IE 7] B A BEORAR A ® 8 > DR TS A5 O GEALE ~ B
2009) © G > B BUB A5 N IE 5 HK o BEAUE PR T o B RUAE v E
o BEOBAR A F R S TR T B > BRI HE BA S - T2 THE BT
f (Fan and Wong, 2002) 5 [ > 4 S E F KNG —f > WEHE TR
GRS HE R o FUL > ACTHIIRAE R ERMWIEG — R BNIE s H= > EFS
BT VERE > ARSI > AT B TR = 2 THE BRI R (Beasley, 1996) °
W > ARSCHUAE H SR R BN T o MeA 5 BUR T T — J 15 I Al 9 R
N2 IR AR IR SN ER T 5 $2 L T R Wi 2 THE B > BT RAAS SCHE b R AT oo BURF
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FARK o =ML (SIZE) ZX B AR 3 » B(E AN 7 2245 3108 21.3887 F11.0413 5 W55
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ATV RSB o SRR P (STATE) AN 1 - B0 [ _E w2 "R
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FARAL > AL B RN T B 50— R R RCR B% 7 U AT REAL 64 Al AR 2
FEFE s KT R BARHMIARERY - FRCREFEFIRA RS> FrelEn]
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AR GRS 2 1 HE B R

x2 AS FE R R PR ST T4 b

TE W& HE FE P25 P50 P75

10_1 RACR4 0.0806  0.0871  0.0250  0.0542  0.1033
EACRA 00697 0.0765  0.0225  0.0469  0.0889

Z5%  0.0109* 0.0074***

102 MRACRA 0.0608  0.0881  0.0165  0.0368  0.0713

FACRA  0.0490  0.0708  0.0139  0.0329  0.0612
Z5% 0 0.0118% 0.0039***

INVEST_I 3832 0.0823  0.1046  0.0239  0.0532  0.0999

INVEST 2 3832 0.0828  0.1050  0.0239  0.0531  0.1004

SIZE 3832 21.3887  1.0413 207211  21.3347  22.0009

LEV 3832 0.5486  0.2838  0.3999  0.5354  0.6473

ROA 3832 0.0160  0.0725  0.0061  0.0235  0.0469

STATE 3832 0.6900 04626 0.0000  1.0000  1.0000

CENTRAL 3832 03815 0.1602  0.2555  0.3572  0.5065

BOARD 3832 03448  0.0621 03333 03333 0.3636

DUAL 3832 0.2745  0.4463  0.0000  0.0000 10000

Gov 3832 67890  3.3025 41700 65300  10.0800

MANFEE 3814 0.1688  0.6044  0.0438  0.0750  0.1215

FCF 3814 0.0506  0.1471  0.0077  0.0599  0.1211

RECTA 3814 0.0691  0.1330  0.0087  0.0255  0.0667

x3 FEAEMRRIE

T8 IVEST 1 IQ1 IQ2  SZE  IEV  ROA  STATE CENIRAL BOARD  DUAL

INVEST I 1

101 0153 1

102 01287 0609 1

SIZE 00447 0,098 0229 1

LEV 00357 0344 0469 01520 1

RO4 00537 D317 0495 0339 053 1

STATE 0020 00817 0136™F 0257 0147 0127 ]

CENTRAL 0012 00427 0080 025" -0.151"* 0198 -0309% 1

BOARD 0016 0017 0014 0077 0 0022 0.109%* -0.084% 1

DUAL 0010 0020 0019 0024 0001 0026 0011  -0.036™ 0026 |




e HE

A S IE Jones BB 15 09 BT B AE N A &> A B AR R AR
(INVEST_1){E R ReAS 5 HEAT B H 307 > IS 45 SRR T3 4 - R4 MIH (1) ~ [MIH
(2) > BH 3) ~ |IH 4) FEE (5) 50 51 DA EE g HAR S ALl ~ 3o B s HRARA
R IR B IR ERA - BERA R HURMRE AR AR A AT 8 H 2 #r
KIRIEGALFR (INVEST_1) R —FONIE > BHACH [BH (4) A2 HoAh DY 20 =] H ¥R
B3 > YHRRHCRBAR > 215 BRI o 385 K RS SRR AR
BAEHR INVEST_2) » HA A AA > SHEAT iRk AR - prig s s bk dhie
FEARRFE—3 -

K4 Al A G ROR (INVEST_1) 543 1HE B (10_1) — Z o=t

(1) 2 3) (4) 5)
HERAR TERGER RATRER RETER 2464HEF4A
e RAEERE BARAERE BASERE BARAEAR4E
1Q 1 1Q 1 1Q 1 1Q 1 1Q 1
INTERCEPT 0.258** 0.088 0.107* -0.091 0.069*
(3.10) (1.24) (1.74) (-1.57) (1.76)
INVEST 1 0.154*** 0.088*** 0.116** 0.033 0.104***
(3.84) (3.50) (2.12) (1.11) (5.43)
SIZE -0.010™** -0.003 -0.004 0.004 -0.002
(-2.76) (-0.81) (-1.37) (1.64) (-0.94)
LEV 0.048** 0.058*** 0.036*** 0.082*** 0.065***
(2.32) (4.15) (2.74) (6.18) (6.94)
ROA 0.550*** -0.341%** 0.244*** -0.351%** -0.225%**
(4.22) (-5.77) (4.006) (-9.34) (-7.28)
STATE 0.007 0.004 -0.013** -0.003 -0.004
(0.88) 0.71) (-2.22) (-0.57) (-1.17)
CENTRAL -0.039 0.038** 0.032 0.029** 0.031***
(-1.61) (2.21) (1.61) (2.16) (3.12)
BOARD 0.007 -0.039 0.031 0.029 -0.004
(0.14) (-0.52) (0.88) (0.97) (-0.16)
DUAL -0.004 0.005 0.003 0.004 0.003
(-0.55) (0.87) (0.49) (0.82) (0.96)
GOV 0.001 0.001 0.000 -0.000 0.001
(0.60) (1.52) (0.28) (-0.15) (1.46)
17k Yes Yes Yes Yes Yes
AEEE Yes Yes Yes Yes Yes
adj. R? 0.195 0.219 0.122 0.409 0.198
N 619 1023 943 1247 3832

F o (I SHIEERTEH IR 5 (2) * > = H 5 RIR 10% ~ 5% M 1% B E AT 3) %
A T HA AR/ 7 22 K R 1 (VIE) #R/ T 5 > B2 B LR EXT 858 5 AR K ©



F>

WA B S 2 15 B

&S A BEABGRR INVEST 2) 5215 B FUR (10_1) — Z It 47
1) () 3) 4 (6))
BERAER TERAR RETER BREFTER =#4HEX4
e AERRE BARABRYE BASRERE BARAER4E
1Q 1 1Q 1 1Q 1 1Q 1 1Q 1
INTERCEPT 0.235%** 0.101 0.115* -0.107* 0.068*
(2.63) (1.41) (1.89) (-1.84) (1.73)
INVEST 2 0.156*** 0.094** 0.133** 0.026 0.105%**
(3.87) (3.75) (2.45) (0.88) (5.49)
SIZE -0.010** -0.004 -0.004 0.005* -0.002
(-2.41) (-1.16) (-1.49) (1.94) (-0.92)
LEV 0.052*** 0.058*** 0.034** 0.081*** 0.065***
(2.76) (3.57) (2.49) (6.47) (6.93)
ROA 0.588*** -0.325%** 0.231*** -0.359** -0.225%**
(4.65) (-5.20) (3.78) (-10.02) (-7.30)
STATE 0.005 0.006 -0.011* -0.005 -0.004
(0.62) (1.17) (-1.80) (-1.006) (-1.14)
CENTRAL -0.039 0.028 0.031 0.036*** 0.031***
(-1.60) (1.57) (1.60) (2.71) (3.14)
BOARD 0.000 -0.034 0.033 0.028 -0.004
(0.00) (-0.45) (0.98) (0.92) (-0.16)
DUAL -0.006 0.005 0.003 0.003 0.003
(-0.74) (0.96) (0.47) 0.77) (0.94)
Gorv 0.000 0.001 0.000 -0.000 0.001
(0.13) (1.60) (0.56) (-0.27) (1.48)
17k Yes Yes Yes Yes Yes
AR Yes Yes Yes Yes Yes
adj. R? 0.205 0.207 0.116 0.415 0.199
N 606 1000 956 1270 3832

W (DT HRREERTLE S 2) * #0012 m 10% ~ 5% M 1% D EF KT 5 3)4%
FRETY J HoAAR B £ WK AT (VIE) &8/ T 5 0 I Z B IR 45 A K -

& IE Jones AL TSR MU HRNAT Iy - 101 Z0M% T AR WO HRI B O > I NE
PR XELLE I B 2 i AT AV E B o {H)2 > Dechow and Dichev(2002) AN »
BRI AT 73 N HOE BRI BTN > IF HR B W E A —E N REHIRI -
WG AT TR RX — (R o SR B A TR LTI A AR R O R A N B
PR R AR WARRL (4) o 3 6 DMERY (4) VB BT & A 2 THE B E - 3L
R (INVEST_1) #ATIENE ST > BiAFE5e—300 « Al AR R MEBAL - 2158
Jo R BRI o 2% 7 [RIRE DASERL (4) THE3 A R T A B 2 1 E BT R AR
F6b5 INVEST 2) AT IR 434 » AR 2510 5 Bk 25 iR BEA R FE—5 -



8 HE

%6 Al AR R HOR INVEST_1) 521 HE BIRE (10_2) — ZItHIHaHT

() 2 (3) (4) (6))
BERAER TERAR RETER BREFTER =#4HEX4
e RAEBRE ARERE BASERE BARABR4A
1Q 2 1Q 2 1Q 2 1Q 2 1Q 2
INTERCEPT 0.145%* 0.209*** 0.102%** 0.208** 0.189***
(2.90) (2.71) (2.90) (2.06) (4.24)
INVEST 1 0.032** 0.004 0.087*** 0.116* 0.074***
(2.30) (0.30) (3.22) (1.78) (3.90)
SIZE -0.007*** -0.0117** -0.004** -0.012** -0.009***
(-2.63) (-2.77) (-2.25) (-2.406) (-3.80)
LEV 0.027 0.079*** 0.005 0.114%** 0.081***
(1.32) (3.69) (0.52) (5.40) (6.03)
ROA 0.786*** -0.700*** 0.557*** -0.643*** -0.361***
(8.37) (-6.86) (10.62) (-14.04) (-8.48)
STATE 0.002 -0.001 -0.006* -0.002 -0.007***
(0.52) (-0.17) (-1.93) (-0.36) (-2.66)
CENTRAL -0.019* 0.025 0.011 0.036*** 0.038***
(-1.88) (1.24) (1.11) (2.68) (3.97)
BOARD 0.006 -0.034 -0.018 -0.015 -0.047*
(0.28) (-0.59) (-0.62) (-0.43) (-1.84)
DUAL -0.003 0.003 0.005 0.002 0.002
(-1.18) (0.52) (1.62) (0.48) (0.56)
Gorv 0.001 0.002** 0.000 0.002* 0.002***
(1.41) (2.31) (0.70) (1.90) (3.85)
17k Yes Yes Yes Yes Yes
HERE Yes Yes Yes Yes Yes
adj. R? 0.307 0.553 0.286 0.689 0.353
N 1003 639 1230 960 3832

W (DT HRREERTLE S 2) * #0512 m 10% ~ 5% M 1% D EF KT 5 3)%
PR ] HA5AR B £ WK I F (VIE) &8/ T 5 0 I Z B IR 458 B A K -

£ REEDTH

TEBUR T F0™ M BCGEE R A R P E AT > LR R A gl R 2
THE B HARRURIHAT ) > MiBiddle ef al., (2009)48 1 - $2& 2 iHE S5t wr
A B B AR RCR B ATy > IR - LB ACR I 2 HME B R E > 23
15 BB SR A R M Aol BE A $ A o T LA > Al BEA B AR 2 5 BT
AR AT BEAFTE N AEME o T THPKE 23 351 R I fG 200~ IS D R AR B T AL A =
T7IERE B 2 ] P A A e R



