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Does earnings transparency is relevant for the cost of debt such as for the cost of equity in a cross-country 

perspective? 

 

Abstract:  The aim of this study was to evaluate the effect of earnings transparency on the cost of debt (Ki). Previous 

literature has demonstrated that earnings transparency is able to reduce the cost of equity (Ke). However, our main 

hypothesis it that this finding not necessary remains the same when considered the cost of debt. Most specifically, 
because investors and creditors have different interests, concerns, and views about financial statements and accounting 

procedures. Our findings supported this conceptual argument indicating that while the increase in earnings transparency 

reduces the Ke, this trend there is no impact on Ki as previously supposed. 

Key-words: Earnings Transparency; Cost of Debt; Cost of Equity. 

1. Introduction 

According to the International Accounting Standards Board (IASB):  

The objective of general purpose financial reporting is to provide 
financial information about the reporting entity that is useful to 

existing and potential investors, lenders and other creditors in 

making decisions about providing resources to the entity. Those 

decisions involve buying, selling or holding equity and debt 

instruments, and providing or settling loans and other forms of 

credit (IASB, 2015, p. 22). 

Despite the general purpose established by IASB, which financial reporting aims to provide useful information 

to the investors and creditors, it is relevant to evaluate that those stakeholders are concerned with different issues about 

companies’ performance. Bodie, Kane, and Marcus (2011) argue that while investors are looking and waiting for 

earnings, cash flow and dividends, creditors, and lenders, in their turn, are assessing cash flows and guarantees gave to 

ensure timely payments of interest and repayment of principal to the holders of a debt security. This point can be 

viewed by the risk exposure faced by each group. On the one hand, investors are exposed to the demand risk from 

reducing in sales and increases in costs and expenses, in overall mean, everything that will promote a reduction in 

earnings and affects dividends. On the other hand, creditors are exposed to the credit risk being related to the financial 

liabilities and loans (Vaughan & Vaughan, 2010).  

Ball, Li, and Shivakumar (2015) investigated the mismatch between investors’ and creditors’ perspectives 

about the use of financial statements, through the IFRS adoption in some countries. They found a significant reduction 

in the use of balance sheet covenants for lenders, indicating that some accounting concepts are not equally seen as an 

increment in financial reporting usefulness for both groups, such as fair value measurement for instance. In the same 

way, Demerijan (2011) confirmed that in the United States, a country where the IFRS is not allowed for local 

companies, there was a reduction of approximately 50% in the use of such indicators based on equity balance sheet 

numbers in the period from 1996 to 2007.  

The results presented by Ball, Li, and Shivakumar (2015) and Demerijan (2011), might be better understood as 

a reaction from creditors to the use of more discretionary accounting policies. Likewise, the aversion presented by this 

group of users in the financial statements is being reflected in the reduction of employment accounting numbers as a 

reference for verifying the fulfillment of contractual relations between the companies and their stakeholders. 

Following this arguments, it is conceivable that different kinds of stakeholders can contrariwise perceive the 

quality of financial statements. Earnings transparency it is one topic that has been related to a quality of accounting 
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information, which reduce the cost of capital, more specifically, cost of equity (e.g., Beigi, Hosseini & Qodsi, 2015; 

Barth, Konchitchki & Landsman, 2013; Francis et al., 2005). However, there is no evidence that this possible feature 

produces the same impact on the cost of debt. 

  Beigi, Hosseini, and Qodsi (2015) stated that earnings transparency is a situation that information widely is 

accessible, relevant, reliable, comprehensive and timely. In this conjecture, earnings transparency could be seen as a 

derivation of timeliness and conservatism properties (Ball, Robin, and Wu, 1999). According to Barth, Konchitchki, and 

Landsman (2013), whether financial statements are more transparent than uncertainty regarding the value of its equity 

potentially will be lower, and therefore firms will enjoy a lower cost of capital increasing their values. For these 

reasons, reducing the cost of capital is a crucial issue for enterprises’ success. Francis et al. (2005), for their turn 

established that lack of earnings transparency raises the information risks. As a result, investors will demand a higher 

return on investments and, consequently, the cost of shares will be uplift.  

Barth, Konchitchki, and Landsman (2013), also argued that accounting standards could result in a variation in 

the explanatory power of the returns-earnings relation reflecting variation in earnings transparency as well as variation 

in firm fundamentals, such as the cost of capital. Kothari (2000) said that regulators and investors demand high-quality 

financial reporting because it affects directly financial markets. Once again, the findings of the Kothari’s study 

indicated that earnings transparency is important for firms to reduce their cost of capital, but there are no comments 

about the cost of debt. 

 Nevertheless, considering the previous arguments, which stated that creditors and lenders are more interested 

in cash flows and real guarantees, there is no logical and empirical evidence that earnings transparency has the same 

power to reduce the cost of debt, such as on the cost of equity statistically. Therefore, the main question of the research 

follows: Does the earnings transparency have the same relevance for the cost of debt (Ki) and cost of equity (Ke)? 

