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1.0 INTRODUCTION

One of the fundamental decisions that every business needs to make is to
assess where to invest its funds and to re-evaluate, at regular intervals, the
quality of its existing investments [Damodaran, 2001]. The cost of capital is
the most important yardstick to evaluate such decisions. Not only the hurdle
rate for investment projects but the composition of the firm’s capital structure
is also determined by this variable. In addition, the determinants of cost of
capital (especially the cost of equity capital) are relevant to the fundamental
analysis literature, which attempts to shed light on the valuation role of ac-
counting. Hence it comes as no surprise that a wide range of policy prescrip-
tions have been advanced to help companies lower this cost. For example, Ar-
thur Levitt, the former Chairman of the Securities and Exchange Commission,
suggests that “high quality accounting standards...improve liquidity [and] re-
duce capital costs™'. The NASDAQ stock market suggests that its trading sys-
tem “most effectively enhances the attractiveness of a company’s stock to in-
vestors™, and investment banks routinely solicit business by arguing that their
financial analysts will lower a company’s cost of capital by attracting a greater
institutional following to the stock [Easley and O’Hara, 2004, p.1553]. All
these components are regarded as having an influence on the information
structure surrounding a company’s stock. However, the traditional capital asset
pricing model (hereafter CAPM) does not allow any role for information. Eas-
ley and O’Hara [2004] therefore note that, “This exclusion [of informational
role] is particularly puzzling given the presumed importance of market effi-
ciency in asset pricing. If information matters for the market, why then should
it not also matter for the firms that are in it?” [p. 1554).

Theory suggests that greater information is associated with a lower cost of
capital® through reduced transaction costs and/or reduced estimation risk.
Glosten and Milgrom [1985] suggest the positive role of information in reduc-
ing the bid-ask spread.* According to Glosten and Milgrom (1985), “the core

! Cited in Admati and Pfleider (2000).

* The Nasdaq website, www.nasdaq.com.

* Cost of capital consists of both the cost of debt and the cost of equity capital. The survey to follow
will generally look at the role of information in influencing the cost of equity capital. This is primarily be-
cause the traditional CAPM is a model for estimating required return on equity capital and estimation mod-
els based on dividend discount model capture the cost of equity capital effect. However, this is not to sug-
gest that the cost of debt is not affected by information. Evidence regarding the role of information in influ-
encing the cost of debt is presented in section four.

The relation between accounting information and bid-ask spreads is surveyed by Callahan et al.
(1997] who conclude that, “By improving the information environment for companies through better disclo-
sure, accountants can contribute to a reduction in transaction costs, and hence the cost of capital” [p.58].
The present_survey focuses on, the. informational impact on the direct estimation of the cost of equity
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idea is that the specialist faces an adverse selection problem, since a customer
agreeing to trade at the specialist’s ask or bid price may be trading because he
knows something that the specialist does not” [p.72]. Amihud and Menedelson
[1986] suggest and find evidence consistent with the hypothesis that average
portfolio risk-adjusted returns increase with their bid-ask spread. They note
that, “liquidity increasing financial policies can reduce the firm’s opportunity
cost of capital, and provide a measure for the value of improvements in the
trading and exchange process” [p.224]. Another strand of theoretical research
suggests that parameter uncertainty (estimation risk) influences the perceived
unconditional rate of return distribution upon which investors make their in-
vestment decisions. An increase in information in such a setting allows inves-
tors to better estimate asset returns, which in turn, lowers the required rate of
return [Clarkson et al., 1996; Coles et al., 1988; Coles et al., 1995; Bary and
Brown, 1985; Klein and Bawa, 1976; Handa and Linn, 1993 among others}.
Given this important positive role of information in reducing the cost of
capital, this paper synthesizes archival research on the relationship between
information quality and the cost of capital. The link between information qual-
ity and cost of capital is one of the most fundamental tenets in Finance and
Accounting. Because of information asymmetries arising from dispersion of
ownership, adverse selection costs arise between buyers and sellers of firm
shares. This should result in reduced levels of liquidity for firm shares. To
overcome the reluctance of potential investors to hold firm shares in illiquid
markets, firms must issue capital at a discount. Discounting results in fewer
proceeds to the firm and hence higher costs of capital. A commitment to in-
creased level of disclosure’ reduces the possibility of information asymmetries
and hence should lead to a lower cost of capital effect. Also, the firm could
reduce its cost of capital by structuring the governance system in a way that
allows for transparency and monitoring over managerial actions. In addition,
high quality auditing, analyst forecasting, etc. could provide credible informa-
tion in the market regarding the future prospect of the firm and hence could
reduce the cost of capital in general, and cost of equity capital in particular.
The paper is organised as follows. The next section briefly discusses the
theoretical underpinnings of the effect of the role of information on the cost of
capital. Section three surveys evidence on the estimation approach of the cost
of equity capital. Since early cost of capital measures are based on realized
returns as an ex ante measure of expected returns, the limitations of this ap-
proach are described and recent developments to estimating the cost of capital
using current price, analysts’ earnings expectations are elucidated. Section
four surveys the empirical evidence on the relationship between information
quality and cost of capital. Sub-section one looks at the role of increased dis-
closure in reducing the cost of capital. Sub-section two summarizes evidence
on the role of earnings quality in reducing cost of capital. Finally, sub-section

capital instead of the bid-ask spread. However, some interesting findings from recent research that uses bid-
ask spread as a component of cost of capital are discussed.

* Theory is sufficiently broad as to allow the meaning of “increased level of disclosure” to be inter-
preted as an increase in the quantity of disclosure, an increase in the quality of disclosure or both.
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three summarizes research findings on the impact of corporate governance risk
on the cost of capital. Section five concludes with suggestions for future re-
search.

2.0 THEORETICAL UNDERPINNINGS

Analytical research suggests that firm-specific information affects the cost
of capital (information risk is priced) and this risk can not be diversified away.
Asymmetric information has been offered as the primary explanation for in-
formation risk resulting in observed cost of capital differences among compa-
nies {Admati, 1985]. Theory suggests that informed traders with private in-
formation exploit uninformed traders and consequently uninformed traders
require a higher rate of return. A primary cause of illiquidity in the financial
market is the adverse selection which arises from the presence of privately
informed traders. Amihud and Mendelsen [1986] rely on the notion of exploi-
tation by informed traders as the explanation for a higher required rate of re-
turn. They measure illiquidity as the spread between the bid and ask price.
However, Brennan and Subramanyam [1996] question the use of the bid-ask
spread as a measure of illiquidity and instead use intra-day data to measure
illiquidity. Diamond and Verrecchia [1991] show that revealing public infor-
mation increases demand from large investors due to increased liquidity by
reducing information asymmetry.