) () 3) 4 )
HERAR TERER RATRER RETER 26HEF4
e HAEERE BARAERE BSERE BARAEAR4E
1Q 2 1Q 2 1Q 2 1Q 2 1Q 2
INTERCEPT 0.157*** 0.254* 0.091*** 0.185* 0.188***
(3.13) (2.82) (2.63) (1.87) (4.24)
INVEST 2 0.028* 0.006 0.096*** 0.103 0.073***
(1.96) (0.42) (3.88) (1.60) (3.83)
SIZE -0.007*** -0.013*** -0.004** -0.011** -0.008***
(-2.91) (-3.04) (-2.00) (-2.26) (-3.79)
LEV 0.028 0.079*** 0.003 0.111%** 0.081***
(1.53) (3.23) (0.27) (5.45) (6.03)
ROA 0.841*** -0.664*** 0.524*** -0.663*** -0.361***
(8.91) (-6.20) (10.16) (-14.77) (-8.49)
STATE 0.002 -0.000 -0.006* -0.002 -0.007***
(0.56) (-0.04) (-1.85) (-0.46) (-2.64)
CENTRAL -0.024** 0.021 0.014 0.035*** 0.038***
(-2.30) (0.97) (1.47) (2.73) (3.97)
BOARD 0.001 -0.031 -0.012 -0.015 -0.047*
(0.03) (-0.53) (-0.45) (-0.44) (-1.83)
DUAL -0.003 0.001 0.004 0.003 0.002
(-0.82) (0.13) (1.37) (0.57) (0.55)
Gor 0.001 0.002** 0.000 0.001* 0.002***
(1.55) (2.36) (0.76) (1.85) (3.85)
17k Yes Yes Yes Yes Yes
AR Yes Yes Yes Yes Yes
adj. R? 0.319 0.530 0.286 0.692 0.352
N 988 618 1245 981 3832

W (DT RREERTLE S 2) * #0012 m 10% ~ 5% M 1% D EF KT 5 3)4%
T T HA AR /7 25 I K IR T (VIE) BB/ T 5 > B B LR E X E58 R AR K »

(=) mET—aliE =Rt RENREE

AR ST AR R A B B AR R IR (4) [0 AR 2L VE W B Ay > TR ES
HE B R R IR DMEIE Jones BERUFN DD AR [a] 1 (1 4% 25/ R i B 46 b o UL idE
AR RS AAAE — AN R0 o B SR8 A A Bl 7 AR B T V6 TE T 43 B9 1 TR R ml N
TR > BE 2SRRIk 2 > BB G0 T BT B A7 A AT B ARG o 8
HH o B R BEROR WAL S BE S 2R I S AR 2 HE B R > Rl
B KA IS A A BER I B 2 S o BT BRI - AR U2 M Biddle e al.(2009) HY
TPk o AOS RIATIE = BA R VTR A kR o 25 1 N 2 1 HE B R I T B AR AE o [N > 3
o iHE B EmdrE 2 > AR TR0 N AR HE R 8598 1 R ) -

S ST AR R 2 B R ELE TR IS A A BB (U RLBUIKR - FE SRR SR A )
X B K B A B R IEAH G (Bushman er al., 2011) 5 U1 A B G RORAIRY BN THBERY A e
TE T 23 125 T 3 B3 GETOIE 0 LTSSy o AR BRI T AR I BR 2 - B Al B A B T
THBUE LA AFAE B NURIERI AR -



8 HE

FE8HYEIH (1) ~ B (2) A EH (3) 23551 LAk BEF BRAEAS ~ B0 A SR MEAS R A AR
ARIIHRE > PUEIE Jones BLAY THEL A HITHE = W9 N. T &= AR HEZE (101 _sd) it 2>
THE BRI BIPOR INVEST_1) #EATEVH BT > KRB BNH R B E N IE > i
Al BRAR B G CRBRA > 2 THE B R A 5 B (4) ~ [|1H (5) A ENH (6) 23 31 A
R GEEAS ~ SRR R AR ARRREA AT &> B D D AR 550 i I =
N AR 2 (1Q2_sd) i i 23 THE BT > XS RCR INVEST_1) #4717 H 43
M > BB I R B ER E 3 N AE > LRI B Al F8 A4 PERICR A > 2 s BUR
BT o 9 LUNRERCRE J5hs UNVEST_)E N A& » (R HM &AL
HE R SANL A /S AL B H A0 Hr > BT AR 45 RAAR — BRI« ARl A B3 R B
2HE B R > BRI — S50 BN AT §E o

W > T RAS B R ATIE = bR S » N TS AR BTN E SR E—
o B RATRATR - B R A R P R AR AR AR INVEST._1 FIINVEST._2) FITTHE =41/
b 2e > oAt ) A% & AT IS = AR (8 > SRIGHEAT A0 5 104k TIZmIH
i o BERURIL - PRSI Bk g R — B0 R AR TR - 2
THE BT R AR o

(Z)BRAZFEER

AR SR SR R B BE A /N 3 1 T ST RR AR (6) MEAT R IH A3 AT 5 DA e Al
FEARBGRORE 2 THE B R 2 BIAEE I N AR (] o 4 BEGE AT A0S - RATTN
Hausman %1% 2% > A5 T % 2 B 5 FEASRL (6) J& 5 AFAE KO N AE P ] 7t - AR
PR 1 BRI 85 vl A > I RARAS 8 1Q 1 FIQ 2 M X R B4R B INVEST. 18§,
INVEST_2 352 WL RS 2 BT N A MR I 2 80 B 5 F 0 > B e A
WG E S THE BB 2 AR N AEVE ] > 13 B R F G ST J R AR fift ol o 2
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TE HERREA RATRE £4NEAE JERRYE BRRTRE 24HEK4
IQ1_sd  IQI_sd 1Q1_sd 1Q2.sd  1Q2.sd  1Q2.sd

INTERCEPT 0.223*  0.132*  0.189™*  0.205**  0.127%*  0.183™*
(5.21) (3.22) (5.60) (4.01) (3.32) (4.50)
INVEST 1 0.029** 0.087*  0.040**  0.004 0.071%*  0.021*
(2.18) (2.69) (2.91) (0.41) (2.80) (1.84)

SIZE -0.010%*  -0.004* -0.007*  -0.011**  -0.005**  -0.008***
(-459) (-2.37) (-4.57) (-3.54) (-2.70) (-3.69)

LEV 0.045%*  0.051™*  0.045"*  0.073***  0.066**  0.065**
(3.01) (4.82) (4.41) (3.26) (5.75) (4.74)

ROA -0.019 -0.030 -0.044* -0.103 -0.163*  -0.160***
(-0.43) (-1.23) (-1.68) (-1.44) (-6.30) (-4.94)

STATE -0.007* -0.011%  -0.010%*  -0.004 -0.011%*  -0.009***
(-1.65) (-3.28) (-3.40) (-1.35) (-3.67) (-3.72)
CENTRAL 0.023** 0.007 0.017** 0.017* 0.005 0.013*
(2.19) (0.70) (2.02) (1.88) (0.61) (1.90)
BOARD 0.012 -0.004 -0.000 0.002 -0.020 -0.015
(0.38) (-0.16) (-0.00) (0.10) (-0.71) (-0.70)
DUAL -0.002 -0.001 -0.001 -0.000 -0.004 -0.002
(-0.63) (-0.24) (-0.43) (-0.11) (-1.39) (-0.89)

GOV 0.001* -0.000 0.000 0.002**  0.001 0.001***
(2.18) (-0.25) (0.96) (3.43) (1.09) 2.75)
(a4 Yes Yes Yes Yes Yes Yes
R Yes Yes Yes Yes Yes Yes
adj. R? 0.212 0.175 0.184 0.350 0.399 0.370
N 1266 1630 2896 1259 1630 2889
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INTERCEPT 0.225%* 0.122%* 0.188** 0.219** 0.117%* 0.182%*
(5.01) (3.06) (5.59) (4.24) (3.06) (4.50)

INVEST 2 0.033** 0.085***  0.042**  0.012 0.066**  0.025**
(2.46) (2.68) (3.07) (1.06) (2.68) (2.24)

SIZE -0.010%*  -0.004** -0.007**  -0.011**  -0.005* -0.008***
(-4.41) (-2.19) (-4.55) (-3.65) (-2.41) (-3.69)

LEV 0.049*** 0.046*** 0.044%* 0.073"* 0.065*** 0.065***
(2.94) (4.59) (4.40) (3.25) (5.51) (4.75)

ROA -0.009 -0.038 -0.044* -0.087 -0.170%**  -0.160***
(-0.20) (-1.63) (-1.68) (-1.23) (-6.61) (-4.92)

STATE -0.004 -0.013**  -0.010*  -0.003 -0.012%*  -0.009***
(-1.14) (-3.74) (-3.39) (-0.98) (-4.00) (-3.70)

CENTRAL 0.019* 0.010 0.017** 0.016* 0.006 0.013*
(1.75) (1.06) (2.03) (1.72) (0.77) (1.89)
BOARD 0.001 0.006 -0.000 -0.005 -0.013 -0.015
(0.03) (0.23) (-0.00) (-0.18) (-0.53) (-0.70)
DUAL -0.003 -0.000 -0.001 -0.001 -0.003 -0.002
(-0.90) (-0.04) (-0.44) (-0.22) (-1.26) (-0.90)

GOV 0.001** -0.000 0.000 0.002%* 0.001 0.001**
(2.04) (-0.15) (0.97) (3.25) (1.29) (2.76)
1ol Yes Yes Yes Yes Yes Yes
FE Yes Yes Yes Yes Yes Yes
adj. R2 0.227 0.165 0.184 0.356 0.395 0.370
N 1232 1664 2896 1227 1662 2889
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TE 1Q1_sd 1Q1_sd 1Q2 sd 1Q2 sd
Intercept 0.131%%  (319)  0.130** (3.20)  0.128"* 0.128%*  (4.40)
INVEST 1(FFEZ)  0.086™  (4.15) 0.040*
INVEST 2 (F5 %) 0.091*  (4.40) 0.042%  (3.87)
SIZE ($16) 20,005 (-2249)  -0.005%  (-251)  -0.006"* (:3.76)  -0.006"* (-3.77)
LEV () 0.038™* (3.18)  0.039™ (3.20)  0.060™* (4. 0.060%*  (4.07)
ROA () 20005 (-0.10)  -0.004  (-0.08)  0.171%* (3.22)  -0.171%* (-321)
STATE ($(H) 0.008%  (-227)  -0.008*  (-2.24)  -0.005*  (-2. -0.005  (-2.00)
CENTRAL ($(H) 0.028%* (277) 0028 (275  0.016" 0.016%  (2.31)
BOARD (¥{H) 0019 (052 0019  (-053) -0.003 (0. 0,003 (-0.17)
DUAL (${f) 0.002 (056 0002 (056 -0.002 (1. 20.002  (-1.09)
Gov (¥ff) 0.001 (1.12)  0.001 (1.15)  0.001* 0.001*  (3.43)
Tl Yes Yes Yes Yes
R Yes Yes Yes Yes
adj. R? 0.174 0.176 0.433 0.433
N 212 212 2205 2205
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®12 PR ARERICES2IME RN E — B REA AR
rE oy v 3) @
Main (1) Q1 Q2 Q.1 1Q2
INTERCEPT 0.068 (1.42)  0.000 (0.00)  0.057 (1.20)  0.000 (0.00)
INVEST 1 1045 (5.50) 2,025 (6.17)
INVEST 2 1039 (5.58)  1.951**  (6.24)
SIZE 20.005%  (-241)  -0.016"* (-4.10)  -0.005*  (-2.26)  -0.015"** (-4.00)
LEV 0.061**  (7.37)  0.072**  (5.02)  0.059** (7.16)  0.069*** (4.95)
ROA 00129 (-2.75)  -0.130*  (-1.85)  -0.117%* (-2.95)  -0.148*  (-2.22)
STATE 0.007 (134 0015  (1.67)  0.007 (147)  0.015*  (1.79)
CENTRAL 0.011 (0.78)  -0.005 (-0.22)  0.013 (0.93)  -0.000 (-0.01)
BOARD -0.006 (-0.18)  -0.050 (-0.90)  -0.004 (-0.14)  -0.047 (-0.87)
DUAL 0.001 (0.31)  -0.002 (-0.26)  0.001 (0.22)  -0.003 (-0.35)
GOV 0.002**  (2.57)  0.004** (3.44)  0.002** (2.66)  0.004** (3.58)
il Yes Yes Yes Yes
FRE Yes Yes Yes Yes
() INVEST 1 INVEST 1 INVEST 2 INVEST 2
INTERCEPT 0.000 (0.00)  -0.016 (-0.29)  0.000 (0.00)  0.000 (0.00)
1Q 1 0.158 (0.04) 0.363 (0.09)
1Q2 0.022 (0.04) 0.051 (0.10)
SIZE 0.006 (1.38)  0.006™  (2.39)  0.005 (1.22)  0.006%  (2.31)
LEV -0.018 (-0.09)  -0.013 (-0.52)  -0.027 (-0.13)  -0.014 (-0.53)
ROA -0.017 (-0.03)  -0.031 (-0.28)  0.020 (0.03)  -0.017 (-0.16)
STATE -0.009 (-0.67)  -0.010*  (-2.14)  -0.009 (-0.65)  -0.010*  (-2.20)
CENTRAL 0.014 (0.11)  0.018 (0.88)  0.006 (0.05  0.015 (0.73)
DUAL 0.001 (0.09)  0.002 (0.47)  0.001 (0.07)  0.002 (0.55)
GOV -0.001 (-0.49)  -0.001 (-1.07)  -0.001 (-0.55)  -0.001 (-1.18)
MANFEE 0.011 (0.21)  0.017 (0.90)  0.008 (0.15)  0.016 (0.88)
FCF -0.032 (-0.19)  -0.016 (-0.92)  -0.025 (-0.15)  -0.016 (-0.91)
RECTA 0.034 0.17)  0.044 (0.88)  0.026 (0.13)  0.043 (0.85)
b Yes Yes Yes Yes
R Yes Yes Yes Yes
R? 0.088 0.073 0.074 0.077
N 3814 3814 3814 3814
COFET IR ER TR 5 (2) * > o R S3IR R 10% ~ 5% A 19 S E PEKT-