To answer this question was built a sample-data with 6,725 firms-observation collected in 32 different 

countries in America and Europe, which were combined in six regions and that they all adopt IFRSs. More details about 

sample-data filters are presented in Section 3 - Methodological approach. From this archival, was calculated the 

earnings transparency measure following the approach suggested by Barth, Konchitchki and Landsman (2013), further 

called Trans. 

Our results indicated that while the earnings transparency affects negatively and statistically the cost of equity 

(Ke), in all regions characterized by sub-samples, there was no indication that this feature of accounting information is a 

matter issue for the cost of debt (Ki). These results can be seen from at least two perspectives, being: (i) an accounting 

procedure, such as fair value measurement that is one of the main attributes of IFRS, for instance, and that potentially 

provides an increase in earnings transparency, not necessarily is equally perceived by creditors such as investors, 

consecutively, do not affect lenders’ judgment about the agreed interest rates in financial liabilities contracts; and (ii) 

maybe creditors are not able to understand and incorporate the specifications of accounting information quality in their 

credit risk models.  

The main contribution of this manuscript to the literature still based on the difference conceptualization and 

relevance of accounting information for several groups such as investors and creditors. Investors are composed of 

heterogeneous individuals that interact in distinct ways with public and private companies. Creditors, lenders, and 

others financial resources allocators, as well as investors, also are composed of several categories. In this way, it is not 
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expected that accounting information it is also useful for both groups, once these stakeholders are not equal in their 

origin and concerns. For this reason, under our view, it is important to bring this discussion to be debated because of 

several jurisdictions, like Latin America emerging economies, have the financial markets prevalence and not necessary 

the capital markets. Thus, it is matter understand the creditors’ view about financial statements and accounting 

treatments to also attended these financial statements users, aiming to provide information able to affects their decision. 

The remainder of this paper is organized as follows. The next section introduces the literature relevant from the 

earnings transparency and after it how this feature of accounting information still related to the cost of debt and equity 

as well as in this section we develop our hypotheses. Section 3 provides the methodological details about econometric 

specifications and the composition of the sample data. Section 4 shows the descriptive statistics and the results found. 

Section 5 concludes our analysis and indicates some potential ways to futures studies. 

 

2. Literature review and hypotheses development 

This section reviews the most relevant literature on the earnings transparency.  It also develops our hypotheses 

about the association between the cost of equity and earnings transparency, and in the backgrounds of the cost of debt.   

 

2.1. Earnings transparency 

According to Barth and Schipper (2008), earnings transparency can be defined as a magnitude to which 

financial statements disclose a firm’s core economics in an approach that is readily comprehensible by those using these 

reports. Very relevant mention used the term Financial Reporting Transparency that is more comprehensively than 

earnings transparency. Bushman et al. (2004), for their turn, argue that transparency in accounting information refers to 

the pervasive disposal of relevant, trustworthy information about the timeliness performance, financial situation, 

investment opportunities among other issues. In synthesis, under theoretical approach earnings transparency can be seen 

as a specific feature of accounting reporting quality. 

 Several types of research have been found advantages on better disclosures and consecutively promoting some 

increments in financial reporting transparency. Kim and Verrechia (1994) verified that increased in transparency can 

successfully reduce information asymmetries and improve the liquidity of company’s stock. Healy et al. (1999) 

confirmed that transparency is positively associated with share prices returns. Other authors (e.g., Lang et al., 2012; 

Diamond and Verrechia, 1991), confirmed that transparency increases stock liquidity, reducing the cost of capital and 

higher companies valuation. 

Gaumer et al. (2009) suggest that high-quality earnings accurately reflect a company’s current and past 

operating performance, are indicative of future operating performance, are reliable valuation measures for the enterprise 

and are backed up by strong cash flows, contain low levels of accruals, and have robust asset turnover and profit 

margins. These factors are crucial to an investment decision and company value. 

 Barth, Konchitchki and Landsman (2013, pp. 209) “[…] operationalize earnings transparency by developing a 

measure based on the explanatory power of the returns-earnings relation, i.e., the extent to which earnings and change 

in earnings covary contemporaneously with stock returns”. This statement is not necessarily a new concept in Market-

Based Accounting Research. Easton and Harris (1991) and Bushman et al., (2004), can be considered examples of 
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previous studies taking into consideration those earnings transparency is a relation between earnings and change in 

earnings and contemporaneous stock returns.  