Other theories that do not rely on privately informed trading are based on
(i) incomplete information, and (ii) estimation risk. The first model considers
the role of information when it is incomplete but not asymmetric. Of particular
relevance is Merton [1987], who investigates the capital market equilibrium
when investors are unaware of the existence of certain assets. In Merton’s
model, information is incomplete in the sense that not all investors have
knowledge of every asset. However, all investors aware of the asset agree on
its return distributions. Because of a lack of investor recognition, Merton
[1987] shows that in equilibrium the value of a firm is always lower. In this
setting, “cross-sectional differences in returns can emerge simply because
traders cannot hold assets they do not know about; the lack of demand for
these unknown assets results in their commanding a higher return in equilib-
rium” [Easley et al., 2002, p.2187].

The second model examines the effect of differential information on pa-
rameter uncertainty. Empirical applications of the CAPM model are ordinarily
based on the assumptions that parameters of the model are known with cer-
tainty. However, the literature on estimation risk examines how differences in
investor confidence about return distributions affect expected returns. Barry
and Brown [1985] develop a Bayesian model in which “there is more informa-
tion available concerning some securities than there is concerning oth-
ers....such a situation [is characterized] as one in which there is “differential
information” and...it leads to CAPM predictions that differ from the case of
no estimation risk or of estimation risk that is constant across all securities”
[p.408].

However, whether the effect of firm-specific information properties can be
considered as “cost of capital” effect requires an equilibrium model with ra-
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tional agents who can not diversify the information risk [Francis et al., 2004].
Easley and O’Hara [2004] develop a model where differences in public and
private information affect the cost of capital, with investors demanding a
higher return to hold stocks with greater private (i.e., less public) information.
Easley and O’Hara [2004] summarize their model as follows:

..higher return reflects the fact that private information increases the risk to
uninformed investors of holding the stock because informed investors are
better able to shift their portfolio weights to incorporate new information.
This cross-sectional effect results in the uninformed traders always holding
too much of stock with bad news, and too little of stocks with good news.
Holding more stocks cannot remove this risk because the uninformed are al-
ways on the wrong side...Private information thus induces a new form of sys-
tematic risk, and in equilibrium investors require compensation for this
risk.....The model demonstrates how in equilibrium the quantity and quality
of information affect asset prices....What is particularly intriguing about the
model is that it demonstrates a role for both public and private information to
affect a firm’s required return. This provides a rationale for how an individual
firm can influence its cost of capital by choosing features like accounting
treatments, financial analyst coverage, and market microstructure [p.1554]
(italics added).

Leuz and Verrecchia [2004] take a somewhat different approach and consider
information quality to be a very important signal in aligning firms and inves-
tors with respect to capital investments. Poor-quality reporting impairs the co-
ordination between firms and their investors with respect to the firm’s capital
investment decisions and hence creates information risk which results in
higher expected return. Leuz and Verrecchia [2004] argue:

...share markets play a role in allocating capital and directing firms’ invest-
ment choices. Given this function, the quality of financial reporting is impor-
tant because it affects the market’s ability to direct firms’ capital allocation
choices. The model captures this idea in that firm reports coordinate the ac-
tivities of managers and investors with respect to capital investment by the
firm. As a consequence, information quality affects firms’ future cash flows
and higher information quality (or reporting precision) reduces the firm’s cost
of capital. The intuition is that higher information quality improves the coor-
dination between firms and investors with respect to capital investment deci-
sions [pp. 1-2].

3.0 RECENT DEVELOPMENTS IN THE COST OF CAPITAL ESTI-
MATION

Despite the fact that the cost of equity capital plays an important role in
managerial decision making, investors’ equity valuation decisions and so
forth, no well-accepted approach for estimating such as cost exists. Most of
the prior empirical work on asset pricing relies on average realized returns as a
proxy for expected returns. Despite the fact that tests of asset pricing theory
call for measures of ex-ante (expected) returns, the widespread use of realized
returns is necessitated, in part, by the fact that expected returns are not observ-
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able. Furthermore, the use of realized return is defended on the ground that in
an efficient market where risk is appropriately priced, the average ex post real-
ized returns should be an unbiased estimator of the unobservable ex ante ex-
pected returns [Gebhardt et al., 2001, p.136]. Unfortunately, the estimates de-
rived from the average realized returns have proven disappointing. Prior re-
search employing average realized return has had difficulty establishing a sig-
nificant association between returns and market beta, the most widely accepted
measure of risk. Fama and French [1992] rather find a significant relationship
between average realized returns and variables such as book-to-market and
size. They note that:

The cross-section of average stock returns on U.S. common stocks show little
relation to the market Bs of Sharpe (1964)-Lintner(1965) asset pricing
model...On the other hand, variables that have no special standing in asset
pricing theory show reliable power to explain the cross-section of average re-
turns..... used alone or in combination with other variables, B...has little in-
formation about average returns. ...the bottom-line results is that two empiri-
cally determined variables, size and book-to-market equity do a good job ex-
plaining the cross-section of average retumns....for the 1963-1990 period
[pp.3-4].

Fama and French [1997] conclude that cost-of-capital estimates based on
average realized returns are “unavoidably imprecise”. They identify three po-
tential problems with risk premia computed from past realized retumns: (a) dif-

| ficulties in identifying the right asset pricing model, (b) imprecision in the es-
| timates of factor loadings, and (c) imprecision in estimates of factor risk pre-
| mia. These problems lead to market equity premium estimates that range from
| less than zero to more than 10% (using a confidence band of +/- two standard
| errors).

‘ The dividend discount formula for measuring the cost of equity capital has
appeal because it is forward looking. The short-horizon form of the classic
dividend discount model equates current stock price to a finite series of ex-
pected future cash flows and a terminal value, discounted to the present at the
cost of equity capital. Since the majority of the expected future cash flows re-
side in the terminal value, successful deduction of cost of equity capital de-
pends largely on the ability to discern the market’s terminal value forecast
[Botosan and Plumlee, 2005, p.22]. Botosan and Plumlee [2005] evaluate five
models for estimating the cost of equity capital that deal with this terminal
value assumption in different ways. The following tables summarize the key
assumptions of the models.

Botosan [1997] calculates the cost of equity capital based on the account-
ing-based valuation formula of Edwards and Bell [1961], Ohlson [1995] and
Feltham and Ohlson [1995]. Using Value Line forecasts of earnings and book
values and long-range forecasts of earnings, book values, price-to-earnings
(P/E) ratio, maximum price and minimum price, she estimates the mean (me-
dian) cost of equity capital to be 20.1% (19.0%) respectively. Her cost of eq-
uity capital estimate is increasing in market risk and decreasing in firm size
[Botosan 1997, Table 6, panel C]. However, since her primary focus was to
document the negative relationship between cost of equity capital estimates
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and the disclosure level, she did not carry out any further test regarding the
validity of her cost of equity capital estimate. Gebhard et al. [2001] proceeded
in that direction. Using a discounted residual income model (RIM) and market
price to estimate an implied cost of capital, the authors examine the cross-
sectional association between the estimate of implied risk premium [implied
cost of capital — risk free rate] and fourteen firm characteristics. Using 18,612
firm-year observations from 1979 to 1995, the authors calculate a mean (me-
dium) implied risk premium to be 2.7% (2.0%) respectively compared to a
6.2% average based on historical returns. Also evident was an industry effect
with industries like toys, automobile and tobacco requiring the highest risk
premium while real estate, gold mining and agriculture the lowest. Multivari-
ate regression of implied risk premium on firm characteristics (sign of the co-
efficients in parentheses) show that, long-term growth in earnings (+), book-
to-market ratio (+), industry membership proxied by average industry implied
risk premium (+) and dispersion in analysts forecasts (-) are significantly re-
lated to risk premium. Beta has no significance, neither has the size variable.
Further, forecasting regression results suggest that these four variables do a
good job of predicting next year’s implied cost of capital. A

