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Extended Abstract

Introduction

Determining the cost of capital is one of the challenges issues in capital market.
The cost of capital which is based on the investors' expected return, is related to
risk; Since shareholders rely on financial information to determine the expected
return, so financial reporting misstatement causes information risk and can affect
the expectations of stock market participants. Information risk leads to low
accuracy or inability of information to estimate expected returns. The financial
information quality reduces the cost of capital by adjusting the estimation of
investors' desired returns through reducing information risk, reducing transaction
costs and increasing market liquidity. Due to the existence of information
asymmetry and interest conflict, managers’ opportunistic motives and tendencies
potentially can make the information environment ambiguous for stakeholders.
So, despite the role of financial reporting quality in reducing agency problems and
cost of capital, there is still the possibility of financial information misstatement
risk and it is necessary to protect the stakeholder’s rights. The stockholders’ and
stakeholder’s rights protection by improving the information environment and
reducing information asymmetry can reduce the cost of capital. Considering the
possibility of information risk and the need to implement corporate governance
procedures to protect the stakeholder’s rights, this paper assessed the impact of
financial information risk due to earnings misstatement on the cost of equity
capital, as well as the role of stakeholder’s rights protection criterion in
moderating this relationship.
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Literature Review

Financing decisions by focusing on the cost of capital is one of the challenges in
capital market which is related to risk and return. Investors determine the expected
return based on the firm's risk characteristics and environmental conditions.
Despite the existence of various procedures for estimating expected returns, firms
must decline the risk level to reduce the cost of capital and increase shareholders’
wealth. This process is achieved through providing a quality information
environment, reducing the financial information risk and applying procedures to
protect stakeholders against possible abuses. Also, applying strong corporate
governance to protect the stakeholders rights, the implementation of international
financial reporting standards, improving the financial reporting transparency,
increasing competition, improving capital market efficiency, reducing agency
problems and information asymmetry are factors that reduce the cost of capital
(Byun et al., 2008; Chhabra et al., 2009; Christensen et al., 2015; Persakis and
latridis, 2017). In this regard, some evidences documented the role of financial
information quality (Persakis and latridis, 2015; Salloum, 2017; Lestari and
Rahayu, 2019) and the role of stakeholders’ right protection (Albuquerue and
Wang, 2008; Chhabra et al., 2009; Persakis and latridis, 2017; Breuer et al., 2018)
in reducing cost of capital.

Financial information quality reduce information risk and it can affect the cost of
equity capital by adjusting investors' desired returns and influencing their
perceptions (Francis et al., 2004; 2005). Firms with lower earnings quality
(Francis et al., 2004; Bhattacharya et al., 2011; Eckles et al., 2014; Ben-Nasr and
Al-Dakheel, 2015; Persakis and latridis, 2016, 2017; Imhof et al., 2017; Salloum,
2017; Hong et al., 2019; Ezat, 2019; Lestari and Rahayu, 2019), lower financial
transparency (Cheng et al., 2006; Flores et al., 2020; Saleem and Usman, 2021),
higher earnings management (Kim and Sohn, 2013; Knipp and Zimmermann,
2021), higher information asymmetry (Bhattacharya et al., 2011) and higher
information risk (Easley and O'hara, 2004; Eckles et al., 2014; Saleem and
Othman, 2021), have higher cost of capital.

According to theoretical and empirical studies, providing useful financial
information requires a monitoring mechanism. Protecting the stakeholders’ rights
is a kind of monitoring mechanism based on corporate governance goals. Firms
with strong rights protection mechanism in institutional and legal environments,
have higher earnings quality (Francis and Wang, 2008; Jiang and Anandarajan,
2009; Houston et al., 2018), lower earnings management (Huang et al., 2013;
Geiger and North, 2013; Persakis and latridis, 2016; Ali et al., 2022). and lower
information risk (Houston et al., 2018). Also, improving the financial information
quality is associated with reducing the cost of capital (Hong et al., 2019; Ezat,
2019; Lestari and Rahayu, 2019). So, high level of financial information quality
and strong protection of investors’ rights reduce the cost of capital (Cheng et al.,
2006; Persakis and latridis, 2017); as well as, the negative effect of corporate
governance on the cost of capital is more pronounced in countries with weak legal
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protection (Chen et al., 2009). Firms with weak investors' rights protection, have
higher cost of capital (Himmelberg et al., 2002; Albuquerue and Wang, 2008;
Chhabra et al., 2009; Houston et al., 2018). The effect of strong shareholders’
rights protection on reducing the cost of equity capital is stronger in firms with
severe agency problems (Chen et al., 2011). Also, some evidences documented
that adopting international financial reporting standards and fulfilling social
responsibilities will reduce the cost of capital in firms with strong shareholders’
rights protection (Persakis and latridis, 2017; Breuer et al., 2018). In addition,
investors' attention reduces the effect of information risk on the cost of capital by
increasing the stock liquidity and reducing the stock price crash risk (Saleem and
Usman, 2022).

Research Methodology

The cost of equity capital is measured based on stockholders’ expected rate of
return which extracted from the capital asset pricing model. Also, stakeholder’s
protection is assessed through various criteria such as separation of chairman’s
duty, board independence, existence of internal auditor, shareholder with vote
right, ownership concentration, audit adjustment, timeliness & reliability of
information, disclosure of audit fee and managerial compensation. Accrual
earnings management is considered as a proxy of financial information risk which
is measured based on the standard deviation of residuals absolute values extracted
from accruals model. Research population includes 183 firms listed in Tehran
Securities & Exchange over the period 2012 to 2021. Research hypotheses
analyzed through multivariate regression models using panel data by controlling
industry-year effects.

Results

Findings documented that high level of financial information risk caused to
increase the cost of equity capital. Also, high level of stakeholder’s rights
protection index led to decrease the cost of equity capital; In addition, the
stakeholder’s rights protection index weaken the impact of financial information
risk on cost of equity capital.

Discussion and Conclusion

According to firms’ information environment in capital market, any factor that
affects information risk may affect the cost of capital. Managers' discretionary
motivations in financial reporting is one of the factors affecting information risk.
This issue requires to protect the stakeholders’ rights against the financial
information misstatement. Protecting the stakeholders’ rights is a kind of
corporate governance mechanism. In firms with strong institutional and legal
protection environments, the financial information risk is lower. On the other
hand, improving the financial information quality is associated with reducing the
cost of capital. This paper analyzed the role of stakeholder’s rights protection in
moderating the impact of financial information risk on cost of equity capital.
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The research findings showed that the information risk caused by the earnings
misstatement has a positive effect on the cost of equity capital. Also, protecting
the stakeholders rights while having a negative effect on the cost of capital, has
also weakened the positive effect of information risk on the cost of capital. In
accordance with theoretical and empirical studies background, reducing the
financial information quality has caused an increase in information risk and this
leads to increase the information asymmetry and cost of capital; but, improving
the stakeholders rights protection by providing a transparent information
environment, limiting earnings management tricks and reducing information risk,
has become the basis for reducing the cost of capital. As a whole, the evidences
documented that the implementation of governance procedures in protecting
stakeholders’ rights and reducing financial information risk caused by earnings
misstatement, play an important role in reducing the cost of equity capital; so,
understanding this issue can be a considerable point in adjusting stakeholders'
expectations.
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