 The earnings transparency measure (TRANS), designed by Barth, Konchitchki, and Landsman (2013) take into 

consideration a two-step estimation procedure developed to capture an intertemporal and cross-sectional effect on 

accounting information quality. Basically, TRANS is a sum of R2 as follows in Equation (1) for the firm i in year t: 

𝑇𝑅𝐴𝑁𝑆𝑖,𝑡 ≡  𝑇𝑅𝐴𝑁𝑆𝐼𝑗,𝑡 + 𝑇𝑅𝐴𝑁𝑆𝐼𝑁𝑝,𝑡     (1) 

where: TRANSI is representing the annual returns-earnings relations estimated by industry j in year t. According to the 

authors: “There is a strong industry component to the returns-earnings relation as a result of accounting practices likely 

being similar within industries.” (Barth, Konchitchki & Landsman, 2013, pp. 210). This element might be understood as 

the effect of earnings transparency on stock returns in a cross-sectional timing perspective, and it is calculated 

according to the Equation (2) as follows.  

𝑅𝐸𝑇𝑖,𝑗,𝑡 = 𝛼0
𝐼 +

𝛼1
𝐼 𝐸𝑖,𝑗,𝑡

𝑃𝑖,𝑗,𝑡−1

+
𝛼2

𝐼 ∆𝐸𝑖,𝑗,𝑡

𝑃𝑖,𝑗,𝑡−1

+ 𝜀𝑖,𝑗,𝑡 = 𝑇𝑅𝐴𝑁𝑆𝐼  (2) 

According to the original calculation provided by Barth, Konchitchki & Landsman (2013), RET is annual 

return measured beginning three months after the firm’s fiscal year end, Et / Pt-1 is earnings before extraordinary items 

and discontinued operations deflated by beginnings of year price, and ∆E is changed in earnings from year t-1 to year t.  

The second term TRANSIN is that from the annual returns-earnings relation estimated by portfolio based on 

the residuals from the industry regressions (Equation 3). In general terms, this item is calculated to express the 

longitudinal effect of earnings quality on stock returns, as expressed in Equation (3). 

𝑅𝐸𝑇𝑖,𝑝,𝑡 = 𝛼0
𝐼 +

𝛼1
𝐼 𝐸𝑖,𝑝,𝑡

𝑃𝑖,𝑝,𝑡−1

+
𝛼2

𝐼 ∆𝐸𝑖,𝑝,𝑡

𝑃𝑖,𝑝,𝑡−1

+ 𝜀𝑖,𝑝,𝑡 = 𝑇𝑅𝐴𝑁𝑆𝐼𝑁  (3) 

Barth, Konchitchki & Landsman (2013) highlights that to estimate Equation (3) it is necessary to replace 

observations from each industry-year regression, obtained in Equation (2), into one of four portfolios (p) based on a 

number of their association residuals from each annual regression for that industry.    

 It is imperative to mention that investors can achieve information about modifications in firms’ value from 

earnings or other sources, TRANS reflects only the extent to which earnings and change in earnings, and data 

associated with earnings and change in earnings, explain returns.  

2.2.  Earnings transparency and cost of equity 

The quality of accounting information is essential to investors, which have to use these data to make decisions 

about companies’ value. Healy and Palepu (2001) argue that demand for financial reporting, disclosure arises from the 

information asymmetry and agency conflicts between managers, and outside investors and that, the credibility of 

management disclosures is enhanced by regulators, standard setters, auditors and other capital market intermediaries. 

Using a model consistent with Capital Asset Pricing Model (CAPM), Lambert, Leuz, and Verrecchia (2007) 

examined whether and how financial statements and disclosures affect firms cost of equity capital in the presence of 

diversification and demonstrate that the quality of accounting information has a direct effect on cash flows assessment, 
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suggesting that earnings quality can affect cost of capital (Johnstone, 2015). This find indicates that earnings 

transparency decreases the cost of equity-decreasing beta’s variance. 

Francis, Nanda, and Olsson (2008) found that firms with higher earnings transparency have more voluntary 

disclosures than firms with lower earnings transparency. They also verified that more voluntary disclosure is associated 

with a lower cost of capital and demonstrate the importance of viewing voluntary disclosure as a response to earnings 

transparency when analyzing the cost of capital consequences of such disclosures. 

Bhattacharya, Desai, and Venkataraman (2013) revealed an association between lower earnings transparency 

and higher information asymmetry and that low earnings quality exacerbates information asymmetry during earnings 

announcements period. 

Barth et al. (2015) conclude that uncertainty at earnings announcements and higher asymmetric timeliness are 

associated. This study indicates that the higher asymmetric the earnings are, slower the resolution of equity investor 

disagreement which is a problem for equity holders’.  

This is just a sample to express how earnings transparency have been researched and correlated with cost of 

capital, more specifically cost of equity. The main idea behind this studies shows that investors are exposed to the risk-

return relation. Hence, they have to forecast earnings, cash flow, and, dividends to discount it at a rate which represents 

the trade-off to make or not an investment. In this way, it is possible to establish that a stock price is determined by a 

sum of several dividends discounted by a rate (Penman, 2013). 