(0] @ 6) @
%8 Q1 Q.1 Q1 Q.1
INTERCEPT 0.202*  (3.26)  -0.011 (021) 0195  (352)  -0.024 (-0.45)
INVEST 1 0396 (246)  0.055 (0.41)
INVEST 2 0.329%*  (2.23)  0.094 (0.68)
SIZE -0.009** (-2.92)  0.001 (0.28)  -0.009** (-2.96)  0.001 (0.54)
LEV 0.058**  (6.35)  0.070* (9.21)  0.058** (6.49)  0.070"** (9.35)
ROA 0197 (-4.17) 0259 (-6.86)  -0.160* (-3.42)  -0.261** (-6.94)
STATE 0.007 (1.23)  -0.010*  (-2.46)  0.007 (1.23)  -0.010*  (-2.37)
CENTRAL 0.012 075 0.049**  (422)  0.006 0.41)  0.052%*  (459)
BOARD 0.002 (0.04)  0.022 (0.81)  -0.008 (-0.22)  0.024 (0.90)
DUAL -0.002 (-041)  0.005 (1.33)  -0.001 (-0.20)  0.004 (1.24)
GOV 0.002%  (2.56)  0.000 0.59)  0.002** (2250  0.000 (0.82)
1k Yes Yes Yes Yes
FRE Yes Yes Yes Yes
FfH 7.84 2136 7.83 2044
R? 0.01 0.25 0.08 0.25
N 1496 1958 1463 1991
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TE 1Q 1 1Q 1 1Q2 1Q2 1Q 1 1Q 1 1Q2 1Q2
INTERCEPT -0.039  -0.039 0.084 0.083 0.347*% 0345 0.555**  0.553"*
(-047)  (-048) (1.38) (1.37) (3.52) (3.50) (3.99) (3.96)
INVEST 1 0.126*** 0.041* 0.025 0.062
(2.97) (1.75) (0.68) (1.25)
INVEST 2 0.123** 0.038 0.027 0.056
(2.90) (1.62) (0.76) (L.15)
SIZE 0.002 0.002  -0.002  -0.002  -0.016"** -0.016* -0.025** -0.025***
(0.66) (0.67)  (-0.85)  (-0.83)  (-4.01)  (-4.00)  (4.33)  (-4.30)
LEV 0.028**  0.027  0.031**  0.031*** 0.097* 0.097°* 0.124***  (.124***
(2.44) (2.38) (2.79) (2.78) (4.88) (4.88) (5.27) (5.28)
ROA -0.202* -0.203** -0.310"** -0.310"** -0.283** -0.283*** -0.646™** -0.647***
(-4.16)  (-4.16)  (-5.43)  (544)  (-331)  (3.32) (375  (-3.76)
CENTRAL 0.053***  0.053** 0.041**  0.042** -0.026  -0.026  -0.003  -0.003
(2.71) (2.71) (2.47) (247)  (-0.86)  (-0.86)  (-0.08)  (-0.08)
BOARD -0.002  -0.002  -0.080  -0.080 0.028 0.028  -0.133** -0.134*
(-0.06)  (-0.06)  (-1.53)  (-1.53) (0.47) (0.47)  (-2.01)  (-2.02)
DUAL -0.007  -0.007  -0.001  -0.001 0.006 0.006 0.004 0.004
(-125)  (-125)  (-027)  (-0.27) (0.69) (0.70) (0.32) (0.33)
GovV -0.001  -0.001  -0.003** -0.003*  0.001 0.001 0.001 0.001
(LO4)  (101) (232 (231) (034 (034  (021)  (0.22)
b Yes Yes Yes Yes Yes Yes Yes Yes
AR Yes Yes Yes Yes Yes Yes Yes Yes
adj. R? 0.124 0.123 0.285 0.284 0.386 0.386 0.519 0.518
N 916 916 916 916 429 429 429 429
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Abstract

According to the perspective of traditional trusteeship, accounting information
can restrain inefficient capital investment activities by mitigating the agency problems.
However, a governance mechanism must be based on certain institutional premises for
this to take effect. The authors believe that in Chinese listed companies, in which there
is severe government intervention and weak shareholder protection, managers can hide
inefficient capital investment activities by manipulating accounting information. Using a
sample of Chinese listed companies from 2004 to 2007, this study finds that the lower the
capital investment efficiency, the worse the quality of accounting information. Moreover,
this study employs the simultaneous equations model method, the instrument variable,
and the lagged item to process the endogeneity problem, and finds the same results.
This study enriches the literature on accounting governance and reveals that managers
cover up their inefficient opportunistic capital investment behaviour by manipulating
accounting information and that the phenomenon primarily exists in overinvestment
firms. It has some important implications, including the need to strengthen the accounting

regulation system and improve the education of investors in the Chinese capital market.
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I Introduction

According to the neo-classical framework, managers (1) invest in projects of positive
net present value but give up investing in projects of negative net present value and
(2) stop investing in a project when its marginal benefit equals the marginal cost of
the firm’s investment (Biddle, Hilary, and Verdi, 2009). Therefore, in a perfect market,
a firm’s investment decisions only depend on the sign of net present value and are
not related to other factors. However, markets in the real world are far from perfect;
the agency problems between managers and investors often lead to over-or under-
investment by managers, and so the value of firms is impaired when their investments
deviate from the optimum level. According to the perspective of traditional trusteeship,
accounting information can monitor managers’ opportunistic behaviour to mitigate
the agency problems and to reduce the level of inefficient investment, be this in the
form of overinvestment or underinvestment. Biddle, Hilary, and Verdi (2009) show
that accounting information can reduce the level of firms’ over-or under-investment in
developed capital markets so as to optimise their investment level. However, whether
the positive or the negative effect prevails depends on the circumstances, and there
is no exception to this rule when accounting information is concerned. Accounting
information plays the governance role in some situations, but in other situations, it may
also help managers to cover up their misconduct in invading shareholders’ interests. In
a developed capital market, the government protects shareholders’ interests well and
seldom intervenes in the operations of firms, providing the basic premise for accounting
information to play the governance role. However, the question is whether in the Chinese
emerging capital market where government intervention is severe and investor protection
is weak, accounting information will play a governance role or just be a tool for
covering up the opportunistic behavior of management. Based on the given institutional
background, this paper answers the question by investigating the relation between the
efficiency of capital investment and the quality of accounting information.

First, on the basis of the existing literature, this paper analyses the institutional
premise for accounting information to play a governance role. According to the analytical
framework of Ball, Kothari, and Robin (2000) and Ball, Robin, and Wu (2003), severe
government intervention and weak shareholder protection jointly contribute to the
“stakeholder” model, in which the ways to lessen the information asymmetry between
insiders and outsiders are through social connections and private communications, and
so there is a lower demand for high quality public financial reporting. On the contrary,
low government intervention and strong shareholder protection jointly contribute to the
“shareholder” model, in which the way to lessen the information asymmetry between
insiders and outsiders is through public disclosure, and so there is a strong demand
for accounting information to play the governance role. Therefore, low government
intervention and strong shareholder protection are collectively the institutional premise

for accounting information to play the governance role in inhibiting inefficient investment
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activities. However, we believe that the institutions in China’s emerging capital market
are very different from those in a developed market. On the one hand, there is severe
government intervention in the operations of firms in China’s transitional economy;
on the other hand, as an emerging market, the regulatory system, the efficiency of
law enforcement, and shareholder protection are weak in China (Allen et al., 2005).
Therefore, we consider that the Chinese institutional background makes it hard to meet
the premise for accounting information to play the governance role, and so it is difficult
to use accounting information to reduce inefficient investments. Finally, based on the
special Chinese institutional background, our theoretical analysis shows that managers
have enough incentives to provide accounting information of lower quality to cover up
their opportunistic behaviour in their inefficient investment activities; in other words, the
more inefficient the capital investment, the lower the quality of accounting information.

Using a sample of Chinese public companies from 2004 to 2007, this study
investigates how capital investment efficiency affects the quality of accounting
information. The results show that the lower the capital investment efficiency, the worse
the quality of accounting information. Given the endogeneity problem between capital
investment efficiency and accounting information quality, this study employs the lagged
item and simultaneous equation model to deal with this endogeneity problem and finds
the same results, which imply that it is difficult for accounting information to play the
governance role within an institutional environment of severe government intervention
and weak shareholder protection; rather, it is used as a tool for covering up managers’
opportunistic behaviour. Moreover, the result of the instrument variable regression is
more significant in overinvestment firms than in underinvestment firms.

The major contributions of this study are as follows. First, as the traditional
trusteeship perspective prevails, existing researchers mainly focus on the governance role
of accounting information but do not give due attention to the question of how managers
hide their opportunistic behaviour in their inefficient investments activities by providing
low-quality accounting information. Given the Chinese institutional background and
according to the private control theory, this paper investigates how managers in Chinese
listed firms hide inefficient investments by manipulating accounting information,
providing support for the importance of strengthening accounting regulation in the capital
market, and in so doing, makes an important theoretical contribution to the literature,
such as those made by Hung (2001) and Leuz, Nanda, and Wysocki (2003). Second,
this paper investigates the relation between firms’ capital investment efficiency and the
quality of accounting information from a new angle that is different from Biddle, Hilary,
and Verdi (2009), thus helping to further our understanding of the relation between
them. This betterment can improve not only the accounting governance of firms but also
the efficiency of resource allocation. Moreover, considering the endogeneity problem
between capital investment efficiency and accounting information quality, this study

employs the lagged item, simultaneous equation model, and the instrument variable to



Capital Investment Efficiency and Accounting Information Quality

deal with this problem, which makes the empirical results more robust.

The remainder of the paper is organised as follows: Section II discusses the existing
literature related to the subject of this paper; Section III describes the analysis of the
institutional background and related theory; Section IV presents the research method
and empirical models; Section V provides the sample selection and analyses of the
descriptive statistics of the variables; Section VI presents the main empirical tests and

results; Section VII provides additional analyses; and Section VIII concludes the paper.

Il Review of Related Literature

Verrecchia (2001), Healy, and Palepu (2001), and Bushman, Piotroski, and Smith
(2006) argue that higher quality accounting information should increase firms’ capital
investment efficiency, but they do not show how accounting information improves
firms’ capital investment efficiency either by reducing overinvestment, improving
underinvestment, or both. Based on these studies, Biddle, Hilary, and Verdi (2009)
propose that firms’ capital investment efficiency is mainly determined by the agency
problem (including adverse selection and moral hazards), and their empirical results
find that higher quality accounting information can better reduce overinvestment or
underinvestment by mitigating the adverse selection and moral hazard problems.
Following the theoretical basis of Biddle, Hilary, and Verdi (2009), Li (2009) finds that
higher quality accounting information can better reduce the information asymmetry, thus
lowering the financing cost, by which the capital investment efficiency in Chinese listed
companies can be increased. Zhou (2009) also finds a similar result in Chinese listed
companies.

Each governance mechanism must be based on the necessary premise in order to
take effect, and accounting information is no exception to this rule. This paper considers
that rare government intervention and strong shareholder protection are jointly the
premise for accounting information taking a governance role.* According to Biddle,
Hilary, and Verdi (2009), accounting information can play the governance role in a
developed capital market that satisfies the basic premise. But it is difficult for accounting
information to play the governance role in an emerging capital market, and thus a
different result is found because the premise cannot be satisfied. Hung (2001) proposes
that accrual accounting provides better matching between revenues and expenses than
cash accounting and therefore produces more value-relevant accounting information.
However, it is very likely that in a capital market with weak shareholder protection,
accounting information is manipulated by managers to maximise self-interest and thus
has become a tool to cover up management’s opportunistic behaviour. Leuz, Nanda, and

Wysocki (2003) also present the same argument. Therefore, the above research concludes

*  This precondition is detailed in Section III.
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that when the basic premise cannot be satisfied, not only is it difficult for accounting
information to play a governance role, but also it is more likely to become a tool for
management to cover up their opportunistic behaviour.

In sum, depending on the particular situation, accounting information either plays a
governance role or is just a tool for covering up management’s opportunistic behaviour.
As an emerging capital market in a transitional economy, the Chinese capital market
has certain institutional features that are very different from those in a developed capital
market, namely severe government intervention and weak shareholder protection (Xia
and Fang, 2005). In theory, with these institutional features, it is hard to satisfy the
premise for accounting information to play a governance role; rather, these features
probably lead to accounting information becoming a tool used by management to grab
benefits of control rights through opportunistic behaviour. Furthermore, overinvestment
(Murphy, 1985; Jensen, 1986) and underinvestment (John and Nachman, 1985; Bertrand
and Mullainathan, 2003) are the two main ways used by managers to invade shareholders’
interests. Given the special institutional background of the Chinese capital market, this
paper investigates the relation between the efficiency of capital investment and the quality

of accounting information based on the theory about the private yield of control rights.