Gode and Mohanram [2003] test the empirical predictions of the Ohlson-
Juettener [hereafter OJN, 2000] cost of equity capital estimates and compared
this model with the residual income valuation (hereafter RIV) model in a pre-
dictive setting. Compared to RIV, which explicitly relies on dividends and
assumes (i) a pattern of payout ratios and (ii) terminal value, OJN [2003] pro-
vide a parsimonious model that does not require forecasts of book value of
equity and dividends. The OJN [2003] model relates the current price (P,) to
forthcoming earnings (eps,), forthcoming dividends per share (dps;), two-year-
ahead eps (eps;) and an assumed perpetual growth rate (y). Both the OJN
[2003] and RIV models show expected association with the traditional risk
measures. However, the RIV model generally outperforms the OJN [2003]
model in predicting one-year-ahead implied risk premia and realized returns
potentially because the former incorporates additional information, particu-
larly the industry median (ROE). Guay, Kothari and Shu {2004] argue that
analysts are sluggish in revising their estimates of future eamings with
changes in the stock price. Hence, the cost of equity capital estimates based on
analyst forecasts are imprecise. Consistent with this hypothesis, they fail to
find any significant positive relationship between cost of capital estimates and
one-year-ahead realized returns. They further document that, implied cost of
equity capital estimates contain a predictable error attributable to analysts’
sluggish revisions of their forecasts. The error correlates negatively with the
firm’s immediate past price performance, and hence, cost of equity capital
based on analysts forecasts is negatively related to the recent stock price per-
formance. They suggest including the lagged stock return in a regression of
year-ahead stock returns on cost of capital estimates. To control for sluggish-
ness in analysts’ forecast revisions, the authors suggest (i) allowing analysts
extra time to impound information and (ii) remove stale forecasts.

Lee, Ng and Swaminathan [2003] use data from G-7 countries to (a) de-
vise a practical approach to estimating the cost of equity capital to aid in inter-
national investments and (b) to conduct tests of international asset pricing
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model (IAPM) using forward-looking cost of equity capital measure. Over
1990-2000, the pooled average of median and mean risk premia of G-7 coun-
tries were found to be 2.9% and 2.6% respectively. Book-to-market ratios,
long-term growth rate, return volatility and lagged industry risk premia are the
primary determinants of the implied risk premium in G-7 countries. Betas
from a multifactor model fail to explain the implied risk premium. Chen,
Jorgensen and Yoo [2004] compare the implied cost of equity capital from
RIV and OJN [2003] models. The former assumes clean surplus relation (here-
after CSR) whilst the latter does not. The authors document superior perform-
ance of RIV (OJN) models in environments where CSR holds (does not hold).
Sample consists of 31,199 firm-year observations from 1993 to 2001. The im-
plied cost of equity capital from all the models are related to the traditional
risk proxies. Further, the deviations from the CSR seem to affect the relative
performance of the RIV and OJN models with the former outperforming the
latter in countries where the CSR holds.

4.0 FIRM-SPECIFIC INFORMATION RISKS AND THE COST OF
CAPITAL

This section summarizes empirical literature that looks at the information
risk emanating from (i) disclosure quality, (ii) earnings quality and (iii) corpo-
rate governance.

4.1 Disclosure Quality and the Cost of Capital

Corporate disclosure is critical for the functioning of an efficient capital
market. Demand for financial disclosures arises from information asymmetry
and agency conflicts between managers and outside investors. Healy and
Palepu [2001] provide a comprehensive survey of extant corporate disclosure
literature. Theoretical research supporting a negative association between dis-
closure level and cost of capital follows two related streams. First, greater dis-
closure enhances stock market liquidity and reduces transaction costs, or in-
creases demand for a firm’s securities. All these result in reduced cost of capi-
tal. Diamond and Verrecchia [1991] and Kim and Verrecchia [1994] suggest
that voluntary disclosures reduces information asymmetries among informed
and uninformed investors. Consequently, investors can be relatively confident
that any stock transactions occur at a “fair price” for firms with high level of
voluntary disclosures. Second, greater disclosure reduces estimation risk aris-
ing from investors’ estimates of the parameters of an asset’s return or payoff
distribution. If estimation risk is nondiversifiable, investors require compensa-
tion for this additional element of risk.

A significant amount of research has investigated the relationship between
the impact of corporate disclosure on variables that are expected to be related
to the cost of capital. A summary of research findings on the relation between
disclosure quality and the cost of capital as well as variables that are expected
to be related to the cost of capital is presented in Table 3.

For example, Healy et al. [1999] investigate whether firms with consistent
improvement in disclosures as evaluated by Association for Investment Man-
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agement and Research (hereafter AIMR) analysts’ evaluation reports, experi-
ence increased stock liquidity, institutional interest and analyst following.
They use a sample of 97 firms during 1980-90 with a maximum change of 30
percentage points or more (sustained improvement in disclosure sample). Uni-
variate results show that expanded disclosures increase stock return, growth in
institutional ownership and analyst coverage. However, there is weak evidence
of a decrease in analysts’ forecast dispersion and relative bid-ask spreads.
Multivariate results suggest that disclosure increase is positively and signifi-
cantly associated with stock return, growth in institutional ownership, analyst
coverage and negatively related to bid-ask spreads after controlling for earn-
ings performance and other relevant variables. Using bid-ask spreads as the
observable measure of market liquidity to identify the perceived level of in-
formation asymmetry, Welker [1995] shows that this proxy for information
asymmetry is negatively related to the disclosure quality. Further, this rela-
tionship becomes more pronounced for firms with high level of institutional
shareholdings (proxy for probability of informed trading) and standard devia-
tion of share turnover (proxy for the probability of information event occur-
ring). Welker finds that, after controlling for simultaneity between disclosure
score and bid-ask spreads, the former is negatively and significantly related to
the bid-ask spreads at 1% level.

