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Abstract:

This paper aims to examine the impact of government connection in using financial
information on investment decisions, and investment decision making companies are
more likely to be influenced by financial reporting quality or government
connections. This study used quantitative research with a sample of infrastructure
industry companies, both government and non-government companies, totaling 460
consisting of 248 non-government companies and 218 government companies. This
research was conducted from 2014 to 2018 because, in that period it was supported
by government policies in carrying out infrastructure development throughout
Indonesia. This study showed that the higher the Financial Reporting Quality (FRQ),
the more efficient the investment made by the company. In addition, it showed that
government connection does not affect investment decisions. The results of this study
support the agency theory which indicates that there is a need for agency costs
incurred by companies in decision making. Implication for the Indonesian Stock
Exchange (IDX) and the Financial Services Authority (FSA) is to monitor its
companies so that they can publish good quality of financial report, and eventually
investments made by companies can be more efficient. This study examines the role
of CEOs of government companies in investment decision.

Keywords: financial reporting quality, government connection, investment
efficiency, financial information, investment decision, government policy

I.  INTRODUCTION But, according to Fox (2017), Njowa and

Musingwini (2018), the CEO of the company uses

Research that examines the influence of financial
reporting in decision making is widely
investigated because financial reporting reflects
the actual condition of the company so that it can
be used as a basis for decision making by
stakeholders (Lin and Wang, 2016, Shahzad et al,
2018, Zimmerman, 2013, Noor et al. 2013).
Several studies have examined family businesses
such as those conducted by Lin and Wang (2016);
Shahzad et al. (2018) which showed that financial
reporting has a significant influence on investment
decisions when the company is owned by minority
family ownership. Conversely, when the company
IS majority-owned by the family owner, it causes
the level of investment decisions will below by
referring to the company’s financial statements.

Published by: The Mattingley Publishing Co., Inc.

financial reporting to decide investment on the
company. The results of this study are in line with
agency-level 1l theory conducted by Villa- longa,
and Amit (2006), which showed that there are
conflicts of interest that occur when the company
is majority-owned by individuals and families.
Conflicts of interest arise when the company is
majority-owned by individuals or families. The
pressures are significant for personal gain and
supervision of the company. In contrast to the first
level of agency theory as proposed by Jensen and
Meckling (1976) that the existence of a conflict of
interest occurs  between managers and
shareholders, but on the second level agency
theory these conflicts can be minimized because
the manager is part of the family ownership. When
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the company is owned by institutions such as
banks and other institutions, the profits will return

to their respective owners.

This research based on the issue of
infrastructure development problems over the
past four vyears. Infrastructure development
involves companies listed on the Indonesia Stock
Exchange. The company makes investments to
support government programs while also hoping
to get a return from these investments. However,
the company refer to the financial statementsasa
basis for making investment decisions. The issue
of political developments in Indonesian affect the
existing infrastructure development programs in
Indonesia, so that this becomes an important
matter for the CEO as a manager in the company
to be able to make investment decisions.

CEO as a manager in a company must realize
that every activity will impact the financial
statement. It is important to be able to produce
policies related to company activity as much as
possible, so that the company will get a
significant return. Shahzad et al. (2018) , Lin
and Wang (2016) , Lee and Neill (2003) , Biddle
et al. (2014) , Biddle, Hi lary, and Verdi (2009)
suggested that the existence of financial
reporting made and reported by the company can
be used as a tool to decision making.

The originality of the research is the function
of financial reporting in determining decision
making in Indonesia. The companies in
Indonesia, there are two types of ownership,
namely government and non government
ownership. Based on this explanation, it causes
anomaly between the decisions made by
managers as managers of the company, whether
the manager decided because it refers to the
company’s financial statements or the
government  encouragement to  develop
investments.

This research has contributed to level 1
agency theory (Jensen, and Meckling 1976),
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which shows that one important aspect in
minimizing asymmetry information between
shareholders and CEOs are by agency costs. it is
to minimize asymmetry information a produce
quality financial reports.

This study aims to examine the relevance of
financial statements in decision making when the
company owned by government and non-
government. This article provides the results that
financial reporting quality is still used as a basis
or reference in making investment decisions by
corporate CEOs. Financial reporting quality is
still considered as one important factor in
assessing a company's investment decisions.