  These projections are due using historical values added forecast information. For example, if an analyst has to 

estimate EBITDA, he will start it calculating this term, using financial statements from past years and compute the 

mean value. After this, using estimated information, i.e., inflation rate, currency, prices and others, it will be possible to 

conclude this assessment. Thus, higher earnings transparency increase the quality of financial reporting, allowing 

investors to obtain forecasts that are more reliable and reduce informational asymmetry, and therefore impacting the 

cost of equity. Following this line, we built the Hypothesis (1) as follows: 

Hypothesis (1) – Earnings transparency is negatively associated with the cost of equity, and this relationship is 

statistically significant. 

2.3.  Earnings transparency and cost of debt 

Straight debt is a relevant funding source for companies. For this reason, indebtedness has been studied for 

more than five decades as a device, which optimizes companies’ value (e.g., Modigliani and Miller, 1958). Several 

researchers have dedicated efforts to understand better how debt bonds can be used to improve firms’ returns. Kraus and 

Litzenberger (1973) formulated the classic version of the trade-off theory, considering that the organizations seek 

equilibrium between debt and equity, thus promoting a balance of costs and benefits of both origins of resources. 

Additionally, the authors highlight that tax and credit orders affect the corporate decisions with obtaining values. Myers 

and Majluf (1984) distinguished themselves by the ample dissemination of the pecking-order theory concept, which 

would become an intuitive counter-example of trade-off theory since it preconizes the existence of a hierarchic 

sequence in relation to the best alternatives to sources of financing for an entity’s projects. According to Lee and gentry 

(1995, p. 397), “for financial managers, the hypothesis of pecking order implies that private financing is preferable to 
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external funding. When external financing is inevitable, direct debt are preferable to convertible securities, and the latter 

are preferable to common stock”. 

According to Uyemura and Deventer (1993), the interest rate is the main component of debts’ cost. In a raising 

fund situation, interest rate becomes from the creditors and lenders assessment, taking into consideration the 

relationship between credit risk and the returns expectation (Duffie and Singleton, 2013). Assenmacher-Wesche and 

Gerlach (2008) explain that interest rate is formed by the Term Structure of Interest (TSI), also known as the yield curve 

that take into consideration macroeconomic factors such as the currency depreciation, exchange parity for foreign 

investors, fiscal policies, and other, as well as microeconomic-factor like debtors’ industry, cash-flow and credit risk, 

for instance.   

In a few decades, several approaches were developed to modeling credit risk and come up with an interest rate 

which produces a balance between risks and returns trade-off, examples of these techniques are  Five C’s of credit, 

Rating model, Credit Scoring, Pricing modeling due to credit risk (Chaia, 2003).    

Although these developments in credit risk measurement, there is a lack in the literature field relating 

accounting information quality and cost of debt. Few examples of studies, which were conducted, focused on this 

question are Sengupta (1998), Mazumdar, Sengupta (2005), Francis et al. (2005), Shi, and Zhang (2007). However, 

there is no consensus about the effect of the accounting information to lenders and this previous literature seemingly did 

not consider that to compute an interest rate, creditors take into consideration not only public information available 

about the companies. Universal banks, for instance, request private data to borrowers aiming to reduce informational 

asymmetry and in some situations, banks provide funds for their clients due to the real guarantees presented. 

Calcagnini, Farabullini and Giombini (2014, pp. 3) argue that: “economists’ instinct and conventional wisdom in the 

banking community would support the idea that secured loans are less risky and, therefore, should carry lower interest 

rates.” 

In this context, the main criteria used to reduce interest rates, the cost of debt, it is not the quality of accounting 

information, but the real guarantees gave in order to mitigate the credit risk and, consecutively, improve the repayments 

of interests and principal amount. Through these arguments, it is possible to weight those investors and creditors have 

different informational needs from companies. While investors are concerned about incomes, which are used to 

calculate dividends to pay, according to Ball, Li, and Shivakumar (2015), stakeholders not necessarily will understand 

accounting features in the same way. Notwithstanding, the earnings transparency reduces informational asymmetry 

between creditors and borrowers, it is not enough to impact in a significant reduction in interest rates Following this 

line, we built the Hypothesis (2) as follows. 

Hypothesis (2) – The relationship between earnings transparency and cost of debt is not statistically 

significant, although it is expected to be negative. 

3. Research Design 

This section presents the most relevant details about the methodological procedures related to sample selection, 

descriptive statistics, and econometric specifications.   
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3.1. Statistical models and variables 

 To perform hypotheses verification were created, two statistical models. Firstly, was constructed Equation (4) 

aiming to test Hypothesis (1), as follows: 

𝐾𝑒𝑖,𝑡 = 𝛼 + 𝛽1𝑇𝑅𝐴𝑁𝑆𝑖,𝑡 + 𝛽2𝐿𝐸𝑉𝑖,𝑡 + 𝛽3𝑆𝐼𝑍𝐸𝑖,𝑡 + 𝛽4𝑅𝑂𝐴𝑖,𝑡 + 𝛽5𝑀𝑇𝐵𝑖,𝑡 + ∑ 𝛽𝑗𝐼𝑛𝑑𝑢𝑠𝑡𝑟𝑦

24

𝑗=1

+ ∑ 𝛽𝑘𝐶𝑜𝑢𝑛𝑡𝑟𝑦 +  𝜔𝑖,𝑡

34

𝑘=1

 (4) 

where: Ke is the cost of equity of firm i in year t; TRANS is the earnings transparency measure of firm i in year t and 

denotes the interest variable of this evaluation. LEV is the financial leverage of firm i in year t; SIZE is the magnitude of 

firm i in year t. 