Leuz and Verrecchia [2000] empirically examine the relationship between
proxies for the cost of capital and disclosure levels for German firms that
adopt either International Accounting Standards (hereafter IAS) or U.S. gener-
ally accepted accounting principles (hereafter U.S. GAAP) for their financial
reporting, compared to firms employing German domestic accounting stan-
dards. Their choice of investigating this association in the context of Germany
is motivated by the mixed U.S. evidence on disclosure reality and the cost of
capital that is due mainly to the fact that “under current U.S. generally ac-
cepted accounting principles...., the disclosure environment is already rich.
Consequently, commitments to increased levels of disclosure in the United
States are largely incremental, thereby leading to economic consequences that
are difficult to substantiate empirically”[p.92]. They hypothesize that firms
selecting either IAS or U.S. GAAP should evidence measurable economic
benefits in the form of a lower information asymmetry component of the cost
of capital. They report evidence consistent with the hypothesis that firms with
an international reporting strategy report both a reduction in the bid-ask spread
and an increase in the trading volume metric. However, contrary to expecta-
tion, German firms with an international reporting strategy have a higher share
return volatility. An event study methodology provides similar evidence.
However, all these studies suffer from the well-known limitation of the valid-
ity of the disclosure proxy, but more importantly, these studies fail to directly
estimate the cost of equity capital.

Botosan [1997] takes the first step of directly measuring the cost of equity
capital based on accounting-based equity valuation technique and provides
direct evidence of a negative and statistically significant relationship between
voluntary disclosure level and the cost of equity capital. Using 122 firms in
1990 from machinery industry, she finds that cost of equity capital is nega-
tively related to the disclosure score for low analyst following firms but not for
high analyst firms. She suggests that this is because for low analyst firms dis-
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closure in annual reports plays a much more significant role compared to firms
with high analysts coverage.

Botosan and Plumlee [2002] extend Botosan [1997] by investigating the
relationship between the expected cost of equity capital and three types of dis-
closures (annual report, quarterly and other published reports, and investor
relations) for a large sample representing 43 different industries and spanning
a period from 1986-1996. They find that greater annual report disclosure is
associated with a lower cost of equity capital after controlling for firm size and
beta. Contrary to expectations, the coefficient on the other publications score
(ROPBSCR) is found to be positive and statistically significant. They argue
that more frequent disclosures could attract transient investors who trade ag-
gressively on short-term earnings. This increases the return volatility and
causes an increase in the cost of capital. However, Gietzman and Ireland
[2005] find the hypothesized negative relationship between timely disclosure
level and the cost of equity capital in the U.K. context. They construct an in-
novative measure of timely strategic disclosure (which relies on quality rather
than quantity) that draws on Regulatory News Service (RNS) of London Stock
Exchange. Using this measure of timely disclosure, they find that timely dis-
closure is associated with reduced cost of equity capital and the effect is more
pronounced for firms adopting aggressive accounting policies®.

Hail [2002] studies the relationship between disclosure level and the ex-
ante cost of capital in Switzerland. Using voluntary disclosure index devel-
oped by the Swiss Banking Institute, Hail [2002] finds in his 73 sample firms
that disclosure score is negatively related to the cost of equity capital after
controlling for the self-selection bias inherent in the disclosure choice.

Kothari and Short [2003] test for the impact of disclosure made by corpo-
rate management, analysts and financial press on cost of equity capital using a
very large, content database of disclosure texts constructed from disclosure
contents published in print medium. Based on the content analysis of the texts,
the authors find evidence that favorable (unfavorable) disclosures decrease
(increase) the cost of equity capital, but the impact differs depending on who
is making the disclosures. The most pronounced effect is found for disclosures
made by financial press which is consistent with the hypothesis that these re-
porters typically don’t have any strong economic ties and relationships with
individual firms and can report independently. Disclosures made by analysts,
in contrast, do not have any significant impact on the cost of equity capital as

rescarch has shown that these analysts suffer from lack of objectivity because
of their proclivity to curry favor with management. Kothari and Short use the

Fama and French [1993] three-factor asset pricing model to estimate the cost
of equity capital.

® Gietzman and Trombeta [2003] analytically show that when firms with ‘good prospects’ adopt a con-
servative accounting practice, they may find little incremental benefit from also making timely voluntary
disclosures. However, firms adopting aggressive accounting policies are penalized by the market with a
higher cost of capital. But, if a fraction of these firms received good news then they have the incentives to
differentiate themselves from other aggressive accounting policy firms but without good news, by making
timely voluntary disclosures. However, the net beneficial effect may still leave the aggressive accounting
policy firms with a cost of capital that is above the conservative accounting policy firms.
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Francis et al. [2003], in an international setting, investigate whether ex-
ternal financing need of a company drives the voluntary disclosure incentives
of managers and if this, in turn, leads to a reduced cost of equity capital in
countries outside the U.S.A. For a sample of 856 firm observations from 34
countries and 18 industries, authors document a significant positive relation-
ship between disclosure level (measured by Centre for International Financial
Accounting and Research, CIFAR index) and external dependence of an in-
dustry after controlling for legal origin and the financial structure of a country.
Also, predicted disclosure score from the first stage regression has a negative
and significant relationship with the ex-ante cost of equity capital.

Richardson and Welker [2001] test the relation between financial and so-
cial disclosure and the cost of equity capital for a sample of Canadian firms.’
They find that the quantity and quality of financial disclosure is negatively
related to the cost of equity capital for firms with low analyst following (simi-
lar to Botosan’s findings). However, they find a significant positive relation
between social disclosures and the cost of equity capital which is contrary to
expectations. They conjecture that this anomalous result may be due to the
poor economic conditions that characterize their sample period. Consistent
with this, they find that “there is essentially no relation between social disclo-
sure and cost of equity capital for firms with above average return on equity,
but a significant increase in the cost of capital accompanying better social dis-
closure for below average return on equity firms”[p.612]. In other words,
firms with below average performance make increased social disclosure to
obfuscate the poor performance.

Sengupta [1998] provides evidence that disclosure quality is negatively
related to the cost of debt financing. A firm’s disclosure policy allows lenders
and underwriters to better estimate the default risk of the borrower. Using ana-
lysts evaluation of disclosure practices reported by AIMR as a proxy for over-
all disclosure quality, the author shows that the coefficient on DISC is nega-
tive and statistically significant at 5%(1%) level for yield-to-maturity (YTM)
and total interest cost (ICOST)-based measures of cost of debt, respectively.
Further, the author shows that there is greater reliance on disclosures when the
market uncertainty surrounding the firm is high. Though not directly testing
the relationship between disclosure level and the cost of debt, Mansi et al.
[2004a] find evidence in the corporate bond market that properties of analyst
forecasting (forecast accuracy, forecast dispersion and analyst following) are
significantly related to credit spreads and credit ratings. They further find that,
the impact of analysts forecast on the cost of capital is larger in firms with
relatively more private information (proxied by the intensity of R&D, intangi-
ble intensity).

