The moderating role of institutional investors and product market competition on the relationship
between readability of financial reports and cost of capital

Abstract

The cost of capital is one of the most important and key concepts in many financial and management
decisions, and it is of great importance for company managers, which is affected by several factors. Recent
studies have shown that less readability of financial reports reduce the ability of investors to process and
interpret annual reports, increase the risk of information and, as a result, the cost of capital. Also, the
relationship between the readability of financial reports and the cost of capital depends on the ownership
level of institutional investors and the degree of competition in the product market. Therefore, this research
aims to investigate the relationship between the readability of financial reports and the cost of capital with
the moderating role of institutional investors and competition in the product market. In this regard, 105
companies admitted to the Tehran Stock Exchange were examined between 2015 and 2021. To evaluation
and analyze the data, the EViews software was used, and to estimate the patterns, regression analysis with
combined data was used. The results show that there is a positive and significant relationship between the
unreadability of financial reports and the cost of capital of companies. Also, institutional investors have a
decreasing moderating effect on the relationship between the unreadability of financial reports and the cost
of capital of companies. Finally, competition in the product market has a decreasing moderating effect on
the relationship between the unreadability of financial reports and the cost of capital of companies.

Keywords: Readability of Financial Reports, Product Market Competition, Information Risk, Institutional
Investors, Cost of Capital.



Extended abstract

1. Introduction

The cost of capital is one of the most important and key concepts in many financial and management
decisions and is of great importance for company managers. Recent studies have shown that the language
features of annual reports are one of the factors affecting the cost of equity capital. In this way, less
readability of financial reports and more complex disclosure of companies causes an increase in information
asymmetry and a lack of investors' knowledge about the company's future performance, and causes
investors to lose their ability to interpret annual financial reports. Therefore, from the perspective of
investors, companies whose financial reports are more difficult to read have a higher information risk and,
as a result, a higher cost of capital. Since the readability of financial reports is usually related to investors'
information processing costs, it will have a weaker effect on the information acquisition cost of experienced
investors. Advanced institutional investors (expert and skilled) have the inherent advantage of processing
information about companies and have better information than other investors. Institutional investors can
reduce the information asymmetry caused by the poor readability of financial reports with their role as
financial intermediaries. Therefore, it is expected that the effect of unreadability of financial reports on the
cost of equity capital decreases with the ownership level of institutional investors, which indicates that
institutional investors are less affected by difficult to read reports. In addition, research shows that the effect
of the information environment on the cost of equity capital depends on the degree of market competition.
Competition in the product market plays an important role in the formation of the company's information
environment and helps managers to reduce agency problems and increase economic and informational
efficiency. In fact, based on the effectiveness of information disclosure, competition in the market increases
transparency by increasing the readability of financial reports and reducing information asymmetry and
capital costs. According to the above topics, the purpose of this research is to investigate the relationship
between the readability of financial reports and the cost of capital, emphasizing the moderating role of
institutional investors and competition in the product market.

2. Research Questions or hypothesis

According to the theoretical foundations, research hypotheses have been developed as follows.
Hypothesis 1: There is a positive and significant relationship between the unreadability of financial reports
and the cost of capital of companies.

Hypothesis 2: Institutional investors have a decreasing moderating effect on the relationship between the
unreadability of financial reports and the cost of capital of companies.

Hypothesis 3: Competition in the product market has a decreasing moderating effect on the relationship
between the unreadability of financial reports and the cost of capital of companies.

3. Methods

The current research is based on the results of the applied type, in terms of the goal, it is of the analytical,
quasi-experimental and correlational type, and from the time dimension of the data, it is retrospective and
post-event type. In order to achieve the goal of the research, 105 companies admitted to the Tehran Stock
Exchange were examined in the period from 2015 to 2021. To collect the data of the research, the database
of Rahavard Novin and the reports published on the Codal website were used. In order to review and analyze
the research data, EViews software was used and regression analysis with combined data was used to
estimate the research patterns.

4. Results

The results show that as the level of readability of financial reports decreases, the capital cost of companies
increases. Also, the effect of unreadability of financial reports on the cost of capital decreases with the
ownership level of institutional investors. Finally, the effect of unreadability of financial reports on the cost
of capital decreases with the level of competition in the product market.

5. Discussion and Conclusion

The findings of the research in line with the theoretical foundations show that the less readability of
financial reports increases information asymmetry and probably weakens the ability of investors and
creditors to draw accurate forecasts of the company's future performance and increases their risk perception.
Therefore, investors and creditors require higher risk returns, which means an increase in the cost of capital
for companies. Also, institutional investors have a relative advantage in collecting and processing
information, are more active in monitoring the performance of managers, and are more knowledgeable than
other investors due to access to various information sources. The information and skill advantage of



institutional investors as professional users helps them to understand and process the specific company
information included in the financial reports regardless of its readability level. Therefore, institutional
investors are less influenced by reports that are difficult to read. Finally, with the increase of competition
in the product market as one of the regulating mechanisms of the financial reporting process, the readability
of financial reports increases and information asymmetry and the cost of capital decrease. These results are
in line with the research of Rjiba et al. (2021).

Keywords: Readability of Financial Reports, Product Market Competition, Information Risk, Institutional
Investors, Cost of Capital.
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