In addition, this article also provides evidence
that the government which has a majority
shareholding in the company cannot provide
intervention to the company's CEO. Even though
the government has policies in the form of
programs for the past four years that must be
supported. These results also provide evidence
that there is no emotional connection between the
CEO and the government so that the CEO in
running the company is more independent.

In the end, it can be concluded that this article
provides evidence of financial reporting quality is
an important aspect for company CEOs in
decision making. This is evidenced by the
inclusion of elements of government connection,
the CEO is still referring to the financial reporting
quality in decision making so it can be concluded
that the emotional relationship between the CEO
and government connection is still weak. The
company's CEO can make decisions without
being influenced by government pressure,
especially investment decision.

II.  FINANCIAL REPORTING QUALITY
AND DECISION INVESTMENT

Conflicts of interest occur between
managers and investor. Moral hazard and
adverse selection that occur can be provides
opportunities and advantages for company
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managers to make over and under investments
(Myers and Majluf, 2011). So it is necessary to
spend agency cost to be able to minimize
conflicts that occur between managers and
investors, especially when the company wants to
invest. The form of agency cost incurred to
reduce information asymmetry that occurs is to
report quality financial reports (Biddle, Hilary,
and Verdi, 2009; Cheng, Dhaliwal, and Zhang,
2013; Jo, Pinkerton, and Sarin, 1994; Lin and
Wang, 2016; Myers and Majluf, 2011; Shahzad
et al, 2018; Huang, Kabir, and Zhang, 2018;
Wan, Zhu, and Chen, 2015; Zhao, Chen, and
Hao, 2018). Several reasons cause the quality of
financial statements to be an important factor in
reducing information asymmetry that occurs
between investors and managers. First, the
financial statements produced can be the basis
for investors making decisions about the actual
condition of the company. Quality financial
statements affect to investing decision. A good
company will pursue profit so that it can
minimize under or over investment. Second, the
quality financial report is a control for
management to deter personal interests. Good
quality financial report managers will not under
or over invest but rather an efficient investment.
This research also reinforces the importance of
financial information in decision making by
company CEOs regarding investment decisions.
This is based on many issue about the
ineffectiveness of financial information in
decision making. The various studies as carried
out by (Ari and Koc 2018, 2019; Ehnert et al.
2016; Mahmood and Orazalin 2017; Orazalin,
Mahmood, and Narbaev 2019; Ziolo et al. 2019)
the stakeholders tend to have used non-financial
aspects in decision making so that the research
can be a contribution regarding the importance of
financial issue as a basis for decision making.
This research also include the role of
government to influence investment decisions.
This issue is interesting because it has
previously been explained that the CEO uses
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quality financial statements in investment
decision making, but in this section the
researcher tries to link whether investment
decisions made by the company's CEO are
purely referring to the quality of financial
reporting or more because of government policy
support related to infrastructure program for the
past four years. Government connections can
provide benefits for companies that are majority
owned by the government. Government support
through investment development programs over
the past four years can be a factor influencing
investment decisions for CEO, especially when
the government has a majority shareholding,
such as ease of regulation in investing, and the
government contributes if the company fails in
its investment activities. So that in decision
making, managers tend to involve the
government in decision making. But it is
different if the company is owned by a non-
governmental organization. Asaba (2013);
Cheng, Dhaliwal, and Zhang (2013); Czarnitzki
and Kraft (2009); Lee and Neill (2003) Du et al.
(2018); Huang, Kabir, and Zhang (2018); Leung
and Cheng (2013); Wan, Zhu, and Chen (2015);
Wang and Xiao (2009); Zhang, An, and Zhong
(2019); Zhao, Chen, and Hao (2018) showed
that the basis for managers to determine the right
investment is a quality financial report. In
addition, there is the role of investors to be a
control for managers not to invest below or
more. The results of this study can contribute to
the impact of government program policies
related to infrastructure development whether it
can give a different view to the CEO of the
company in making investment decisions. So
based on the explanation above, the hypothesis
that:
H1: The higher Financial Reporting Quality, then
the Company will be investing efficiently
H2: Effect of Financial Reporting Quality on
different  investments for  companies
controlled by the Government and non-
government
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I11.  Research design