" They develop their disclosure score based on the Society of Management Accountants of Canada
(SMAC) and University of Quebec at Montreal (UQAM) sponsored assessments of the annual reports of a
broad section of Canadian firms. They claim this measure to be unique because the scores contain a ranking
of firms on both the quality and level of financial disclosure and social disclosure contained in annual re-

ports.
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4.2 Financial Reporting Quality and the Cost of Capital

Financial reporting of low quality earnings increases the risk of inefficient
resource allocation. The arbitrariness of many accounting measurement and
valuation techniques, and the incidence of earnings manipulation by managers
adversely affects the financial reports, particularly the information content of
earnings. Recent corporate scandals of Enron, WorldCom and other companies
including Sunbeam, Waste Management, Adelphia etc. have highlighted the
importance of quality of earnings issue. High quality earnings, by reducing the
uncertainty in earnings as an informative signal about the pay-off structure,
decrease the cost of capital. A summary of empirical research on the relation-
ship between financial reporting quality and the cost of capital is presented in
Table 4.

Francis et al. [2004] investigate the association between properties of
earnings and the cost of capital. They hypothesize that since earnings is a pre-
mier source of firm-specific information and this information is priced (i.e.,
affects the cost of equity capital), there should be an inverse relationship be-
tween earnings attributes and the cost of capital. They use accruals quality
(AQ), eamnings persistence, earnings predictability and earnings smoothness as
“accounting-based” and value-relevance, timeliness and conservatism as
“market-based” earnings attributes. Their empirical result provides support of
their hypothesized negative relationship between earnings attributes and the
cost of capital.

In a follow up paper, Francis et al. [2005] rely on the theoretical notion
that information risk (poor quality firm-specific information that is relevant for
investment decision making) is a non diversifiable risk factor and show that
this risk is priced in the cost of debt and equity capital.® Further, they disen-
tangle the components of information risk proxy into (i) innate (fundamental)
factors and (ii) discretionary factor (managerial choices). They find that firms
with poor AQ have both higher cost of debt and cost of equity. Regarding the
impact of innate versus discretionary components of AQ, the authors find that
the cost of capital effect of a unit of discretionary AQ is smaller both in mag-
nitude and statistical significance than the cost of capital effect of a unit of
innate AQ. This finding contradicts arguments that reporting quality is largely
determined by management’s short-term reporting choices.

Barone [2003] investigates the effects of variation in the level of perceived
earnings quality on the expected cost of equity capital. Two measures of the
market’s perception of the quality of reported earnings are developed. Multi-
variate regression result of these earnings perception scores find a negative
and statistically significant association with the two measures of the cost of
capital [OJN, 2003 and Easton, 2002]. Documenting this relationship is
thought to be important because value-relevance studies fail to answer this
question by considering variation in prices alone. However, this variation
could be caused by expected value of future payoffs (the numerator in the

* Aboody, Hughes and Liu [2005] use earnings quality as a measure of information asymmetry and
find that this factor is priced in the market. They then empirically provide evidence that insiders trade more
profitably in firms with poorer eamings quality (higher information asymmetry risk).

—
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valuation models) or only the expected uncertainty surrounding those payoffs
(the denominator) or both.

Cohen [2003] considers the endogenous nature of the firm’s financial re-
porting choices and then goes on to examine the impact of this choice on the
firm’s cost of capital. Although providing high quality financial reports re-
duces information asymmetries and ultimately the cost of capital, many firms
decide against the maximum reporting quality because of the proprietary na-
ture of many disclosures. Cohen [2003] does not find evidence that firms
choosing to provide high-quality financial information necessarily enjoy lower
cost of capital after taking endogenous nature of the reporting choices into
consideration. Cohen [2003] suggests that:

..the link found in previous research between a firm’s quality of accounting
information and its cost of capital results from a failure to consider factors
determining the quality of financial reporting chosen by the reporting firm.
..[The] analysis implies that the information risk associated with the quality
of financial reporting does not necessarily constitute an additional risk factor,
but rather is a firm-specific uncertainty characteristic. This finding suggests
that capital market participants are not likely to price the documented uncer-
tainty as other risk factors, such as beta, size and book-to-market ratios. In
other words the information risk associated with financial reporting quality
choice is an idiosyncratic risk factor rather than a systematic one priced by
investors [p. 4].

Barth et al. [2005] investigate whether firms with more transparent finan-
cial statements enjoy a lower cost of capital. Financial statements transparency
is measured as the extent to which earnings and change in earnings covary
contemporaneously with stock returns (return-earnings relation). Particularly,
they measure financial statements transparency (FST) as the sum of R’s from
industry commonality regression component (FSTI) and industry neutral com-
ponent (FSTINY’. Using 48,326 firm-year observations from 1974 to 2000 and
Fama and French [1993] three-factor model as the proxy for expected cost of
equity capital, they find FST is negatively related to subsequent return and
expected cost of capital. This leads them to conclude that, “a significant nega-
tive relation between financial statement transparency and both subsequent
returns and expected cost of capital indicates that the Fama-French three fac-
tors model do not reflect all of the pricing effects associated with financial

statement transparency” [p.30]. Further, they find that FSTIN exhibits stronger
negative association with the expected cost of capital than FSTI.

° They argue that estimating the return-earnings relation by industry is not likely to fully capture dif-
ferences across firms in the return-earnings relation. “First, some accounting practices that affect the re-
turns-earnings relation apply to firms in all industries...Second, accounting amounts can differ in the extent
to which they reflect management’s information and thus the underlying economic condition of the firm.
Thus, two firms from different industries...may be more alike in terms of their return-earnings relation if
their managers reveal through earnings similar amounts of private information. ...Because there likely are
cross-sectional differences in the returns-earnings relation that are not captured fully by industry estimation,
there is opportunity to identify additional cross-sectional similarities in the returns-earnings relation by
estimating industry-neutral relations™[p. 16].
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Hribar and Jenkins [2004] use implied cost of capital techniques to esti-
mate directly the effect of a restatement'® on the firm’s cost of capital. Ac-
counting restatements reduce the market value because of (i) revisions in ex-
pected earnings due to the non-existence of past earnings, (ii) revisions in ex-
pected growth rates, (iii) uncertainty regarding managerial competence and
integrity, and (iv) perceptions about overall earnings quality. Some of these
factors directly affect the discount rates that investors attach to the expected
future cash flows. The authors report a relative percentage increase in the es-
timated cost of capital of 7.65% after restatement announcements. This finding
is robust across several estimation procedures and over different time hori-
zons. Mikhail, Walther and Willis [2004] investigate the cost of earnings sur-
prises [actual earnings realizations — consensus analysts’ forecasts] for a group
of firms that consistently fail to meet market expectations. If surprise firms are
characterized to have higher cost of equity capital, then managerial effort to
meet market expectations makes sense. Empirical result shows that, surprise
firms have a cost of equity capital approximately 500 bp higher, on average,
than control firms regardless of the sign of the earnings surprise. Further, firms
with negative earnings surprises experience the highest cost of equity capital.