 Equation (5) was employed to test Hypothesis (2), the only difference from this model to the first one is the 

subject term, as follows: 

𝐾𝑖𝑖,𝑡 = 𝛼 +  𝛽1𝑇𝑅𝐴𝑁𝑆𝑖,𝑡 + 𝛽2𝐿𝐸𝑉𝑖,𝑡 + 𝛽3𝑆𝐼𝑍𝐸𝑖,𝑡 + 𝛽4𝑅𝑂𝐴𝑖,𝑡 + 𝛽5𝑀𝑇𝐵𝑖,𝑡 + ∑ 𝛽𝑗𝐼𝑛𝑑𝑢𝑠𝑡𝑟𝑦

24

𝑗=1

+ ∑ 𝛽𝑘𝐶𝑜𝑢𝑛𝑡𝑟𝑦 +  𝜔𝑖,𝑡

34

𝑘=1

 (5) 

where: Ki is the cost of debt of firm i in year t; TRANS is the earnings transparency measure of firm i in year t and 

denotes the interest variable of this evaluation.  LEV, SIZE, ROA, MTB, Sector, and Country, are control variables 

used to moderate sample dispersion. Their description and operationalization, such as dependents and interest variables, 

are provided in Table 1 in Appendix A. 

TABLE 1 HERE 

Equations (4) and (5) were adjusted using panel data methodology, in accordance with Wooldridge (2009), and 

Othman and Zeghal (2006). Considering the result of Hausman’s test models’ coefficients were obtained through fixed-

effects estimation. Due to the potential intrinsic heteroscedasticity, the estimated parameters from both equations were 

obtained through the Generalized Linear Models according to Hardin and Hilbe (2012) guidance. 

3.2. Sample and descriptive statistics 

  This research is an applied study developed by an archival methodology. The sample data was built using 

Thomson Reuters Eikon® and were considered thirty-four different capital markets displayed in six different macro-

regions in Americas and Europe. Firms-observations were collected from 2010 to 2016. Were excluded from the sample 

all the observations which presented missing values. In order to mitigate the effects of the outliers in the sample, the 

databases variables were winsorized using percentiles 0.5 and 99.5. The final sample consisted of 6,725 company-year 

observations for 1,050 companies and reflected the largest publicly traded companies in Latin America, North America, 

and Europe. 
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 Table 2 shows the correlations for all variables calculated using Pearson’s and Spearman’s methodology. The 

results indicate that Ke and TRANS are negatively correlated under Spearman’s approach (-0.020**), and this is 

significant at five percent. Another interesting correlation still on Ke and financial leverage (LEV), these terms are 

positively correlated at 5 percent. Although Ki is negatively associated with TRANS, there is no statistical significance 

in this relation. Other significant find provided by Table 2 still on the verification of the correlations between control 

variables and subject terms, LEV, MTB, ROA, and Size, showed statistical significance with both subject terms Ke and 

Ki. 

 The cost of Equity is negatively correlated with TRANSI according to Spearman’s indicator and positively 

associated with TRANSIN. The cost of Debt has negative correlations with TRANSI and TRANSIN, following Pearson 

and Spearman parameters. However, these values are not significant. 

TABLE 2 HERE 

  

Table 3 demonstrates the descriptive statistics for all variables. Panel A is based in all countries, industries and 

longitudinal series indicate that Ki has a larger standard deviation compared to Ke, respectively 0.96 against 0.07. This 

result can be perceived as an indication of homogeneity beside among firms that make up the sample. Additionally, 

there is a natural expectation that Ki has a more pronounced variance than Ke because credit markets are intuitively less 

standardized than capital markets. Panel B, which provides descriptive statistics based on regions corroborate this 

statement. The Standard Deviation for variable Ki goes from 0.13 in North America until 1.69 in Northern Europe. 

Based on Panel B, it is possible to verify a concentration around 0.05 for Ke term. Panel C shows mean and standard 

deviation both based on industries. Taking dependent variables as a reference, it is possible to predicate an existence of 

a strong variation between economic sectors goes from 0.05 to 0.09 in Ke variable and goes from 0.05 to 0.31 based on 

Ki. 