Data collection
This study examines companies listed on the
Indonesia Stock Exchange. The sampling method
used was purposive sampling using government
and non-government infrastructure sub-sectors.
The research sample is a company engaged in the
infrastructure, utilities, and transportation sectors,
which consists of 5 sub-sectors, energy, toll roads,
ports, airports, and the like; telecommunication;
transportation, construction, and building both
companies whose ownership is majority-owned by
the Government or non-Government. We started
the research period from 2014 to 2018 because this
period was the focus of the government's
infrastructure development program. However,
from the data obtained there are companies either
government or non-government that did not
publish financial statements in the study year, so
we substracted that do not have available data.So
that the number of observations obtained as many
as 460 consisting of 242 non-government
companies and 218 Government companies,
obtained from all companies in the infrastructure,
utilities and transportation sectors. We use
unbalanced panel data.
Operationalization of Variables
Dependent Variable

The measurement  of investment decision
follows the previous literature using investment
efficiency (Biddle, Hilary, and Verdi ( 2009); Li
and Liao (2014); Shahzad et al.(2018).
Investment efficiency is a calculation of
deviations from the optimal level of investment
by making regression of sales growth in the
previous year (Sales Growth - SG) to the
total cross-sectional investment for each industry,
then obtained residual value which is a deviation
from the expected level of investment, Positive
Residue represents investment from the Negative
NPV project (Over Investment), while negative
residuals represents companies that do not invest
in a positive NPV project (less investment), then
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the absolute residual value is multiplied by -1, the
higher value represents the larger IE and vice
versa. When the residual potential is multiplied
by -1, the resulting value approaches zero
indicates overinvestment, which is relatively
more ren bye. Besides, the low investment
represents the negative residual value of the
investment model. When negative residuals are
multiplied by -1, producing a value close to zero
represents lower investment. We  classify
companies that invest below and more based on
the number of residuals obtained using the
following equation:

lit=ait+ P1SGit14 €iteeererrieren ae Equation
1

Total Investment (lit) is the sum of capital and non-
capital expenditure, while SG is the difference
between the company's sales in yearst, andt.
1. The residual value obtained to determine the
company's quartile. Companies that are in the
lower quintile, having maximum negative residuals
refer to like companies that have low investment in
contrast to companies in the upper quartile are
those that have maximum positive residuals that are
considered as high investment companies. A
company that is between two quartiles is
considered a company that has investment
efficiency.

Whereas the separation of government and non-
government ownership will be seen from the
amount of ownership of the shares. If the company
is a company whose majority share ownership is
owned by the government, then it will be classified
as a company under government control and vice
versa, if the majority share ownership is owned by
non-government, it will be classified as a company
that is not controlled by the government.

Independent Variable

Financial reporting Quality (FRQ) was measured
using accrual-based earnings management. We use
the Kasznik model (1999), which has been widely
used in research that examines FRQ as conducted
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by Gomariz, Ma Fuensanta Cutillas,
and Ballesta ( 2014); Shahzad et al. ( 2018).

The following equation 2 is used to test FRQ in a
cross-section for each industry:

TAit= ait+ piSalesit+ p2PPEit+ BsACFOi +
€iloeeesssseacnncanes Equation 2

where TA i, tis the total accrual provided by
(A current assets- Acurrent liabilities) +
( A Short-term bank - depreciation) lagged total
asset; ASales i, tis the change in sales of sales from
yeartto  yearti. PPE; tis tangible fixed
assets. ACFO i,tis the change in operating cash
flow from yeartto yeart-1 and €i,tis the error
rate. To calculate FRQ by multiplying the absolute
value of residuals by -1.Then the value
will be authenticated. A higher residual value
indicates a higher FRQ.