Il System Background and Theoretical Analysis

As mentioned in the literature review, on the one hand, accounting information
can play a governance role by reducing the agency cost through strengthening the
monitoring function of shareholders, but on the other hand, it can become a tool of
management in their pursuit of their private benefit of control by covering up their
opportunistic behaviour. Therefore, the analytical framework of this paper is as follows:
First, from the two perspectives of demand and supply, we analyse the premise for
accounting information to play a governance role; second, we analyse whether the given
Chinese institutional environment satisfies the premise; and lastly, based on the special
institutional environment of the Chinese capital market, we investigate the relation
between the efficiency of capital investment and the quality of accounting information

according to the theory about the private yield of control rights.

1. The institutional premise of accounting governance

Financial markets with stronger sharcholder protection can create more external
financing opportunities and more diversified ownership. In such capital markets, the
agency problems caused by the information asymmetry between managers and outsider
investors should be more severe, and so in order to reduce the information asymmetry and
agency cost, there is a greater need for accounting information to play a governance role
(Francis et al., 2003). Based on the theory of law and finance, Ball, Kothari, and Robin
(2000) and Ball, Robin, and Wu (2003) propose that the market-oriented distribution of
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resources, low government intervention, and strong shareholder protection in common
law countries jointly contribute to the “shareholder” model and directly cause information
asymmetry to be more efficiently resolved through public disclosure. In such capital
markets, accounting information is the most important information for investors and so
it is more necessary for accounting information to play a governance role. However, in
code law countries, the distribution of resources is planning oriented and the government
intervenes severely in the operations of firms. In addition, in capital markets, the
government enacts and enforces the rules. Politicisation leads to a “stakeholder” model
of corporate governance in which information asymmetry is more likely to be resolved
by “insider” communications with stakeholders or social connections, and so there is a
lower demand for public accounting information. Therefore, on the demand side, in a
capital market with less government intervention and stronger shareholder protection, the
need for accounting information to play a governance role is higher, and vice versa. On
the supply side, in a capital market with effective shareholder protection, shareholders
can punish managers, through lawsuits or the stock market, for their misconduct in
invading the interests of minority shareholders as long as they can discover the managers’
opportunistic behaviour; whereas in a capital market with weak shareholder protection,
even though shareholders discover managers’ misconduct in invading the interests
of minority shareholders through the accounting information, it is hard for them to
punish managers due to the high litigation costs, and thus it is difficult for accounting
information to play a governance role. Therefore, the analysis based on the demand and
supply sides suggests that, together, less government intervention and strong shareholder
protection form the basic institutional premise for accounting information to play a

governance role.

2. The institutional condition for accounting governance: An
analysis based on the Chinese institutional environment

(1) Severe government intervention. During the planned economy period, the
Chinese government controlled and allocated economic resources through administrative
orders. The government did not simply intervene in the operations of domestic firms, it
more or less directly controlled them. Marketisation reform in China has been running
for more than 30 years, ever since the Third Plenary Session of the 11th Central
Committee of the Communist Party of China in 1978, turning the Chinese economy from
a planning-oriented economy into a market-oriented economy. However, central or local
government intervention still has a severe impact on the operations of firms. The reasons
for this are as follows. Since 1978, fiscal decentralisation reform, which reinforces the
budget constraints on different levels of governments, has strengthened the motivation of
governments at all levels to improve their economic efficiency and stimulated competition
among different regional governments. For local governments, listed companies are an

important tool for coping with this competition (Li ez al., 2005). Local governments need
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listed companies to develop the local economies, increase employment and tax revenue,
and maintain social stability. These objectives can improve the political achievements
and the prospects of local governments and their officials (Xia and Fang, 2005). As
for private enterprises, they must establish political connections with local governments
through all possible channels in a government-oriented economy (Luo et al., 2009),
which suggests that severe government intervention also occurs in private enterprises.
Thus, severe government intervention is an important institutional feature in China.
(2) Weak shareholder protection. Since the establishment of the stock market in
China in 1991, there have been a number of accounting irregularity cases, such as the
cases of Hainan Minyuan Modern Agricultural Development, Guangxia (Yinchuan)
Industry, and Chengdu Hongguang Industrial. Cases of controlling shareholders
infringing the interests of minority shareholders are often found in the Chinese stock
markets. An important reason for this phenomenon is that shareholder protection from
the Chinese legal system is weak (Xia and Fang, 2005). The government of China
promulgated the Securities Law in 1998, but this law has not improved shareholder
protection due to its inefficient implementation. First, most listed state-owned enterprises
(SOEs) inherently have political connections with the government. The China Securities
Regulatory Commission (CSRC) is directly subordinate to the State Council. Both SOEs
and the CSRC are subordinate to governmental bodies, and so it is hard for the CSRC
to fairly penalise listed SOEs (Liu, 2003). Second, private companies acquire political
connections with the government through all possible channels so as to get political
protection. From the perspective of the manager market, the managers of SOEs are
appointed by higher administrative authorities and the managers of private companies
owe their appointment to their social connections, such as family ties and friends; neither
type of appointment is the result of market competition. The ineffective managerial
labour market makes dismissing incompetent managers unfeasible. There is only one
dominant shareholder in most of China’s listed companies, and so it is hard to restrain
the misconduct of managers through the market for corporate control. In addition, there
is no provision for class action in China, and civil compensation is still not effectively
implemented. The above factors jointly contribute to the weak shareholder protection in

the Chinese capital market.

3. Capital investment efficiency and the quality of accounting
information: An analysis based on the system in China

Using a sample from a developed capital market, Biddle, Hilary, and Verdi
(2009) show that improving the quality of accounting information can enhance capital
investment efficiency. They can reach this conclusion mainly because the object of
their investigation operates under a system of low government intervention and strong
shareholder protection. However, as previously stated in the analysis of institutional

background, the Chinese capital market operates under a system of severe government
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intervention and weak shareholder protection, and so the premise for accounting
information to play an effective role in the operations of firms cannot be satisfied.
Moreover, according to Hung (2001) and Leuz, Nanda, and Wysocki (2003), in such
a system, managers have more incentive to manipulate accounting data to hide their
opportunistic behaviour of invading the interests of minority shareholders. How then
does capital investment efficiency affect the quality of accounting information in the
capital market of China? Given the institutional features of China, this paper will analyse
the nature of the relationship between capital investment efficiency and accounting
information quality from the two perspectives of overinvestment and underinvestment
using the private control theory.

Murphy (1985) and Jensen (1986) propose that managers can control more resources
and acquire more private benefits by expanding the enterprise scale, and so they usually
have more incentive to establish an enterprise empire through overinvestment. The private
benefits of managers include not only more payments, more perquisite consumption,
better reputation, and human capital but also the further enhancement of their status
within their companies (Shleifer and Vishny, 1989). To this end, managers seeking to
maximise their personal welfare tend to make investments that are not in the best interests
of shareholders (Jensen and Meckling, 1976; Biddle et al., 2009). They invest in projects
of negative net present value in order to grab more private interests of control rights,
and this impairs firm value and investors’ benefits.

Another form of inefficient investment is underinvestment. Managers need to take on
more responsibility and even learn relevant knowledge to improve their own managerial
ability when they invest in new projects or update existing projects. Moreover, all types
of investment involve risk; a new investment project may result in a firm suffering
a loss. New investments may reduce the happiness of managers’ lives and may even
lead to managers having to bear the cost of the failure of investments (Bertrand and
Mullainathan, 2003; Xin, 2007). Therefore, new investments increase managers’ private
costs, and so they will give up some projects of positive net present value and maximise
their own private interests by means of perquisite consumption and tunnelling at the
expense of the shareholders’ interests (John and Nachman, 1985).

Based on the above analysis, over-or under-investment is very likely to imply that
managers are invading the interests of shareholders. In theory, all economic activities of
firms will be directly or indirectly reflected in their accounting information. As a vital
determinant of firm value, investment undoubtedly affects the generation of accounting
information. Over-or under-investment contributes to a decrease in earnings, imbalance of
asset structure, and cash flow deterioration in the financial reports. The more inefficient
the investment, the worse the situation, and so managers provide worse manipulated
accounting data to cover up their misconduct, thus lowering the quality of accounting
information. The reasons for the above situation are as follows. First, if the financial

reports actually disclose the awful situation of a firm, investors and creditors will lose
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confidence in the firm and this will increase the firm’s financing costs. Second, this
will impair the reputation and economic interests of managers, such as remuneration,
bonus, perquisite consumption, and other aspects of their welfare. Therefore, managers
have sufficient incentives to manipulate accounting data to effect a cover-up.* Of course,
managers have to bear the costs and risks of manipulating accounting data, but they
almost ignore these costs and risks because in a transitional emerging market, the legal
system is inefficient and shareholder protection is weak.’

Another explanation for the above situation is based on the signal theory. According
to La Porta et al. (1998), in a capital market with weak shareholder protection, the
accounting system, rather than the weak institutional system, protects shareholders’
interests, and this makes higher quality accounting information more important to
shareholders. Therefore, managers have enough incentive to send signals to the market
by improving the accounting information in order to distinguish their firms from bad
firms with severe agency problems and to lower their firms’ cost of capital. According to
Spence’s (1973) argument, the success of signal sending is related to the cost of sending
the signal. The more severe the agency problems are in a firm, the higher its cost of
signal sending through high-quality financial reporting.® Therefore, based on the above
analysis, we believe that the more severe the inefficient investment caused by agency
problems is, managers are faced with the higher cost of signal sending through high-
quality financial reporting to differentiate their firms from worse companies, and thus
are more likely to lower the quality of accounting information.

In the transition to the socialist market economic system, the governments of
China have severely intervened in the operations of firms. In such an emerging capital
market, regulation, law enforcement, and investment protection are weak. Together, these
institutional features make it difficult for accounting information to act as a restraint

on managers’ misconduct in the form of inefficient investments; they even cause a

Whether judged by their development since they were founded or rated by the present market scale,
Chinese stock markets are still at an emerging stage. Wang et al. (2009) point out that private investors
in the Chinese stock markets are lacking in professional stock investment skills and do not know the
right investment philosophy. In addition, compared to institutional investors in developed markets,
the scale of institutional investors in the Chinese capital market is still small and their speculative
behaviour is severe. Zhao and Wang (1999) and Ma and Liu (2004) state that there are some obvious
functional fixation phenomena in Chinese stock markets. To a great extent, the above reasons indicate
that the majority of Chinese investors are immature. The immaturity of investors reduces the managers’
cost of providing low-quality accounting information and gives managers’ more incentive to provide
low-quality accounting information to cover up their inefficient investments.

Lax regulation and the low efficiency of law enforcement jointly result in the low cost of providing
false accounting information. Although the CSRC is increasingly strengthening its supervision
teams, it still cannot catch up with the growth of the capital market. There are thousands of cases
of illegalities every year, but only dozens of cases are punished, and so the scarcity of regulatory
resources contributes to lax regulation and the low efficiency of law enforcement. In addition, from
the above analysis of the system background, the political connections between listed firms and local
governments have a bad influence on law enforcement, which lowers the efficiency of accounting
regulation. Therefore, the above reasons make the cost of providing lower quality accounting
information very low.

¢ Higher quality financial reports are more likely to reveal negative information about firms and
managers, thus making the market lose confidence in both the firms and the managers, and the
managers have to pay the cost.
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higher degree of inefficient investment in these firms. Managers disclose lower quality
accounting information to cover up their misconduct. Therefore, this paper proposes the

following hypothesis:

Hypothesis: Ceteris paribus, the lower the capital investment, the worse the

quality of accounting information.

IV Research Design

The research design is as follows. First, we use over-or under-investment, estimated
using Richardson’s (2006) model, as a proxy for capital investment efficiency. Second,
we use accrual quality estimated by the modified model of Jones (1995) as a proxy
for accounting information quality and accrual quality estimated by the Dechow and
Dichev (2002) model as the alternative proxy for accounting information quality in the
robustness test. Finally, we construct a regression model in which the dependent variable
is accounting information quality and the main independent variable is capital investment
efficiency; some of the control variables are also selected into the regression model.
Then, we use this model to investigate the relation between capital investment efficiency
and accounting information quality. In consideration of the influence of endogeneity, we
separately employ the lagged item, simultaneous equation model, and the instrumental

variable to deal with this influence.