TABLE 3 HERE 

Regarding the variable TRANS, descriptive statistics denotes that the mean of this term in a general context, 

Panel A, is 0.33 with a strong standard deviation in order to 18.74. Panel B shows that companies located in Eastern 

Europe have the higher scores of TRANS (2.45), while firms in Latin America and Northern Europe present lower 

values for this variable, 0.31 mutually. Based on Industries analysis, TRANS indicates a significant interval of means 

begin with 0.08 in Real State segment and finishing in 5.27 in Cyclical Consumer Products. This enormous interim 

show how is matter insert in Equations (2) and (3), country and sector as control variables aiming to reduce sample 

dispersion. 

About TRANSI1 and TRANSIN2, Panel A shows that the first one has a lower standard deviation compared to 

the second one. However, TRANSI has the highest mean 0.19 against 0.03 from TRANSIN. In a cross-region 

perspective, both TRANSI and TRANSIN revealed a consistency across several countries.  

4. Results  

                                                             
1
 TRANSI was computed considering t from 2010 to 2016, and 24 industries. 

2
 TRANSIN was estimated through the building of the four portfolios as previous performed by Barth, Konchitchki & Landsman (2013) 
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 In this section are presented the findings of both hypotheses. Firstly are showed the coefficients obtained to the 

Hypothesis (1), subsequently are demonstrated the results obtained to the Hypothesis (2), at the end of this section are 

exposed the results of robustness tests.  

 

4.1. Empirical results for Earnings transparency and Cost of Equity 

According to the Table 4 – Panel A, it is possible to evaluate Hypothesis (1). The regression results show that 

TRANS has an adverse effect on Ke, the cost of equity. This result was found in all regions and remained statistically 

significant in all situations. The higher estimated coefficient was verified in North-American firms (-0.031***). This 

evidence might be understood take into consideration at least two factors. Firstly, United States has the largest capital 

market in the world. According to the World Federation of Exchanges, only in New York Securities Exchange (NYSE), 

was negotiated in 2010 more than U$$ 12.4 trillions of dollars in assets. Moreover, there is a traditional association 

between financial statements and investors information concerns in the USA. (e.g., Beaver 1968, and Ball and Brown, 

1968). 

Northern Europe showed the lowest coefficient (-0.001*), but equally negative and significant. Latin America, 

Eastern Europe, Southern Europe, and Western Europe, also demonstrated negative and significant coefficients, 

respectively -0.005*, -0.021*, -0.026*, and -0.010*.   

 Based on these results, and considering overall coefficient, -0.013**, it is possible to corroborate the 

Hypothesis (1) – Earnings transparency is negatively associated with the cost of equity, and this relation is statistically 

significant. This statement indicates that earnings transparency is one accounting feature perceived by the stock prices 

analysts and shareholders, respectively reflected in the cost of equity. These findings are in line with previous findings 

provided by Francis, Nanda, and Olsson (2008), Bhattacharya, Desai, and Venkataraman (2013), Barth, Konchitchki 

and Landsman (2013),  Barth et al. (2015), and Beigi, Hosseini & Qodsi (2016). 

 Such findings of the relationship between earnings transparency and Ke remained valid and aligned with the 

previous literature; it can be understood as a robustness validation that our sample and estimation procedure are not 

biased.   

 In general means, these results still appointed that the increase in earnings transparency is a potential deflator 

of the cost of equity. From this empirical finding, it is possible to understand that accounting procedures aiming to 

increase the quality and the value-relevance of financial statements are a matter for investors because this group is able 

to incorporate this features in its valuation models and reflect it in their decision process. 

4.2. Empirical results for Earnings transparency and Cost of Debt 

Considering Table 4 – Panel B, it is not conceivable reject the Hypothesis (2) – Earnings transparency is 

negatively associated with the cost of debt, but this relation is not statistically significant. In all regions, TRANS 

showed a negative association with the cost of debt (ki), however, in none case, there was statistical significance. The 

highest estimated coefficient was in Eastern Europe (-0.066) but without significance. 

TABLE 4 HERE 
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These finds corroborate the original idea that creditors and lenders are more interested in real guarantees 

presented by borrowers than the quality of accounting information. ( However, the negative coefficient found in all 

regions might be understood that accounting information based on market returns, has a very limited effect on interest 

rates, basically because creditors not necessarily are concerned about firms’ earnings, their returns are paid by 

companies presenting positive cash-flows, and their credit risk decrease as there are real guarantees for loans. These 

results differ from previous literature Sengupta (1998), Mazumdar and Sengupta (2005), Francis et al. (2005), and Shi 

and Zhang (2007). Most likely, these opposite results come from of fact that earlier researchers used only debt 

instruments negotiated in financial markets, excluding fundraising directly obtained in private negotiations. 

Demerijan (2011), and Ball, Li, and Shivakumar (2015), precede the concept that investors and creditors 

perceive accounting information through different points. On the on hand, investors are more concerned about forecast 

figures, so, whether this information can be provided by companies with low or none cost, it will be a perfect scenario 

for them. On the other hand, creditors are interested in decreasing credit risk and increase returns, in this way, whether 

they need additional information, probably they will ask for additional guarantees that reduce risk-default, independent 

of earnings transparency and predictability, such as in private transactions of raising funding. 