Robustness checks are carried out to test the
consistency of FRQ. We consider discretionary
revenueas a FRQ proxy. McNichols and
Stubben ( 2008) argue that discretionary
income has a predictive power that is stronger than
accrual discretionary for three reasons. First, the
level of measurement error in discretionary
revenue isquite low compared to accrual
discretionary. Second, accruals are closer to
investment, for example, depreciation. Third,
product demand is a function of income,
so discretionary revenue is related to
investment. Finally, accountants often manipulate
sales revenue to meet the analysis
estimates. Therefore, to increase the predictive
power of testing, discretionary revenue, together
with the discretionary accruals is used as a proxy
for FRQ. The equation can be described in the
following model:

AAR i t=ait+P1ASRit+€it... Equation 3
Where AAR i tis the change of Receivables from

year t to year t-1; ASR j tis the change in sales
revenue and ¢ IS the residual. Residuals are used
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to measure FRQ. To calculate FRQ by multiplying
the absolute value of residuals by -1. A higher
residual value indicates a higher FRQ. The model
in equation three will regress the changes in debt to
changes in  salesafter  subtracting the
total past assets for each industry separately.

To test hypothesis 1, this study uses the following
equation:

I=a+p1FRQ+P2DER+PB3LnTA+p 40T +

[ PPN Equation (4)
I =a+ BsFRQ + psFRQ~OT + B7DER +
BsLnTA+BoOT +el............ Equation (5)

Where | is Total Investment is the sum of capital
and non-capital expenditure; FRQ is Financial
reporting Quality was measured using accrual-
based earnings management. We use the Kasznik
model (1999); Ownership Type (OT) is a type of
company ownership measured by dummy
variables. Category 2 if the company is majority-
owned by the government and 1 if the company is
majority-owned by non-government, Debt to
Equity Ratio (DER) is the ability of the company's
debt as measured by total debt divided by total
equity; Total assets (LnTA) is the size of the
company measured by the natural logarithm of the
company's total assets. The DER, OT and Ln TA
variables are control variables.

IV.  Discussion
Financial Reporting Quality and Investment
Efficiency
Table 1
Regression Results
I=a+p1FRQ+B2DER+B3LnTA+B40T +

[ PPN (4)
Variable Expected Coefficient
Sign

Intercept - -0.449 ***
FRQ - -0.120 ***
DER - -1.377 ***
LNTA + 1.468 ***
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oT - -0.538 ***
*** Denote statistical significant at the 1% level

To test the hypothesis, this study using the
OLS regression equation 4. In table 1 shows that
the Financial Reporting Quality (FRQ) was
negatively related to the decision to invest is the p-
value pada level 1% and a coefficient value of -
0.120. The results of this study indicate that high
FRQ can make corporate CEOs make investment
decisions more efficiently. The results of this study
prove Hypothesis 1 is accepted. This research
proves that companies both government and non-
government companies use financial statements in
determining their investments. The results of this
study are consistent with research conducted
by Cheng, Dhaliwal, and Zhang (2013); Gomariz,
Ma Fuensanta Cutillas and Ballesta (2014); Jo,
Pinkerton, and Sarin (1994); Lin and Wang
(2016); Shahzad et al. (2018) which shows that the
higher FRQ, the investment decisions made by
companies will be more efficient.

The results of this study indicate that
infrastructure companies, both government and
non-government  companiesin  determining
investments, still refer to the financial statements in
making decisions related to these
investments. CEO, as a manager in the company,
still uses the quality of financial information in
determining investment. So the investment policy
undertaken by the CEO s still considered
logical. The results of this study support the theory
of level 1 agencies, which prove that FRQ is still
used as a reference for CEOs to determine to
investors about the company's financial condition.
Therefore, it is important for shareholders to be
able to see the financial statements produced by the
company so that later it can be used as a reference
in the investment decision-making process carried
out by the company's CEOQ. The results of this study
support the agency theory by Jensen and Meckling
(1976) that there need to be agency costs incurred
by companies so that there is no information gap
that occurs between investors and managers,
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especially related to the business development
process.
The Effect of Financial Reporting Quality on
Different Investments for Companies Controlled
By The Government and Non Government

To test hypothesis two (2), this study
correlates FRQ and OT in equation 5. In table 2
below shows the effect of FRQ on investment for
companies controlled by the government and non-
government.