1. The measure of overinvestment or underinvestment

Referring to the method of estimating capital investment efficiency in Richardson
(2006), we use Model (1) to estimate capital investment efficiency. A higher positive
estimated residual means that overinvestment is more severe; a lower negative
estimated residual means that underinvestment is more severe. Both overinvestment and
underinvestment are forms of inefficient investment, and so we use the absolute value
of the estimated residual of Model (1) as a proxy for investment efficiency. We divide
the sample into the overinvestment group and the underinvestment group. In Model (1),
GROWTH,, is the growth rate of sales or Tobin’s Q in year #-1; LEV, | is debt-to-total
assets ratio at the end of year #-1; CASH,_, is the sum of monetary capital and trading
financial assets or short term investments in year #-1; AGE, | is the logarithm of the
number of years the firm has been listed on the stock exchange as of the start of the
year; SIZE, , is the natural logarithm of total assets in year #-1; RET, | is the cumulative
market-adjusted return of the firm from May at year -2 to the end of April at next
year t-1; and INV, or INV,, is capital investment expenditure in year ¢ or #-1. The year
indicator is a vector of indicator variables to capture annual fixed effects, and the industry

indicator is a vector of indicator variables to capture industry fixed effects.

INV, = a, + a GROWTH, | + a,LEV, | + a,CASH, |, + a,AGE, | + a,SIZE, ,
+ aRET, |, + a,INV, | + 2IND + ZYEAR + ¢, (1)
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2. The measure of accounting information quality

Referring to the method of estimating discretionary accruals in Dechow, Sloan, and
Sweeney (1995), we jointly use Models (2) and (3) to estimate discretionary accruals.
We use the absolute accruals estimated by the modified Jones model as a proxy for
accounting information quality. First, we regress Model (2) to estimate the coefficients
of its variables with industry fixed effects in per sample year, and then we put the
coefficients into Model (3) and compute the absolute value of the model residual to act
as the discretionary accruals. A higher absolute value (|[D4,; /) means that the accounting
information quality is worse. 74 means the difference between the operating income
and cash flow from operating activities; ASSET equals the total assets of the company
at the end of the previous period; AREV means the difference between the sales from
the company’s major operating activities of the current period and those of the previous
period; AREC equals the difference between the accounts receivable of the company at
the end of the current period and those at the end of the previous period; and PPE means
the value of the fixed assets, such as property, plant, and equipment of the company, at

the end of the current period.

T4,, 1 AREV,, PPE,,
: = q ta, — ta,———— t¢g, (2)
ASSET,, ASSET,, ASSET,, ASSET,,
TA, 1 AREV,, — AREC, PPE,
DAy = ——— & o —— -t —)®
ASSET, ASSET, ASSET, ASSET,

it—1 it—1 it—1 it—1
Furthermore, we adopt the Dechow and Dichev (2002) model modified by Wang
(2006) to estimate abnormal accruals in Model (4). The absolute value of the residuals

(1Q_2) from Model (4) is the proxy for accounting information quality.

ACC, = a, + a,CF,, + a,CF,

it—1

+ a,CF,

it+1

+ a,DCF,, + a,DCF,  CF,

e T E,(4)
where:
ACCg= total accruals at ¢, scaled by average total assets at ¢ (total accruals are
earnings before extraordinary items minus operating cash flows);
CF= operating cash flows at ¢, scaled by average total assets at f;
CF_,= operating cash flows at 7—1, scaled by average total assets at ¢;
CF,

DCFg= 1 if the change in cash flows at ¢ is less than zero (CF, — CF_< 0), and 0

otherwise;

.= operating cash flows at #+1, scaled by average total assets at t;

et = error term.
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3. The empirical model

We regress Model (5) using the ordinary least squares (OLS) method, in which the
dependent variable is accounting information quality (/Q): the larger the /Q, the worse
the accounting information quality. The main independent variable is capital investment
efficiency (INVEST): the larger the INVEST, the worse the capital investment efficiency.
Meanwhile, some control variables are selected into the regression model, and so we

expect «, is significantly positive.

1Q,, = &, + @ INVEST,, + a,SIZE,, + a,LEV,, + a,ROA,, + a STATE,, + a,CENTRAL,,
+ a,BOARD,, + a,DUAL,, + a,GOV,, + YEAR, + IND, + e, (5)

Control variables. According to the extant literature, firm characteristics and
corporate governance could affect the quality of accounting information, and so we
control for the determinants in the regression model. These determinants are as follows:

(1) Firm characteristics. These include firm scale (SIZE), financial leverage (LEV),
and firm profitability (ROA). First, a larger firm is more likely to be supervised, and
so the quality of the firm’s accounting information should be higher. But the larger the
scale of the firm is, the easier it is to manipulate accounting information, and so the
quality of the firm’s accounting information is lower. Therefore, we do not make any
expectation on the sign of the firm scale variable. Second, in a government-oriented
banking system, the government intervenes in the operations of firms, and thus it is
difficult for debt contracts to play a governance role. In contrast, higher firm financial
leverage leads to more incentives for managers to manipulate accounting information
or to lower the quality of accounting information in order to meet the requirements of
debt contracts (Lu ef al., 2008). Therefore, we expect the sign of firm financial leverage
to be positive. Third, Lang and Lundholm (1993) believe that higher firm profitability
leads to more incentives for managers to improve accounting information quality so as
to distinguish their firms from firms with poor performance. Therefore, we expect the
sign of firm profitability to be negative.

(2) Corporate governance variables. These include the attribute of ownership
(STATE), the concentration of ownership structure (CENTRAL), independence of the
board (BOARD), and CEO duality (DUAL). First, the managers of non-state-owned
enterprises come under more pressure from the market than the managers of state-owned
enterprises, and so the former have more incentive to increase performance through
earnings management in order to improve the market’s expectations for their firms (Bo
and Wu, 2009). Therefore, we expect the sign of the attribute of ownership to be positive.
Second, if the power of controlling shareholders is stronger, managers are more likely to
disclose lower quality accounting information (Fan and Wong, 2002). Meanwhile, CEO
duality makes it easier for managers to manipulate accounting information. Therefore,

we expect that the signs of the concentration of ownership structure and CEO duality are
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both positive. Third, the more independent a board is, the more serious the supervision,
and so we expect that the sign of the independence of board is negative. In addition, the
Chinese government intervenes in the resource allocation of firms, and this also affects
the quality of accounting information because resources are dependent on contracts in
the external market; therefore, we control for government intervention in the regression
model.

Furthermore, based on the above analysis, capital investment efficiency affects the
quality of accounting information, but accounting information quality affects capital
investment efficiency in return, and so an endogeneity problem exists between them.
We deal with this endogeneity problem in Model (6), which is a simultaneous equations
model. According to Xin et al. (2007), free cash flow (FCF), the rate of administrative
expenses (MANFEE), and the proportion of other accounts receivable in total assets
(RECTA) all affect capital investment efficiency. Xin, Zheng, and Yang (2007) show
that the attribute of ownership and the concentration of ownership structure affect
capital investment efficiency. Therefore, we control for the above variables in the second
equation of Model (6). In addition, we also control for the year dummy variables and

industry dummy variables in the two equations.

10,, = o, + a INVEST,, + a,SIZE,, + a,LEV,, + a,ROA, +a STATE, + a CENTRAL,,
+ a,BOARD,, + a,DUAL,, + a,GOV,, + YEAR, + IND, + ¢,
INVEST,, = a, + a,1Q,, + a,SIZE,, + a,LEV,, + a,ROA,, + a,STATE,, (6)
+ a,CENTRAL,, + a,DUAL,, + a,GOV,, + a,MANFEE,,
+ @, FCF,, + aRECTA,, + YEAR, + IND, + ¢,

At the same time, we use an instrument variable to resolve the endogeneity
problem between capital investment efficiency and accounting information quality. We
use the previous capital investment efficiency as the instrument variable and control
for the previous free cash flow and other variables in the first stage of Model (7).
Then, we regress Model (7) using the two-stage least squares method. We use previous
capital investment efficiency as the instrument variable because it is related to current
capital investment efficiency but is almost unrelated to accounting information quality.
Moreover, we control for many firm characteristics variables and corporate governance
variables to increase the independence between the instrument variable and the error
term of the first equation. The reasons for selecting the other variables are detailed in

the analyses above.

INVEST,, = &, + &, INVEST,

w1 T FCF,, | +a,SIZE, + a,LEV,, + a,RO4,,
+ aSTATE,,+ a,CENTRAL,, + a,BOARD,, + a,DUAL,,
+a, GOV, + YEAR, + IND, + ¢,

10,, = oy + o INVEST,, + a,SIZE,, + a,LEV,, + a,ROA,, + a ,STATE,,

+ a,CENTRAL,,+ &,BOARD,, + a,DUAL,, + a,GOV,, + YEAR, + IND, + e,

(7
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Table 1 Variable Definitions

1. Dependent

variables

10_1

102

101_SD

102_SD

= accounting information quality. We regress Model (2) to estimate the
coefficients of its variables with industry fixed effects per year; then, we
put the coefficients into Model (3) and compute the absolute value of the
Model (2) residual to proxy for accounting information quality. A larger
absolute value means that the accounting information quality is worse.
= accounting information quality. The absolute value of the residual from
Model (4) is the proxy for accounting information quality. The larger the
absolute value, the worse the accounting information quality.

= the standard deviation of firm-level residuals from /Q_1I during the year
t to year 2.

= the standard deviation of firm-level residuals from /Q_2 during the year

t to year 2.

2. Explanatory variables

INVEST 1

INVEST 2

= the absolute value of the residual of Model (1), in which GROWTH,, is
the Tobin’s Q. A larger absolute value means that the capital investment
efficiency is worse.

= the absolute value of the residual of Model (1), in which GROWTH,
is the sales growth rate. A larger absolute value means that the capital

investment efficiency is worse.

3. Control va

riables

SIZE

LEV

ROA
STATE
CENTRAL
BOARD

DUAL

GOV

FCF

MANFEE
RECTA

= the logarithm of total assets (renminbi);

= the ratio of liabilities to total assets;

= the ratio of operating profit to a firm’s market value;

= 1 if the ultimate largest shareholder is state-owned, and 0 otherwise;
= shareholding proportion of the largest shareholder;

= the number of independent directors/the total number of directors on
the board;

= concurrent holding of the positions of board chairman and general
manager: it takes the value of 1 when the board chairman is also the
general manager, and 0 otherwise;

= government intervention index taken from the marketisation index of
Fan and Wang (2009);

= the ratio of the firm’s operating cash flow minus depreciation,
amortisation, and expected newly increased investment to average total
assets;

= the ratio of management fees to sales revenue;

= the ratio of other accounts receivable to total assets.
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V Sample Selection and Descriptive Statistics

We select Chinese A-share listed companies between 2004 and 2007 as the sample.
Then, we exclude the financial industry and delete the observations with incomplete data.
Finally, we obtain 3,832 firm-year observations. In addition, we winsorise the major
variables at the 0.5 per cent and 99.5 per cent levels. All of the financial data of firms
is obtained from the China Stock Market and Accounting Research (CSMAR) database
and the data about corporate governance from the China Center for Economic Research
(CCER) database.

Table 2 reports the descriptive statistics for the variables in this paper. We divide
the observations into two groups and compare the differences between them. The results
show that in the high capital investment efficiency group, the mean values of IQ_I
and /Q_2 are 0.0697 and 0.0490, respectively, which are significantly less than the
corresponding mean values (0.0806 and 0.0608) of /Q_I and /Q_2 in the low capital
investment efficiency group. In the high capital investment efficiency group, the median
values of /Q_1 and IQ_2 are 0.0469 and 0.0329, respectively, which are significantly less
than the corresponding mean values (0.0542 and 0.0368) of /Q_I and IQ_2 in the low
capital investment efficiency group. Therefore, from both the mean value and median
aspects, the results show that the lower the capital investment efficiency, the worse the
quality of accounting information. The mean, variance, and median of INVEST I are
0.0823, 0.1046, and 0.0532, respectively, and the variance is significantly larger than
the mean, which suggests that the difference in capital investment efficiency is quite
significant in Chinese listed companies. The mean and variance values of logarithmic
total assets are 21.3887 and 1.0413, respectively. The mean and median of LEV are
0.5468 and 0.5354, respectively, which suggests that the asset-liability ratio is generally
high in Chinese listed companies. The median value of STATE is 1, which suggests that
most companies are state owned. The mean and median of CENTRAL are 0.3815 and
0.3572, respectively, suggesting that it is common for Chinese listed companies to be

controlled by one shareholder only.

VI Empirical results and analysis

1. Correlation Coefficient Analysis

Table 3 lists the correlation coefficients between the variables. INVEST 1 is
positively related to /Q_1 and IQ_2, which suggests that the lower capital investment
efficiency is, the worse the quality of accounting information quality. This is consistent
with the theoretical expectation. SIZE, LEV, and ROA are significantly related to /Q_I or
1Q_2, which suggests that controlling for the variables in the regression model increase
the reliability of the empirical results. STATE and CENTRAL are related to /Q_1I or IQ_2.
In addition, in the regression analysis below, we find that the variance inflation factor

of each variable is less than 5, which suggests that multicollinearity has little impact
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on the regression results. At the same time, the correlation coefficient analysis does not
control for the other determinants, and so we control for the other determinants in the
multiple regression analysis in order to investigate how capital investment efficiency

affects accounting information quality.