These findings reinforce the arguments pro conceptualization that accounting information is not prime criteria 

to reduce interest rates, most specifically because earnings transparency is an indirect characteristic of accounting 

information and probably are not associated with lenders as a relevant issue about financial statements. It is important to 

mention that under this view, creditors, potentially, are more concerned about the historical cash-flow to evaluate the 

payment ability of debtors. 

4.3. Robustness tests employing the Thomson Reuters earnings quality measure 

 Table 5 presents results to robustness check among earnings transparency measured according to Barth, 

Konchitchki & Landsman (2013) criteria and earnings quality score from Thomson Reuters. The results show a 

significant positive relationship between earnings transparency and earnings quality for Latin America, Eastern Europe, 

Southern Europe and Northern Europe and overall when we consider all continents. 

TABLE 5 HERE 

In terms of magnitude, the earnings quality is 13.27%, 14.15%, 24.43% and 22.69% higher for firms from 

Latin America, Eastern Europe, Southern Europe and Northern Europe, respectively. These results are statistically 

significant at 1% or 10%. The earnings quality is 10.78% higher and statistically significant at 5% when we consider all 

continents. 

The main verification in the context of Table 5 is that TRANS is positive and statistically associated with the 

earnings quality score provided by Thomson Reuters, indicating that the variable TRANS potentiality remains valid 

when observed in several contexts. Lu & White (2014) highlight the relevance of robustness verifications in the paper 

related to finance and accounting fields, most specifically because in social sciences a result can be achieved by 

different ways and cross-check these findings using more than one way brings an increase in the assurance of this 

results. 
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5. Conclusion 

This study examines whether earnings transparency affects the cost of debt (Ki), with the same relevance that 

previous literature related to the cost of equity (e.g. Francis, Nanda, and Olsson, 2008; Bhattacharya, Desai, and 

Venkataraman, 2013; Barth, Konchitchki and Landsman, 2013; Barth et al., 2015; Beigi, Hosseini & Qodsi, 2016. The 

earnings transparency measure used was the same as Barth, Konchitchki, and Landsman (2013, pp. 221), called 

TRANS, and it is “based on the explanatory power of the returns-earnings relation, i.e., the extent to which earnings and 

change in earnings covary contemporaneously with returns”.    

    The results found, showed that earnings transparency did not affect the cost of debt such as the cost of equity. 

While the variable TRANS was negatively and statistically significantly correlated with Ke, it was verified only a 

negatively association with Ki, however, without any significance. 

Additionally, this finding corroborates the main idea preconized by previous literature (e.g., Demerijan, 2011, 

and Ball, Li, and Shivakumar, 2015), that investors and creditors have different interest about accounting information, 

and for this reason perceive accounting information features, such as earnings transparency, differently. Furthermore, 

there are at least two perspectives to better understand these findings: (i) an accounting procedure that potentially 

provides an increase in earnings transparency, not essentially is similarly perceived by creditors such as investors, 

consecutively, do not affect lenders’ judgment about the agreed interest rates in financial liabilities contracts; and (ii) 

maybe creditors are not able to recognise and integrate the specifications of accounting information quality in their 

credit risk models. 

We suggest the conduction of future studies aiming to evaluate the effect of other quality features of 

accounting information such as comparability, timeliness, among others, in the context of creditors and lenders 

perspective, aiming to verify the reaction of these financial resources allocators about accounting numbers. 

References  

Assenmacher-Wesche, K., Gerlach, S. (2008). Financial Structure and The Impact of Monetary Policy on Asset Prices. 

Swiss National Bank Working Paper. Available at: 

http://www.snb.ch/n/mmr/reference/working_paper_2008_16/source/working_paper_2008_16.n.pdf 

Ball, R., A. Robin, and J. Wu. 1999. “Properties of Accounting Earnings under the Enforcement Institutions of East 

Asian Countries, and Implications for Acceptance of IAS.” Working Paper, University of Rochester. 

_____, Shivakumar, Lakshmanan. (2015). Earnings quality in UK private firms: comparative loss recognition 

timeliness. Journal of Accounting and Economics, 39(1), 83-128. 

Barth, M.E., and Schipper, K. (2008) Financial Reporting Transparency. Journal of Accounting, Auditing & Finance, 

23, 173-190. 

_____, Konchitchki, Y., & Landsman, W. R. (2013). The cost of capital and earnings transparency. Journal of 

Accounting and Economics, 55(2), 206-224. 

_____, Landsman, W. R., Raval, V., & Wang, S. (2015). Asymmetric timeliness and the resolution of investor 

disagreement and uncertainty at earnings announcements. Rock Center for Corporate Governance at Stanford 

University Working Paper, 162. 