Bhattacharya et al. [2003], in an international setting, explore the relation-
ship between earnings opacity (poor correspondence between observable ac-
counting earnings and unobservable economic earnings) and cost of equity in a
broad cross-section of firms. Three dimensions of earnings opacity are con-
structed, (i) earnings aggressiveness, (ii) loss avoidance and (iii) eamings
smoothing. Results show that, overall earnings opacity measure is positively
and statistically significantly related to cost of equity measured using both
dividend yield approach of estimating cost of capital (significant at 1% level)
and IAP model of estimating cost of capital (significant at 10% level). Bharath
et al. [2004] study the impact of reporting quality on the loan contract terms.
Firms with poorer reporting quality (measured by unsigned abnormal accruals)
face substantially higher loan spreads as well as non-price components of the
loan. Their evidence is consistent with the hypothesis that poor account-
ing/reporting quality reflects limited information about the borrowers’ future
operating cash flow and this limited information risk is priced.

4.3 Corporate Governance Risk and the Cost of Capital

Separation of ownership and control in corporate organizations creates
information asymmetry problems between shareholders and managers. Infor-
mation asymmetry gives rise to moral hazard problem where managers pursue
self-interested behavior at the expense of shareholder wealth. Information

'° Palmrose et al. [2004] and Anderson and Yohn [2002] document a significant negative cumulative
abnormal return surrounding the announcement of a restatement. Palmrose et al. [2004] find more negative
returns when they are due to fraud, affect multiple accounts, decrease reported income, or are initiated by
auditors or management. However, they fail to find any evidence of an increase in bid-ask spread around the
restatement announcement, whilst Anderson and Yohn [2002] find an increase in the bid-ask spread.
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asymmetry also creates adverse selection problems where investors can not
discern the true economic value of the firm. Both these factors expose share-
holders to higher agency risks and rational investors demand a premium for
bearing this risk. Firms with better governance structure reduce firm’s cost of
equity capital by mitigating agency risks. Weak governance, on the other
hand, exposes shareholders to greater agency risks. This additional risk due to
weak governance could be referred to as governance risk [Ashbaugh et al.,
2004a, p.5]. Governance literature primarily focused on agency risks arising
due to information asymmetry resulting from ownership dispersion. However,
with the path breaking works of La Porta et al. [1997, 1998, 1999, 2000], re-
searchers began to focus on agency risk arising from concentrated control. In
highly concentrated structure, dominant owners expropriate minority share-
holders because of the wedge between control rights and cash flow rights. This
makes outside investors discount shares of such companies [Classens et al.,
2002; Lins, 2003; Dyck and Zingales, 2003; Nenova, 2003). Further, larger
wedge between control rights and cash flow rights gives rise to increased earn-
ings management propensities [Haw et al., 2004]. Empirical research findings
on the association between corporate governance risk and the cost of capital
are presented in Table 5.

In the U.S.A context, Ashbaugh et al. [2004a] investigate the impact of
governance attributes on the firm’s cost of equity capital. Governance attrib-
utes are classified into (i) financial information quality (ii) ownership structure
(iii) shareholder rights, and (iv) board structure. Empirical results show that
financial information quality is negatively related to the cost of capital esti-
mates. Independence of the board and the percentage of the board that owns
stock are negatively related to cost of capital. Finally, concentrated ownership
in the form of the number of blockholders is positively related to cost of capi-
tal. Better governed firms, on average, have a cost of capital that is 88 bp
lower than firms with weaker governance. Regression results also suggest that
governance affects firms’ cost of capital directly, as well as indirectly via §,
since most of the governance measures are significantly associated with f."

Huang [2004] investigates the impact of firm-level variation in share-
holder rights on the ex-ante cost of equity capital estimates. Shareholder rights
reflect the shareholders’ ability to replace managers. Weak shareholder rights
place strong restrictions on the shareholders’ ability to replace current manag-
ers and lead to the entrenchment effect leading to higher cost of capital. On the
other hand, job security stemming from weak shareholder rights reduces
managerial myopia and allows managers to invest in long-term value maxi-
mizing projects. This, in turn, lowers the cost of capital. Using 8,836 firm-year
observations, Huang [2004] finds a positive and significant relationship be-

"' Garmaise and Liu [2005] argue that managerial dishonesty destroys firm value, in part, through
higher exposure to systematic risk. When dishonest managers have privileged access to information and
control (control model), dishonest managers hide bad outcomes and therefore set the investment level con-
sistently too high. Since sharcholders do not have control, they can not adjust the firm’s investment down-
ward to account for the false signal. In a cross-country seiting they find that more corrupt countries (proxy
for managerial dishonesty) tend to have higher betas.
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tween shareholders rights (G score) and the cost of equity capital and also be-
tween the change in G score and the change in cost of equity capital. Overall,
the result suggests that weak shareholder rights increase agency costs and the
market is efficient in impounding such effect into the cost of equity capital.

Bhattacharya and Daouk [2002] investigate whether the existence and en-
forcement of insider trading laws affect the cost of equity capital. They iden-
tify two sources that could make free insider trading to have a cost of equity
effect. First is the liquidity problem, i.e., shareholders would price protect
themselves by increasing the sell price and decreasing the buy price. This will
increase the transaction costs and consequently will have a cost of equity capi-
tal effect. A second reason is that controlling large shareholders could easily
be tempted by management to make profits from stock tips rather than profits
from hard-to-do monitoring. Using four different approaches of measuring the
cost of equity capital, the authors find that insider trading enforcement (not the
mere existence of insider trading laws) is associated with a significant de-
crease in the cost of equity capital.

Hail and Leuz [2004a] investigate the impact of cross-listings on the U.S.
exchanges on the cost of equity capital of the cross-listed firms. Since cross-
listed firms are required to substantially increase their disclosures, and cross-
listings are known to improve investor recognition and enlarge a firm’s inves-
tor base, COEC is expected to decrease for the cross listed firms. Using 3,790
firm-year observations from 1992 to 2001, authors show that exchange listing
reduces the COEC the most (between 40 and 130 bp) followed by U.S. over-
the-counter (OTC) listings (between 20 and 40 bp). However, private place-
ment by cross-listed firms actually increases the COEC. They argue that:

..private placements under Rule 144A require private communications with
selected institutional investors. If such private communications lead to infor-
mation asymmetries among investors, an increase in the cost of capital is not
unexpected. An alternative explanation is that investors view the decision to
initiate a private placement as a “bad signal” in the sense that the firm reveals
an interest in raising capital in the U.S. but shuns the legal consequences as-
sociated with a cross-listing in the OTC market or on a stock exchange [p.
19].

Further, firms from countries with weaker institutions seem to enjoy the
larger cost of capital effects. Hail and Leuz [2004b] investigate whether the
effectiveness of securities regulation and supporting legal institutions affects
firm’s cost of equity capital. They find that (i) country factors capturing differ-
ences in inflation rate and macroeconomic variability are significantly related
to international cost of capital difference, (ii) firms in countries with strong
disclosure and securities regulation and effective legal systems display a sig-
nificantly lower cost of capital and (iii) the effects of the disclosure and legal
systems are strongest for capital markets that are least integrated. Using
35,118 firm-year observations from 40 countries from 1992 to 2001 authors
find that going from the 25" to the 75™ percentile of disclosure requirements
index, cost of capital reduces by 90 basis points. For securities regulation the
comparable reduction is 60 basis points. Regarding market segmentation test,

_
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estimated effects of securities regulation is over 220 basis points going from
the 25™ to the 75" percentile of the variable."