Table 2 Descriptive Statistics of Variables

Variable Observations Mean SD P25 P50 P75
101 Low Group 0.0806 0.0871 0.0250 0.0542 0.1033
High Group 0.0697 0.0765 0.0225 0.0469 0.0889
Diff 0.0109%** 0.0074%**
102 Low Group 0.0608 0.0881 0.0165 0.0368 0.0713
High Group 0.0490 0.0708 0.0139 0.0329 0.0612
Diff 0.0118%** 0.0039%**
INVEST 1 3832 0.0823 0.1046 0.0239 0.0532 0.0999
INVEST 2 3832 0.0828 0.1050 0.0239 0.0531 0.1004
SIZE 3832 21.3887 1.0413 20.7211 21.3347 22.0009
LEV 3832 0.5486 0.2838 0.3999 0.5354 0.6473
ROA 3832 0.0160 0.0725 0.0061 0.0235 0.0469
STATE 3832 0.6900 0.4626 0.0000 1.0000 1.0000
CENTRAL 3832 0.3815 0.1602 0.2555 0.3572 0.5065
BOARD 3832 0.3448 0.0621 0.3333 0.3333 0.3636
DUAL 3832 0.2745 0.4463 0.0000 0.0000 1.0000
GOV 3832 6.7890 3.3025 4.1700 6.5300 10.0800
MANFEE 3814 0.1688 0.6044 0.0438 0.0750 0.1215
FCF 3814 0.0506 0.1471 0.0077 0.0599 0.1211
RECTA 3814 0.0691 0.1330 0.0087 0.0255 0.0667

Table 3 Correlation Coefficient Analysis
Variable INVEST 1 101 102  SIZE LEV. ROA  STATE CENTRAL BOARD  DUAL
INVEST 1 1

0.1 0153+

1022 0.128%5 0609+ |

SIZE 0.044%5% 009845 020985 |

LEV 0035 034dws 04695+ 0152+ |

ROA 0053 31758 049584 (3308 0523

STATE 0000 0081F Q1365 0257 Q14T QI

CENTRAL 0012 -0.042%** -0.080%** 0.256*** -0.151%¥* (.198% .0.309%** 1
BOARD 0016 0017 0014  -0.077%** 0 <0022 0.109%* -0.084** 1|
DUAL 0.010 0020 0019 -0.024  -0.001  -0.026 0011 -0.036%* 0.026 1

Note: *** **and * represent statistical significance at the 1%, 5%, and 10% levels, respectively.
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2. Multiple regression analysis

In the multiple regression analysis, we divide the sample along two dimensions.
First, we divide it into an overinvestment group and an underinvestment group: The
aim of this division is to investigate which kind of inefficient investment is more likely
to lower accounting information quality. Second, we divide each of these groups into
a positive earnings management group and a negative earnings management group:
Because inefficient investment reduces firm performance, positive earnings management
is more likely to be used to cover up inefficient investment; in this paper, the two groups
are further divided to investigate which way (positive earnings management or negative
earnings management) is more likely to be used to cover up inefficient investment by
management.

Table 4 lists the regression results for Model (5) with INVEST_I as the dependent
variable and J/Q_I as the main independent variable in the different groups. The results
show that in the five different groups, capital investment efficiency is positively related
with accounting information quality. The division of the groups is detailed in Table
4. Table 5 lists the regression results for Model (5) with INVEST 2 as the dependent
variable, and the results are generally consistent with the results in Table 4.

The modified Jones model focuses on intentional earnings management and neglects
unintentional earnings management, and it believes that managers find it difficult to
manipulate earnings by cash flow. However, Dechow and Dichev (2002) believe that
earnings manipulation can be divided into intentional manipulation and unintentional
manipulation and that it may be possible to manipulate cash flow. Therefore, they employ
the explanatory extent of cash flow in accruals to measure accrual quality, and their
detailed computation is included in Model (4). In Table 6, the dependent variable is the
accounting information quality measured by the accrual quality computed in Model (4)
and the main independent variable is capital investment efficiency. As shown by the
regression results of the five different groups, the lower capital investment efficiency is,
the worse the quality of accounting information is. The division of groups is detailed
in Table 6. Table 7 lists the regression results for Model (5) with INVEST 2 as the

dependent variable; the results are generally consistent with the results in Table 6.

Vil Endogenous Analysis

As there is severe government intervention and weak shareholder protection in the
Chinese capital market, managers are more likely to cover up inefficient investment by
manipulating accounting information. However, Biddle ef al. (2009) show that higher
quality accounting information can improve capital investment efficiency. In other words,
there is an endogeneity problem between capital investment efficiency and accounting
information quality. Below, we deal with this endogeneity problem using the following
methods: the lagged item, the simultaneous equations model, and the instrumental

variable.
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Table 4 Capital investment efficiency (INVEST 1) and accounting information quality
(IQ_1): Multiple regression analysis

Variable () 2 3 ) ®)
Overinvestment ~ Overinvestment Underinvestment Underinvestment
& Positive & Negative & Positive & Negative
earnings earnings earnings earnings
management management management management  Overall sample
10 1 101 101 10 1 10 1
INTERCEPT 0.258%** 0.088 0.107* -0.091 0.069*
(3.10) (1.24) (1.74) (-1.57) (1.76)
INVEST_1 0.154%%* 0.088*** 0.116** 0.033 0.104***
(3.84) (3.50) (2.12) (1.11) (5.43)
SIZE -0.010%** -0.003 -0.004 0.004 -0.002
(-2.76) (-0.81) (-1.37) (1.64) (-0.94)
LEV 0.048** 0.058*** 0.036%** 0.082%** 0.065%**
(2.32) (4.15) (2.74) (6.18) (6.94)
ROA 0.550%** -0.341%** 0.244%%* -0.351%** -0.225%**
(4.22) (-5.77) (4.06) (-9.34) (-7.28)
STATE 0.007 0.004 -0.013** -0.003 -0.004
(0.88) (0.71) (-2.22) (-0.57) (-1.17)
CENTRAL -0.039 0.038** 0.032 0.029** 0.031%%**
(-1.61) (2.21) (1.61) (2.16) (3.12)
BOARD 0.007 -0.039 0.031 0.029 -0.004
(0.14) (-0.52) (0.88) (0.97) (-0.16)
DUAL -0.004 0.005 0.003 0.004 0.003
(-0.55) (0.87) (0.49) (0.82) (0.96)
Gov 0.001 0.001 0.000 -0.000 0.001
(0.60) (1.52) (0.28) (-0.15) (1.46)
IND Yes Yes Yes Yes Yes
YEAR Yes Yes Yes Yes Yes
adj. R? 0.195 0.219 0.122 0.409 0.198
N 619 1023 943 1247 3832

Note: (1) Numbers in brackets are T-statistics; (2) ***, ** and * represent statistical significance
at the 1%, 5%, and 10% levels for the two-tailed test, respectively; (3) The variance inflation

factor of each variable in the regression is less than 5, which has barely any effect on the
regression results.
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Table 5 Capital investment efficiency (INVEST _2) and accounting information quality
(IQ_1): Multiple regression analysis
Variable o 2) 3) 4) ®)
Overinvestment Overinvestment Underinvestment Underinvestment
& Positive & Negative & Positive & Negative

earnings earnings earnings earnings

management management management management  Overall sample

10 1 10 1 10 1 10 1 10 1
INTERCEPT 0.235%** 0.101 0.115% -0.107% 0.068*
(2.63) (1.41) (1.89) (-1.84) (1.73)
INVEST 2 0.156%** 0,094 0.133%* 0.026 0.105%**
(3.87) (3.75) (2.45) (0.88) (5.49)
SIZE -0.010%* -0.004 -0.004 0.005* -0.002
(-2.41) (-1.16) (-1.49) (1.94) (-0.92)
LEV 0.052%** 0.058%** 0.034%* 0.081%** 0.065%**
(2.76) (3.57) (2.49) (6.47) (6.93)
ROA (.588*** -0.325%** 0.231%** -0.359%** -0.225%%*
(4.65) (-5.20) (3.78) (-10.02) (-7.30)
STATE 0.005 0.006 -0.011* -0.005 -0.004
(0.62) (1.17) (-1.80) (-1.06) (-1.14)
CENTRAL -0.039 0.028 0.031 0.036%** 0.031#**
(-1.60) (1.57) (1.60) (2.71) (3.14)
BOARD 0.000 -0.034 0.033 0.028 -0.004
(0.00) (-0.45) (0.98) (0.92) (-0.16)
DUAL -0.006 0.005 0.003 0.003 0.003
(-0.74) (0.96) (0.47) 0.77) (0.94)
GOV 0.000 0.001 0.000 -0.000 0.001
0.13) (1.60) (0.56) (-0.27) (1.48)
IND Yes Yes Yes Yes Yes
YEAR Yes Yes Yes Yes Yes
adj. R? 0.205 0.207 0.116 0.415 0.199
N 606 1000 956 1270 3832

Note: (1) Numbers in brackets are T-statistics; (2) ***, ** and * represent statistical significance
at the 1%, 5%, and 10% levels for the two-tailed test, respectively; (3) The variance inflation
factor of each variable in the regression is less than 5,which has barely any effect on the

regression results.
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Table 6 Capital investment efficiency (INVEST _I) and accounting information quality
(IQ_2): Multiple regression analysis
Variable 0 2) 3) 4) ®)
Overinvestment Overinvestment Underinvestment Underinvestment
& Positive & Negative & Positive & Negative

earnings earnings earnings earnings

management management management management  Overall sample

102 192 102 102 10 2
INTERCEPT 0.145%** 0.209%** 0.102%** 0.208** 0.189***
(2.90) (2.71) (2.90) (2.06) (4.24)
INVEST 1 0.032%* 0.004 0.087%** 0.116* 0,074+
(2.30) (0.30) (3.22) (1.78) (3.90)
SIZE -0.007%** -0.011%** -0.004** 0.012%* -0.009%**
(-2.63) (-2.77) (-2.25) (-2.46) (-3.80)
LEV 0.027 0.079%** 0.005 0.114%** 0.081***
(1.32) (3.69) (0.52) (5.40 (6.03)
ROA 0.786%** -0.700%** 0.557*** -0.643%%* -0.361%**
8.37) (-6.86) (10.62) (-14.04) (-8.48)
STATE 0.002 -0.001 -0.006* -0.002 -0.007%**
(0.52) (-0.17) (-1.93) (-0.36) (-2.66)
CENTRAL -0.019% 0.025 0.011 0.036%** 0.038***
(-1.88) (1.24) (1.11) (2.68) (3.97)
BOARD 0.006 -0.034 -0.018 -0.015 -0.047%
(0.28) (-0.59) (-0.62) (-0.43) (-1.84)
DUAL -0.003 0.003 0.005 0.002 0.002
(-1.18) (0.52) (1.62) (0.48) (0.56)
GOV 0.001 0.002%* 0.000 0.002* 0.002%**
(1.41) (2.31) (0.70) (1.90) (3.85)
IND Yes Yes Yes Yes Yes
YEAR Yes Yes Yes Yes Yes
adj. R? 0.307 0.553 0.286 0.689 0.353
N 1003 639 1230 960 3832

Note: (1) Numbers in brackets are T-statistics; (2) ***, ** and * represent statistical significance
at the 1%, 5%, and 10% levels for the two-tailed test, respectively; (3) The variance inflation
factor of each variable in the regression is less than 5, which has barely any effect on the

regression results.
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Table 7 Capital investment efficiency (INVEST 2) and accounting information quality

(IQ_2): Multiple regression analysis

Variable o 2) 3) 4)
Overinvestment Overinvestment Underinvestment Underinvestment

& Positive & Negative & Positive & Negative

earnings earnings earnings earnings

management management management management

4

Overall sample

102 10 2 102 102 10 2
INTERCEPT 0.157*** (.254%** 0.091%** 0.185* 0.188***
(3.13) (2.82) (2.63) (1.87) (4.24)
INVEST 2 0.028* 0.006 0.096%** 0.103 0.073%x*
(1.96) (0.42) (3.88) (1.60) (3.83)
SIZE -0.007%** -0.013%** -0.004%* 0.011%* -0.008***
(-2.91) (-3.04) (-2.00) (-2.26) (-3.79)
LEV 0.028 0.079%** 0.003 0.111%** 0.081%**
(1.53) (3.23) 0.27) (5.45) (6.03)
ROA 0.841%** -0.664%** 0.524%** -0.603%** -0.361%**
(8.91) (-6.20) (10.16) (-14.77) (-8.49)
STATE 0.002 -0.000 -0.006* -0.002 -0.007%**
(0.56) (-0.04) (-1.85) (-0.46) (-2.64)
CENTRAL -0.024%* 0.021 0.014 0.035%** 0.038***
(-2.30) 0.97) (1.47) (2.73) (3.97)
BOARD 0.001 -0.031 -0.012 -0.015 -0.047%
(0.03) (-0.53) (-0.45) (-0.44) (-1.83)
DUAL -0.003 0.001 0.004 0.003 0.002
(-0.82) (0.13) (1.37) 0.57) (0.55)
GOV 0.001 0.002%* 0.000 0.001* 0.002%**
(1.55) (2.36) (0.76) (1.85) (3.85)
IND Yes Yes Yes Yes Yes
YEAR Yes Yes Yes Yes Yes
adj. R? 0.319 0.530 0.286 0.692 0.352
N 988 618 1245 981 3832

Note: (1) Numbers in brackets are T-statistics; (2) ***, ** and * represent statistical significance

at the 1%, 5%, and 10% levels for the two-tailed test, respectively; (3) The variance inflation

factor of each variable in the regression is less than 5,which has barely any effect on the

regression results.
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1. The lagged item method — the standard deviation of accrual
quality for the next three years

The capital investment efficiency of the main independent variable is measured by
the regression residual of Model (4). The accounting information quality of the dependent
variable is measured by the residual of the modified Jones model or the Dechow and
Dichev model. There is an econometric problem in such a defined model: When Model
(4) and the two accrual models cannot adequately separate the normal investment or
normal accruals, then there is a mechanical relation between the residuals (the measures
of capital investment efficiency and accounting information quality).” In addition, the
capital investment efficiency in year ¢+ may not affect the accounting information quality
in year ¢, but it may affect accounting information quality over a longer period. Therefore,
following the measure used in Biddle et al. (2009), we use the standard deviation of
firm-level residuals from Model (2) or Model (4) for the next three years as the measure
of accounting information quality; this can mitigate the endogeneity problem.