Table 2
Regression Results

I=a+ BpsFRQ + psFRQ+~OT + B7DER +
BsLnTA+BoOT +el ...(5)

Variable Expected Coefficient
Sign
Intersept - -0.468 ***
FRQ - -0.266 ***
DER - -0.002 ***
LnTA - -10.110 ***
oT - 1.987 ***
FRQ1 OT - -0.001

*** Significance at the 1% level

The coefficient value of FRQ_OT influence
on investment for companies controlled by the
government and non-government is -0.001 with a
sign of negative (not significant at the 10%
level). this shows that there is no difference in the
influence of FRQ_OT on investments controlled by
the government and non-government.

The results of the regression analysis
showed that FRQ _OT did not affect corporate
investment controlled by the government or non-
government, so that the second hypothesis (H2) in
this study was not accepted. It can be said that in
decision making by managers there is no
government pressure, what decision-making
managers use FRQ, which can be seen from the
absence of differences between government and
non-government companies in investment decision
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making. This IS in line  with agency-
level | theory (Jensen, and Meckling, 1976) which
states that the form of agency costs incurred in
making quality financial reports will reduce the
information asymmetry between management
and shareholders for investment decision making.

This study does not prove the differences in
the influence of FRQ on investment decision
making between government companies and non-
government companies. The results of this study
also showed that there was no emotional
connection between management and owners,
especially the government, in making investment
decisions. In particular, management is still
independent in investment decision making,
management still uses financial statements in
investment decision making. This provides
evidence that the form of direct intervention from
the Government to the CEO of the company is still
weak especially related to infrastructure
development (Cull et al, 2015a, 2015b; Gray,
Harymawan, and Nowland, 2016; Habib,
Muhammadi, and Jiang, 2017; Kogan and
Salganik-Shoshan, 2015; Ma, Rui, and Wu, 2015;
Su, Fung, and Yau, 2013).

Robustness check

This research also uses a robustness check by using
a different FRQ proxy that is using a proxy that has
been done by McNichols and  Stubben
(2008). Results using robustness check results are
the same as proxy by the Kasznik model (1999).

V. CONCLUSION, IMPLICATIONS, AND
FUTURE RESEARCH
This study examines FRQ and the Types of
Companies on Investment Efficiency in
infrastructure companies in Indonesia. The results
of this study indicate the results that if the CEO
uses FRQ as a basis for decision making, the
company's investment decisions will be more
efficient. The existence of FRQ can minimize
information asymmetry between investors and
management. So FRQ can become the agency cost
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of the company-owned to be able to minimize the
information gap  between investors and
management. The results of this study also prove
that in making corporate investment decisions the
CEO as a manager in the company is not affected
by the Government in making investments. The
CEO uses FRQ as a basis for making investment
decisions. The results of this study have
implications for the Indonesian Stock Exchange
(IDX) or the Financial Services Authority (FSA) in
order to monitor its companies so that they can
publish quality financial reports so that investments
made by companies can be more efficient. Future
studies are expected to be able to add concepts
regarding non-financial information in addition to
company information in investing.
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Appendix
Variable Label Label Nature Description Data Source
Variable
Dependent Variable
Investment I Numeric Total Investment (lit) is the sum of Financial
Efficiency capital and non-capital expenditures, Reporting
while SG is the difference between
company sales in years t- 2 and t- 1
Independent variables
Financial FRQ Numeric TA i tisthe total accrual obtained from Financial
reporting (current assets - A current liabilities) + Reporting
quality (short-term banks - depreciation
expense) lagged total assets; ASales i,
tis the change in sales of sales from
yeartto yeart-1. PPE;, tis tangible
fixed assets. ACFO i, tis the change in
operating cash flow from yeartto
yeart-1 and ¢, tis the error rate. To
calculate FRQ by multiplying the
absolute value of residuals by -1. Then
the value will be
authenticated. Kasznik (1999)
Company Size  Ln Numeric Log natural total assets Financial
Total Reporting
Assets
Leverage DER Numeric Total debt divided by total equity Financial
Reporting
Ownership oT Nominal Type of Ownership is measured by Financial
Type Dummy, if the company which is Reporting

majority-owned by the Government is
categorized 2, and the company which
IS majority-owned by non-Government
is categorized 1.
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