Chen, Chen and Wei [2003] investigate the role of disclosure levels, firm-
level corporate governance (non-disclosure corporate governance NDCG) and
country-level investor protection in reducing the cost of equity capital among
nine Asian countries. Using two newly released surveys from Credit Lyonnais
Securities Asia (CLSA) and using the RIV model to estimate the implied cost
of equity capital, the authors show that firm-level disclosure score is nega-
tively and significantly related to the cost of equity capital. However, com-
pared to the disclosure level, the NDCG scores have a more pronounced effect
in reducing the cost of equity capital (1.26 percentage points versus 0.47 per-
centage points, respectively). In addition to the firm-level governance vari-
ables, country-level investor protection (captured by the construct LEGAL)
also impacts the cost of equity capital negatively. The coefficient on disclo-
sure, however, loses significance but firm-level governance variables continue
to be negative and statistically significant at 1% level.

Khurana and Raman [2004] test the hypothesis that higher audit quality as
perceived by investors should result in lower cost of equity capital. An audit
ameliorates the valuation problem caused by private information and that the
reputation of the auditor can reduce investor uncertainty and lower perceived
risk. Using PEG approach for estimating the ex-ante cost of equity capital,
they find that high quality auditors (Big 4) are associated with reduced cost of
capital effect for U.S.A. firms but not firms in Australia, Canada and UK.
This led them to conclude that “it is litigation exposure rather than reputation
protection that drives perceived audit quality”[p. 492].

Corporate Governance and the Cost of Debt

Recent research has started to focus on the corporate governance impact
on the cost of debt in the U.S.A market. Since cost of debt is positively associ-
ated with the likelihood of default and availability of credible information for
accurately estimating the default risk is important for bondholders, it is inter-
esting to explore whether governance mechanisms can influence the assess-
ment of default likelihood. Bhojraj and Sengupta [2003] find that firms with
greater institutional ownership and stronger outside control of the board enjoy
lower bond yields and higher ratings on their new bond issues. However, as
the institutional ownership gets concentrated, the firms face lower ratings and
higher bond yields. Ashbaugh et al. [2004b) document that firm credit ratings
are, (i) negatively associated with the number of blockholders that own at least

2 Dacuk et al. [2005] use detailed data from individual stock exchanges to develop a composite capi-
tal market governance (CMG) index that captures three dimensions of security laws: (i) the degree of cam-
ings opacity; (ii) the enforcement of insider trading laws; and (iii) the effect of removing short selling re-
strictions. They use three proxies of market performance, namely (i) market ligquidity; (ii) cost of equity
capital and (iii) pricing efficiency (stock price synchronicity and TPO underpricing). Thus, their governance
index as well as market performance proxies are broader than that employed by Hail and Leuz. They, too,
find evidence that CMG index are associated with decrease in the cost of equity capital, increase in market
liquidity and increase in pricing efficiency.

Reproduced with permission of the copyright owner. Further reproduction prohibited without permissiony,



2006 Habib 161

5% ownership in the firm; (ii) positively related to weaker shareholder rights
(proxied by anti takeover provisions); (iii) positively related to the degree of
financial transparency; and (iv) positively related to over-all board independ-
ence, board stock ownership and board expertise. They also find that CEOs of
firms with speculative grade credit ratings are overcompensated to a greater
degree than their counterparts at firms with investment grade ratings and this
partially explains why some firms continue to operate with weaker govern-
ance.

Klock et al. [2004] examine the relation between the cost of debt financ-
ing and a governance index that contains various antitakeover and shareholder
protection provisions. Using data from Investor Responsibility Research Cen-
tre (IRRC) for the period from 1990 to 2000, they find evidence that strong
antitakeover provisions are associated with a lower cost of debt financing
which is exactly opposite the finding from cost of equity capital. Anderson et
al. [2004] find that the cost of debt is inversely related to board independence
and board size. In addition, fully independent audit committees are associated
with a significantly lower cost of debt financing. Similarly, yield spreads are
also negatively related to audit committee size and meeting frequency. Mansi
et al. [2004b] find that (i) auditor quality and tenure are negatively related to
the cost of debt financing, and (ii) the relation between auditor characteristics
and the cost of debt is most pronounced in firms with debt that in nonin-
vedstment grade.

Pitman and Fortin [2004] examine whether engaging a Big Six auditor
enables young firms to reduce their borrowing costs. Firms in their early years
of formation rely more on external financing but market frictions inhibit such
firms to have access to external financing. Following this line of reasoning, the
authors predict and find evidence that firms engaging Big Six auditor in their
early years benefit from reduced cost of debt. However, as firms become
known, the influence on firms’ interest rates of relying on quality auditor de-
creases over time, i.e., the economic value of auditor reputation declines with
age as borrowers shift toward exploiting their own reputations to reduce in-
formation asymmetry.

5.0 CONCLUDING REMARKS AND DIRECTIONS FOR FUTURE
RESEARCH

Managers, investors, and regulators have a compelling interest in identify-
ing the factors that influence the cost of raising funds from the market. Man-
agers require a precise estimate of their firm’s cost of equity capital for capital
budgeting. Investors require the same for equity valuation; regulators need to
understand the impact of new accounting standards on the cost of raising funds
from the market. Theory suggests that increased information reduces the cost
of capital through reduced transaction costs and/or reduced estimation risk.
Despite the importance of information, traditional asset pricing models do not
allow any role for information. Recent research has made considerable pro-
gress in delineating the informational role on the cost of capital.

This survey has summarized the archival research regarding the impact of
information risk on the cost of capital, in general, and cost of equity capital in
particular. Disclosure quality affects the cost of capital. Firms disclosing more
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information experience reduction in the cost of capital or asymmetric informa-
tion component of cost of capital. However, research has shown that not all
types of disclosures are associated with reduction in the cost of capital. For
example, analysts’ disclosures are not significantly associated with the cost of
capital implying that analysts lack objectivity because of their well-known ties
to corporate management. However, studies on voluntary disclosures suffer
from the difficulty in measuring the extent of voluntary disclosure. Healy and
Palepu [2001] outline the limitations associated with disclosure proxies used
in the extant research [see section 5.2.3., pp. 426-427]. Information risk ema-
nating from financial reporting quality affects the cost of equity capital. How-
ever, endogenous nature of financial reporting choice needs to be carefully
considered in research design choice since at least one study finds no signifi-
cant effect of reporting quality on the cost of equity capital once the endoge-
nous nature is controlled. Finally, there is considerable empirical evidence that
governance risk affects the cost of capital. Firms with better governance struc-
ture reduce firm’s cost of equity capital by mitigating agency risks. Weak gov-
ernance, on the other hand, exposes shareholders to greater agency risks.