Beigi, F., Hosseini, M., Qodsi, S. The effect of the Earnings Transparency on cost of capital common stock based on 

The Fama-French and Momentum Factors. Procedia Economics and Finance, 36 (1), 244-255. 

http://www.snb.ch/n/mmr/reference/working_paper_2008_16/source/working_paper_2008_16.n.pdf


12 

 

Bhattacharya, N., Desai, H., & Venkataraman, K. (2013). Does earnings quality affect information asymmetry? 

Evidence from trading costs*. Contemporary Accounting Research, 30(2), 482-516. 

Bhattacharya, U., Daouk, H., & Welker, M. (2002, September). The world price of earnings opacity. In EFA 2002 

Berlin Meetings Presented Paper. 

Bodie, Z., Kane, A., & Marcus, A. J. (2011). Investments. New York: McGraw-Hill/Irwin. 

Bushman, R. M. et al. (2004). Financial accounting information, organizational complexity and corporate governance 

systems. Journal of Accounting and Economics, v. 37, p. 167-201. 

Calcagnini G., Farabullini F. and G. Giombini (2014), “The impact of guarantees on bank loan interest rates”, Applied 

Financial Economics, vol. 24:6, 397-412 

Demerjian, P. R. 2011. Accounting standards and debt covenants: Has the “balance sheet approach” led to a decline in 

the use of balance sheet covenants? Journal of Accounting and Economics 52 (2–3): 178–202. 

Diamond, D., and R. Verrecchia. "Disclosure, Liquidity, and the Cost of Capital." Journal of Finance 46 (1991): 1325-

1359. 

Duffie, D. Singleton, K. J. (2013). Credit Risk: Pricing, Measurement and Management. Princeton University Press, 

Oxford. 

Easton, P., and T. Harris (1991), “Earnings as an Explanatory Variable for Returns”, Journal of Accounting Research 

29:19-36. 

Francis et al., 2005 J. Francis, R. Lafond, P. Olsson, K. Schipper. The Market Pricing Of Accruals Quality, Journal of 

Accounting and Economics, 39 (2005), pp. 295-327. 

_____, Nanda, D., & Olsson, P. (2008). Voluntary disclosure, earnings quality e cost of capital. Journal of Accounting 

Research, 46(1), 53-99. 

Healy, P., A. Hutton, AND K. Palepu. "Stock Performance and Intermediation Changes Surrounding Sustained 

Increases in Disclosure." Contemporary Accounting Research 16 (1999): 485-520. 

IASB, I. A. Discussion Paper DP/2013/1. 2013. Disponível em: <http://www.ifrs.org/current-projects/iasb-

projects/conceptual-framework/discussion-paper-july-2013/documents/discussion-paper-conceptual-framework-

july-2013.pdf>. 

Kim, O., Verrecchia, R., 1994. Market liquidity and volume around earnings announcements. Journal of Accounting 

and Economics 17, 41-67. 

Kraus, A.; Litzenberger, R. H. A state-preference model of optimal financial leverage. The Journal of Finance. Sep. 

1973, v. 28, n. 4, pp. 911-922. 

Lambert, Richard A. and Leuz, Christian and Verrecchia, Robert E., Accounting Information, Disclosure, and the Cost 

of Capital. Journal of Accounting Research, Vol. 45, No. 2, pp. 385-420, May 2007. 

Lang, M., K. Lins, and M. Maffett. "Transparency, Liquidity, and Valuation: International Evidence on When 

Transparency Matters Most." Journal of Accounting Research 50 (2012): 729-774. 

LEE, H. W.; GENTRY, J. A. An empirical study of the corporate choice among common stock, convertible bonds and 

straight debt: A cash flow interpretation. The Quarterly Review of Economics and Finance. 1995, v. 35, n. 4, pp. 

397-419. 

Lu, X., White, H. (2014). Robustness checks and robustness tests in applied economics. Journal of Econometrics, 178(1), pp. 

194-206. 
Mazumdar, S. and P. Sengupta. 2005. Disclosure and the loan spread on private debt. Financial Analyst Journal 61(3): 

8395. 

Modiglianni, F.; Miller, M. The cost of capital, corporation finance and the. American Economic Review. Jun. 1958, v. 

48, n. 3, pp. 261-297. 



13 

 

Myers, S.; Majluf, N. Corporate financing and investment decisions when firms have information that do not have. 

Journal of Financial Economics.1984, n. 13, pp. 187-221. 

Penman, S. H. (2013). Financial statement analysis and security valuation (5th international ed. (cover).). New York: 

McGraw-Hill. 

Sengputa, P. 1998. Corporate disclosure quality and the cost of debt. The Accounting Review 23(4): 459474. 

Uyemura, D., Van Deventer. (1993). Financial Risk Management in Baking. IRWIN. 

Vaughan, E. J., Vaughan, T. M. (2013). Fundamentals of Risk and Insurance, 11th edition. Wiley. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



14 

 

Appendix 

 

 

 



15 

 

 

       

 



16 

 

 

 



17 

 

 

 

 

 

 

 

 

 



18 

 

 

 

 



19 

 

 