In Table 8, the first three columns are the regression results of the overinvestment
group, the underinvestment group, and the overall sample group, respectively. The
dependent variable in each of the three columns is /QI_sd, measured by the standard
deviation of the accrual quality of the modified Jones model for the next three years. The
regression results consistently indicate that the coefficients of INVEST I are positive,
which suggests that lower capital investment efficiency contributes to worse accounting
information quality. Regarding the other three columns in Table 8, the last three groups
use /Q2_sd as the dependent variable to regress on accounting information quality;
the regression results are generally consistent with those of the first three groups in
Table 8.

In Table 9, we employ INVEST_2 as the independent variable and, keeping other
conditions unchanged, repeat the regressions of the corresponding six groups in Table
8, the results of which consistently suggest that lower capital investment efficiency
contributes to worse accounting information quality.

In addition, when the dependent variable is the standard deviation of the accruals for
the next three years, in order to match the dependent variable to the independent variables
in terms of time, we use the standard deviation of capital investment efficiency and the
mean of the other independent variables for the next three years in the regressions. Table
10 reports the regression results for the next three years.® The results remain consistent
with the above result: the lower the capital investment efficiency, the worse the quality

of accounting information.

We thank the anonymous referees for this valuable suggestion.

8 Both of the two investment efficiency variables are the residuals of the model regressions, and their
characteristics are similar to those of the residual of the accrual model, and so we use the standard
deviations of the two investment efficiency variables.
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Table 8 Capital investment efficiency (INVEST_I) and accounting information quality:

Standard deviation for the next three years

Variable (1 V)] «)] ) ) (6)
Overinvestment Underinvestment ~ Overall sample ~ Overinvestment Underinvestment Overall sample
101 sd 101 sd 101 sd 102 sd 102_sd 102 sd
INTERCEPT 0.223%#* 0.132%%% 0.189%** 0.205%** 0.127%%% 0.183%**
(521) (322) (5.60) (4.01) (332) (4.50)
INVEST 1 0.029** 0.087%** 0.040%** 0.004 0.071%** 0.021%
(2.18) (2.69) (291) (0.41) (2.80) (1.84)
SIZE -0.010%** -0.004% -0.007%#* -0.011%* -0.005%** -0.008%**
(-4.59) (-2.37) (-457) (-3.54) (-2.70) (-3.69)
LEV 0.045%%* 0.051%** 0.045%%* 0.073%** 0.006*** 0.005%**
(3.01) (4.82) (441) (3.26) (5.75) (4.74)
ROA -0.019 -0.030 -0.044% -0.103 -0.163%** -0.160%**
(-0.43) (-1.23) (-1.68) (-1.44) (-6.30) (-4.94)
STATE -0.007 -0.011%% -0.010%#* -0.004 -0.011% -0.009%**
(-1.63) (-3.28) (-3.40) (-1.39) (-3.67) (-3.72)
CENTRAL 0.023* 0.007 0.017% 0.017% 0.005 0.013*
(2.19) (0.70) (2.02) (1.88) (0.61) (1.90)
BOARD 0.012 -0.004 -0.000 0.002 -0.020 -0.015
(0.38) (-0.16) (-0.00) (0.10) (-0.71) (-0.70)
DUAL -0.002 -0.001 -0.001 -0.000 -0.004 -0.002
(-0.63) (-0.24) (-0.43) (0.11) (-1.39) (-0.89)
GOV 0.001* -0.000 0.000 0.002%** 0.001 0.001%**
(2.18) (0.29) (0.96) (343) (1.09) 2.79)
IND Yes Yes Yes Yes Yes Yes
YEAR Yes Yes Yes Yes Yes Yes
adj. R? 0.212 0.175 0.184 0.350 0.399 0.370
N 1266 1630 2896 1259 1630 2889

Note:(1) Numbers in brackets are T-statistics; (2) ***, ** and * represent statistical significance
at the 1%, 5%, and 10% levels for the two-tailed test, respectively; (3) The variance inflation
factor of each variable in the regression is less than 5, which has barely any effect on the

regression results.
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Table 9 Capital investment efficiency (INVEST_2) and accounting information quality:

Standard deviation for the next three years

Variable 1 0] «)] ) ] (6)
Overinvestment Underinvestment ~ Overall sample ~ Overinvestment Underinvestment  Overall sample
101 sd 101 sd 101 sd 102 sd 102_sd 102 sd
INTERCEPT 0.225%#* 0.122%%% 0.188*** 0.219%** 0.117%%% 0.182%#*
(5.01) (3.06) (5.59) (424) (3.06) (4.50)
INVEST 2 0.033** 0.085%** 0.042%%* 0.012 0.066%** 0.025%*
(2.46) (2.68) (3.07) (1.06) (2.68) (224)
SIZE -0.010%** -0.004* -0.007%#* -0.011%# -0.005* -0.008***
(-441) (-2.19) (-4.59) (-3.69) (-241) (-3.69)
LEV 0.049%#* 0.046%** 0.044#* 0.073%** 0.005%** 0.005%**
(2.94) (4.59) (4.40) (3.29) (5.51) (475
ROA -0.009 -0.038 -0.044% -0.087 -0.170%** -0.160%**
(-0.20) (-1.63) (-1.68) (-1.23) (-6.61) (-4.92)
STATE -0.004 -0.013%% -0.010%#* -0.003 -0.012%%* -0.009%**
(-1.14) (-3.74) (-3.39) (-0.98) (-4.00) (-3.70)
CENTRAL 0.019* 0.010 0.017 0.016* 0.006 0.013*
(1.75) (L.06) (2.03) (L72) (0.77) (1.89)
BOARD 0.001 0.006 -0.000 -0.005 -0.013 -0.015
(0.03) (023) (-0.00) (0.13) (-0.53) (-0.70)
DUAL -0.003 -0.000 -0.001 -0.001 -0.003 -0.002
(-0.90) (-0.04) (-0.44) (-0.22) (-126) (-0.90)
GOV 0.001** -0.000 0.000 0.002%** 0.001 0.001%**
(2.04) (-0.15) (0.97) (3295) (129) (2.76)
IND Yes Yes Yes Yes Yes Yes
YEAR Yes Yes Yes Yes Yes Yes
adj. R? 0.227 0.165 0.184 0.356 0.395 0.370
N 1232 1664 2896 1227 1662 2889

Note:(1) Numbers in brackets are T-statistics; (2) ***, ** and * represent statistical significance
at the 1%, 5%, and 10% levels for the two-tailed test, respectively; (3) The variance inflation
factor of each variable in the regression is less than 5, which has barely any effect on the

regression results.

103



104

Jin and Yang

Table 10 Capital investment efficiency (/NVEST_1 or INVEST_2) and accounting
information quality: Standard deviation for the next three years (mean)

1) @) &) @
Variable
101 sd 101 sd 102 sd 102 sd

Intercept 0.131%**  (3.19) 0.130%**  (3.20) 0.128***  (4.39) 0.128*%**  (4.40)
INVEST 1 0.086***  (4.15) 0.040%**  (3.72)

(Deviation)
INVEST 2 0.091%**  (4.40) 0.042%**  (3.87)
(Deviation)
SIZE (Mean)  -0.005%*  (-2.49)  -0.005** (-2.51)  -0.006*** (-3.76)  -0.006*** (-3.77)
LEV (Mean) 0.038***  (3.18) 0.039*%**  (3.20) 0.060***  (4.06) 0.060***  (4.07)
ROA (Mean)  -0.005 (-0.10)  -0.004 (-0.08)  -0.171%** (-3.22)  -0.171%** (-3.21)
STATE (Mean) -0.008** (-2.27)  -0.008** (-2.24)  -0.005** (-2.02)  -0.005** (-2.00)
CENTRAL

(Mean) 0.028*** (2.77) 0.028***  (2.75) 0.016**  (2.31) 0.016**  (2.31)
BOARD (Mean) -0.019 (-0.52)  -0.019 (-0.53)  -0.003 (-0.17) ~ -0.003 (-0.17)
DUAL (Mean)  0.002 (0.56) 0.002 0.56)  -0.002 (-1.08)  -0.002 (-1.09)
GOV (Mean) 0.001 (1.12) 0.001 (1.15) 0.001***  (3.42) 0.001%**  (3.43)
IND Yes Yes Yes Yes

YEAR Yes Yes Yes Yes
adj. R? 0.174 0.176 0.433 0.433
N 2212 2212 2205 2205

Note: (1) Numbers in brackets are T-statistics; (2) ***, ** and * represent statistical significance
at the 1%, 5%, and 10% levels for the two-tailed test, respectively; (3) The variance inflation
factor of each variable in the regression is less than 5, which has barely any effect on the

regression results.

2. Simultaneous equation model

We regress the simultaneous equation model using the two-stage least squares
method to resolve the endogeneity problem between capital investment efficiency and
accounting information quality. First, in general, we test the endogeneity of Model
(6) using the Hausman setting error method. Table 11 reports the test results. The test
parameters detailed in Table 11 are significantly different from zero, which suggests
that there is evident endogeneity between capital investment efficiency and accounting
information quality, and so we use the simultaneous equations model method to resolve

the endogeneity problem.
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Table 11 Test using the Hausman setting error method.

Independent variable (INVEST_I) Independent variable (INVEST 2)
Endogenous Endogenous
Simultaneous test Variance T-value test
equation model parameters parameters Variance T-value
Dependent variable (10_1) -0.949%* 0213 -4.45 -0.941%% 0.208 -4.53
Dependent variable (10_2) L9 0,405 -4.87 -1.897%% 0381 -4.98

Note: (1) *** ** and * represent statistical significance at the 1%, 5%, and 10% levels for the

two-tailed test, respectively.

Table 12 reports the regression results of the simultaneous equations Model (6). The
dependent variables in the first and second columns are /Q I (measured by the modified
Jones model) and /Q_2 (measured by the Dechow and Dichev model), respectively,
and the main independent variable is INVEST I (capital investment efficiency). We
regress the simultaneous equations Model (6) using the two-stage least squares method.
The results show that the coefficients of INVEST I are significantly positive, but the
coefficients of /Q_1 and /Q_2 in the second equation of Model (6) are not significantly
different from zero. Keeping all conditions unchanged, we employ INVEST 2 in place
of INVEST_I in the third and fourth columns and then repeat the first and second
regressions; the results remain generally consistent. Therefore, after considering the
endogeneity problem, the above results robustly suggest that in the Chinese capital
market with severe government intervention and weak shareholder protection, managers
are more likely to cover up their misconduct in their inefficient investment activities by

manipulating accounting information.