Directions for Future Research

The relationship between extensive voluntary disclosures and the cost of
capital has been tested by many researchers over the years. Although theory
suggests that extensive disclosures should reduce information asymmetry
among investors and consequently reduce the cost of capital, empirical evi-
dence is far from conclusive. Whether this is due to the measurement error in
the cost of capital estimates and/or disclosure index remains to be explored.
Healy and Palepu [2001, pp.430-431] discuss the limitations of studies of capi-
tal market consequences of voluntary disclosures. They identify potential en-
dogeneity to be the most important limitation of the studies. Since disclosure
changes and performance changes go hand in hand it is difficult to isolate the
impact of disclosure per se on the variables of interest, i.e., the cost of capital.
Also as long as a reliable model of the relation between performance and dis-
closure is not developed this problem is likely to plague the researchers.

Regarding measurement error in the cost of equity capital estimates, Boto-
san and Plumlee [2005] note that:

All of the models [they consider] utilize analysts forecasts and current stock
prices in estimating cost of equity capital, so may be affected by biases in
forecasts or market inefficiencies...... since each of the cost equity capital es-
timation models employ different types of forecasts, the vulnerability of the
models to certain types of bias varies across models. If one considers the
combined effect of estimates on the conglomeration of biases in analysts’
forecast and market prices and violations in the models’ underlying assump-
tions, it is easy to understand why some models yield estimates that demon-
strate erratic and unstable relationships with firm risk [pp. 48-49].

As described earlier, Kothari and Shu [2004] argue that analysts are slug-
gish in revising their estimates of future earnings with changes in the stock

-
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price and hence, render the cost of equity capital estimates based on analysts’
forecasts imprecise. Consistent with this hypothesis, they fail to find any sig-
nificant positive relationship between cost of equity capital estimates and one-
year-ahead realized returns. They further document that, implied cost of equity
capital estimates contain a predictable error attributable to analysts’ sluggish
revisions of their forecasts. The error correlates negatively with the firm’s
immediate past price performance and hence cost of equity capital based on
analysts forecasts is negatively related to the recent stock price performance.
Thus, the determination of cost of capital will remain a fruitful avenue for fu-
ture researchers.

Is accounting regulation necessary? Do companies provide credible infor-
mation to market participants even in the absence of regulation?'® Proponents
of a free-market perspective on accounting regulation tend to believe that ac-
counting information should be treated like any other good, and that demand
and supply forces should be allowed to determine the optimal supply of ac-
counting information. However, the pro-regulation perspective suégests that
regulation is necessary because of market failure for public goods.™ One way
to look at the relative cost versus benefit of a regulatory change is to look at its
effect on the cost of capital. Gomes et al. [2004] find that small firms lost, on
average, 17% of their analyst following post REG FD, experienced higher
forecast error and volatility at earnings announcements. All these contributed
to higher cost of equity capital for small firms but not for large firms. Small
firms may need selective disclosure of information to maintain and/or attract
analyst following, because of very low liquidity that makes cost of obtaining
private information higher than the gain from trading on that information. Fu-
ture research should consider the cost of capital effect of major regulatory re-
visions, or initiation of new regulation, since now better methods of calculat-
ing the cost of capital have been developed.

The impact of audit quality on the cost of capital remains a fruitful area for
further research. Auditors provide investors with independent assurance that
the firm’s financial statements conform to generally accepted accounting prin-
ciples. Research by Khurana and Raman {2004] show that high quality audi-
tors are associated with lower cost of equity capital only in the U.S.A. but not
in Canada, UK. and Australia. Why is there no reputational effect on the cost
of equity capital? Extending this line of research in the emerging markets
would provide insightful results. Fan and Wong [2002] find that in the emerg-
ing market of East Asia, high quality auditors play a corporate governance role
in that firms with high agency conflicts hire high quality auditors. This is con-
sistent with the fact that auditor reputation plays a role in the non-litigious en-
vironment and environment characterized by lack of traditional governance

"3 Barton and Waymire [2004] examine the extent to which managers, absent a regulatory mandate, ac-
tually supply higher quality financia! reporting that mitigates investor losses during a financial crisis. Using
data from 1929 U.S. stock market they find that contracting and control conflicts induce managers to pro-
vide high-quality information even in the absence of regulation and firms with high —quality information
suffered less during the stock market crash. Greenstone et al. [2003], on the other hand, find positive market
reactions to the 1964 Securities Acts amendments in the U.S.A. which is the last major imposition of man-
datory disclosure requirements.

“For a theoretical perspective on disclosure regulation see Greenstone et al. [2003] and references
therein.
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mechanisms. However, whether this translates to a tangible benefit in the form
of lower cost of equity capital remains unexplored. Since, alternative and tra-
ditional governance mechanisms are not developed in emerging markets the
role of quality auditor could be more important compared to the developed
countries. Further, how does the provision of non-audit services (NAS) affect
the cost of equity capital remains unexplored. Whether the provision of NAS
by the incumbent auditor impairs mdependence or increases efficiency is still
debated.”® If market participants perceive that providing NAS impairs auditor
independence, then a positive relationship between NAS and cost of equity
capital is expected.

Research could also explore the relationship between earnings manage-
ment and the cost of capital [Bhattacharya et al. 2003] in a setting where the
prevalence of family-controlled ownership, close ties between the controlling
families and top executives, and the detachment of the controlling owners’
control power from their cash flow rights, create a severe agency conflict be-
tween minority investors and controlling shareholders. Haw et al. [2004] focus
on the pervasiveness of income management induced by the control-cash flow
divergence of thc ultlmate owners, and the role of not only legal but also extra-
legal institutions' in limiting insider earnings management. They find high
level of tax compliance to be particularly effective in curbing eamings man-
agement.

A high level of tax compliance subsumes the effects of the other extra-
legal factors in limiting income management induced by the control diver-
gence. This evidence is consistent with the argument that effective tax system
curbs insider private control benefits because unlike minority shareholders, tax
authorities have disciplinary powers and incentives to monitor and enforce
their rights and therefore function like a public good [p. 451].

To what extent countries with higher level of tax compliance and/or effec-
tive extra-legal institutions enjoy a lower cost of capital benefit? Although cost
of capital consists of both cost of equity capital and cost of debt, empirical
research has primarily focused on the informational effect on the cost of equity
capital. However, despite the fact that debt is the primary means of raising
long term capital in many parts of the world, paucity of research on the infor-
mational effect on the cost of debt capital is surprising. Recent research has
started to explore the role of governance risk on the cost of debt (summarized
in section 3.3). However, to date, no research exists that looks at the impact of
information on the cost of debt in a cross-country setting. Future research
could explore this issue.

'’ Beattic and Fearnley [2002] provide an extensive review of the literature on auditor independence
and non-audit services.

' The extra-legal institutions they consider are the extent of product market competition, diffusion of
the press and tax compliance.
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