3. The instrumental variable method

The instrumental variable method is the usual method used to resolve endogeneity.
In Model (7), we use the capital investment efficiency (INVEST _1 or INVEST 2) of the
prior period as an instrument variable. Further, we control for the free cash flow of the
prior period and other variables to make the regression results more valid. The regression
results of Model (7) reported in Table 13 show that the coefficients of capital investment
efficiency (INVEST_1 or INVEST 2) are significantly positive in the overinvestment
group but not significantly positive in the underinvestment group, which suggests that
the conclusion that “lower capital investment efficiency leads to worse accounting
information quality” is mainly found in the overinvestment group but is not significant

in the underinvestment group.
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Table 12 Capital investment efficiency and accounting information quality: Simultaneous
equation model

Variable (1) () 3) 4)

Main (1) 10 1 19 2 10 1 19 2
INTERCEPT 0.068 (1.42)  0.000 (0.00)  0.057 (1.20)  0.000 (0.00)
INVEST 1 1.045%** (5.50)  2.025%** (6.17)

INVEST 2 1.039*** (5.58)  1.951%%* (6.24)
SIZE -0.005*%*% (-2.41)  -0.016*** (-4.10)  -0.005** (-2.26) -0.015%*** (-4.00)
LEV 0.061%** (7.37)  0.072*¥** (5.02)  0.059%** (7.16)  0.069*** (4.95)
ROA -0.112%%% (-2.75)  -0.130*  (-1.85)  -0.117*%** (-2.95) -0.148** (-2.22)
STATE 0.007 (1.34)  0.015*  (1.67) 0.007 (1.47)  0.015*  (1.79)
CENTRAL 0.011 (0.78)  -0.005 (-0.22)  0.013 (0.93) -0.000  (-0.01)
BOARD -0.006  (-0.18) -0.050  (-0.90) -0.004  (-0.14) -0.047  (-0.87)
DUAL 0.001 (0.31)  -0.002 (-0.26)  0.001 (0.22)  -0.003 (-0.35)
GOV 0.002*%* (2.57)  0.004*** (3.44)  0.002%** (2.66)  0.004*** (3.58)
IND Yes Yes Yes Yes

Year Yes Yes Yes Yes

) INVEST 1 INVEST 1 INVEST 2 INVEST 2
INTERCEPT 0.000 (0.00) -0.016  (-0.29)  0.000 (0.00)  0.000 (0.00)
10 1 0.158 (0.04) 0.363 (0.09)

10 2 0.022 (0.04) 0.051 (0.10)
SIZE 0.006 (1.38)  0.006%* (2.39)  0.005 (1.22) ~ 0.006** (2.31)
LEV -0.018  (-0.09) -0.013 (-0.52) -0.027  (-0.13) -0.014  (-0.53)
ROA -0.017  (-0.03) -0.031 (-0.28)  0.020 (0.03) -0.017  (-0.16)
STATE -0.009  (-0.67) -0.010*%* (-2.14) -0.009  (-0.65) -0.010** (-2.26)
CENTRAL 0.014 (0.11)  0.018 (0.88)  0.006 (0.05) 0.015 (0.73)
DUAL 0.001 (0.09)  0.002 0.47)  0.001 (0.07)  0.002 (0.55)
Gor -0.001 (-0.49) -0.001 (-1.07)  -0.001 (-0.55) -0.001 (-1.18)
MANFEE 0.011 0.21)  0.017 (0.90)  0.008 (0.15)  0.016 (0.88)
FCF -0.032  (-0.19) -0.016  (-0.92) -0.025 (-0.15) -0.016  (-0.91)
RECTA 0.034 (0.17)  0.044 (0.88)  0.026 (0.13)  0.043 (0.85)
IND Yes Yes Yes Yes

YEAR Yes Yes Yes Yes

R? 0.088 0.073 0.074 0.077

N 3814 3814 3814 3814

Note: (1) Numbers in brackets are T-statistics; (2) ***, ** and * represent statistical significance

at the 1%, 5%, and 10% levels for the two-tailed test, respectively.
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Table 13 Capital investment efficiency and accounting information quality: Method of

instrumental variable

M @) A3) @)
Variable

10 1 10_1 10_1 10 1
INTERCEPT 0.202%** (3.26) -0.011 (-0.21)  0.195%%* (3.52) -0.024  (-0.45)
INVEST 1 0.396** (2.46)  0.055 (0.41)
INVEST 2 0.329** (2.23)  0.094 (0.68)
SIZE -0.009*** (-2.92)  0.001 (0.28)  -0.009*** (-2.96)  0.001 (0.54)
LEV 0.058%** (6.35)  0.070%** (9.21)  0.058*** (6.49)  0.070*** (9.35)
ROA -0.197*%% (-4.17)  -0.259*** (-6.86)  -0.160*** (-3.42)  -0.261*** (-6.94)
STATE 0.007 (1.23)  -0.010** (-2.46)  0.007 (1.23)  -0.010%* (-2.37)
CENTRAL 0.012 (0.75)  0.049*%** (4.22)  0.006 (0.41)  0.052%** (4.59)
BOARD 0.002 (0.04)  0.022 (0.81)  -0.008 (-0.22)  0.024 (0.90)
DUAL -0.002  (-0.41)  0.005 (1.33) -0.001 (-0.20)  0.004 (1.24)
Gov 0.002**  (2.56)  0.000 (0.59)  0.002** (2.25)  0.000 (0.82)
IND Yes Yes Yes Yes
YEAR Yes Yes Yes Yes
F-value 7.84 21.36 7.83 22.44
R? 0.01 0.25 0.08 0.25
N 1496 1958 1463 1991

Note: (1) Numbers in brackets are T-statistics; (2) ***, ** and * represent statistical significance
at the 1%, 5%, and 10% levels for the two-tailed test, respectively; (3) The order of the
instrumental variable regression is “Ivreg” in STATA software.

4. Capital investment efficiency and accounting information
quality: An additional explanation

Capital investment efficiency and accounting information quality are both derived
from the given market environment. To investigate the effect of market environment on
the relation between capital investment efficiency and accounting information quality,
we first divide the sample into three groups — strong shareholder protection, median
shareholder protection, and weak shareholder protection — according to the index in Fan
(2009). Then, we regress the two groups: “strong shareholder protection and non-state-
owned enterprises” and “weak shareholder protection and state-owned enterprises”.’
The empirical results listed in Table 14 show that the coefficients of the first four
columns are basically significantly positive but the coefficients of the other four columns
are insignificantly positive, which suggests that in a market environment with severe
government intervention and weak shareholder protection, the result that lower capital
investment efficiency leads to worse accounting information quality is more likely to be
found.

?  The reasons for the groupings are as follows. The state-owned companies represent severe government
intervention and the private companies represent weak government intervention; a high law protection
index represents a high degree of shareholder protection, and vice versa. In order to show how the
market environment affects the relation between firms’ capital investment efficiency and accounting

information quality, we conduct a comparative analysis of two groups: “strong shareholder protection
and non-state-owned enterprises” and “weak shareholder protection and state-owned enterprises”.
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Table 14 Capital investment efficiency and accounting information quality: Role of

market environment

Weak shareholder protection

Strong shareholder protection

Variable and state-owned enterprises and non-state-owned enterprises
() 2) 0) @ () (6) (7 @®)
101 101 102 102 101 101 102 102
INTERCEPT -0.039 -0.039 0.084 0.083 0.347%%% (3450 (.555%**  (.553%**
(-0.47) (-0.48) (1.38) (1.37) (3.52) (3.50) (3.99) (3.96)
INVEST_I 0.126%** 0.041* 0.025 0.062
(2.97) (1.75) (0.68) (1.25)
INVEST 2 0.123%*+ 0.038 0.027 0.056
(2.90) (1.62) (0.76) (L.15)
SIZE 0.002 0.002 -0.002 -0.002 0.016%*  -0.016%**  -0.025%**  -0,025%**
(0.66) (0.67) (-0.85) (-0.83) (-4.01) (-4.00) (-4.33) (-4.30)
LEV 0.028%% 0.027%%  0.031%%*  0.031%%*  0.097FF*  0.097F** (.124%*x  (.124%*
(2.44) (2.38) (2.79) (2.78) (4.88) (4.88) (5.27) (5.28)
ROA 0.202%%% - -0.203%F% -0.310%*F*  -0.310%*%  -0.283%*F  L0.283%F%F  (.646%FF  -0.64TFF*
(-4.16) (-4.16) (-543) (-5.44) (331 (-3.32) (:3.75) (-3.76)
CENTRAL 0.053%%% 0.053%%*  0.041%*  0.042%*  -0.026 -0.026 -0.003 -0.003
2.7 (2.71) (2.47) (2.47) (-0.86) (-0.86) (-0.08) (-0.08)
BOARD -0.002 -0.002 -0.080 -0.080 0.028 0.028 0.133%%  -0.134%*
(-0.06) (-0.06) (-1.53) (-1.53) (0.47) (0.47) (-2.01) (-2.02)
DUAL -0.007 -0.007 -0.001 -0.001 0.006 0.006 0.004 0.004
(-1.25) (-1.25) (-0.27) (-0.27) (0.69) (0.70) (0.32) (0.33)
Gor -0.001 -0.001 -0.003%* -0.003** 0.001 0.001 0.001 0.001
(-1.04) (-1.01) (-232) (-231) (0.34) (0.34) (0.21) (0.22)
IND Yes Yes Yes Yes Yes Yes Yes Yes
YEAR Yes Yes Yes Yes Yes Yes Yes Yes
adj. R? 0.124 0.123 0.285 0.284 0.386 0.386 0.519 0518
N 916 916 916 916 429 429 429 429

Note: (1) Numbers in brackets are T-statistics; (2) ***, ** and * represent statistical significance

at the 1%, 5%, and 10% levels for the two-tailed test, respectively; (3) The variance inflation

factor of each variable in the regression is less than 5,which has barely any effect on the

regression results.
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VIl Research Conclusions, Implications, and Limitations

According to the perspective of traditional trusteeship, accounting information
performs a governance function by reducing information asymmetry. However, certain
assumptions are required beforehand. Only in a market with less government intervention
and strong investor protection will the governance of accounting information act to inhibit
opportunistic behaviour in the form of inefficient investments. As for in emerging capital
markets, severe government intervention and weak investor protection will lessen the
governance effect of accounting information and increase the possibility of concealing
opportunistic behaviour in the form of inefficient investments by providing lower quality
accounting information. Based on this logic frame, this paper finds that in Chinese
listed firms between 2004 and 2007, the lower the capital investment efficiency, the
worse the quality of accounting information. Also, considering the endogeneity between
accounting information quality and capital investment efficiency, this study employs
the lagged item and simultaneous equation model to deal with the endogeneity problem
and applies a series of robustness tests. It then finds a consistent result: lower capital
investment efficiency leads to worse accounting information quality. This indicates that
the empirical results robustly prove the theoretical hypothesis: On the whole, in an
emerging market with severe government intervention and weak shareholder protection
like China, the cost of managers snatching private benefits of control and disclosing
false accounting information is low, which makes it hard for accounting information to
have the governance effect of inhibiting managers’ misconduct in the form of inefficient
investment and allows accounting information to become a tool for managers to conceal
their opportunistic behaviour in their inefficient investment activities. Thus, the lower
a firm’s investment efficiency, the worse the quality of its accounting information. The
instrumental variable regression indicates that the above result is more obvious in the
overinvestment group but is not significant in the underinvestment group.

The research’s conclusions provide some revelations. From the perspective of
government policy, the tangible hand of government should reinforce the institutional
building of shareholder protection and seriously punish managers’ malfeasances in
invading shareholders’ interests by means of strict laws. Considering the scarcity and
limitations of the regulatory resources, the regulators should give investors more rights
and strengthen the market of institutional investors so as to enhance investors’ self-
protection ability.

As an important aspect of corporate governance, accounting problems originate
from the given institutional environment. The extant related research in developed capital
markets finds conclusions that are based only on their own institutional background;
different conclusions may be reached under different institutional backgrounds. Therefore,
the conclusions of this paper are different from those in Biddle, Hilary, and Verdi (2009),
suggesting that we should study local accounting issues on basis of the given institutional

background so that we can gain a deep understanding of the essence of the issues.
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This study has its limitations. An important challenge for this study is to resolve the
endogeneity problem between capital investment efficiency and accounting information
quality. Although we have tried to employ the lagged item, instrument variable
regression, and simultaneous equation model to address the endogeneity problem and
have found the expected results, there are still some limitations to the study which suggest
directions for future research.!”

Although this study has theoretically analysed how a firm’s inefficient investments
affect the quality of accounting information based on the special Chinese system
background and has also conducted a specific empirical test with some different
dimensions and using various methods, there are still some deficiencies in relation
to solving the endogeneity problem. Therefore, the conclusion of this study mainly
shows that in China’s emerging market with severe government intervention and weak
shareholder protection, the more inefficient a firm’s capital investment is, the worse its
accounting information quality is. In other words, managers cover up their opportunistic
behaviour in their inefficient investment activities by providing accounting information
of inferior quality, although the conclusion does not deny that higher quality accounting
information can better improve capital investment efficiency by reducing management’s
moral hazards. Of course, the conclusion does not deny accounting information’s
function in Chinese capital markets,'! but it aims to illustrate that improving the market
environment is very important to the improvement of accounting information quality and

the efficiency of resource allocation.
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10 Although we may infer that lagged capital investment efficiency (instrumental variable) and current
capital investment efficiency are closely related, we cannot show that there is no relation with the
model residual.

The functions of accounting information can be divided into reducing adverse selection beforehand
(signalling effect) and moral hazard afterwards (monitoring effect) (Scott, 2006). In view of the
current institutional environment in Chinese capital markets, accounting information mainly provides
the signalling effect.





