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Abstract

Complex disclosure limits the ability of users to extract useful information from the financial
reports disclosed by firms and affects the decisions and perceptions of the stockholders of the
information and adjusts their expectations of returns and consequently will affect the financing
costs of the company. Based on this, the purpose of this research is to investigate the
relationship between the readability of financial reporting and financing costs, as well as to
investigate the moderating effect of profit quality and audit quality on this relationship in
Iran's capital market. For this purpose, the data of 138 firms listed in Tehran Stock Exchange
were collected for ten years from 1391 to 1400, and the hypotheses of the research were
investigated using the statistical method of multivariable linear regression. The results of the
research hypotheses test show a significant and negative relationship between the readability
of financial reporting and the cost of capital of companies. Also, the results show that profit
management as an index of profit quality measurement intensifies the negative relationship
between readability and financing costs. In other words, the increase in earnings management
in companies with lower readability has led to an increase in financing costs. Also, the audit
quality in companies that have lower readability has adjusted the cost of capital in a positive
direction.

Keywords: Readability Of Financial Reporting, Cost Of Capital, Earning Quality, Audit
Quiality.

Introduction (Seifzadeh et al.,, 2021); Because low

The more readable the information, the readability weakens the beliefs of
better the goals of financial reportingand information users about the adequacy of
information efficiency will be achieved information. Some researchers (Aldoseri et
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al., 2023; Heflin et al., 2016) state thatin
companies whose disclosure readability
level information is high, analysts'
expectations from the company are more
accurate, and the cost of equity and
volatility in return on their equity is less.
The results of the study by Ejaz (2022) also
show that the high readability of financial
reporting leads to an increase in the
confidence of investors and a decrease in
the cost of capital. The problem that has
been addressed in this research for Iran's
capital market, is whether the readability
offinancial reporting of firms listed in the
Tehran Stock Exchange is effective on the
financing costs of these companies,
especially on their capital costs.

On the other hand, the profit of the
company provides important information
for investors and creditors. Dividends
reduce the uncertainty of investors and lead
to the use of a lower discount rate for the
future profits of the company and as a
result, increase the value of the company;
Conversely, poor financial reporting on
earnings leads to poor forecasting of future
cash flows, which in turn leads to high
information risks (Kustono, 2021). Many
previous studies have shown a negative
relationship between earnings quality and
cost of capital (for example, Persakis &
latridis 2015). According to the signaling
theory, high reported earnings quality
increases managers' willingness to increase
the level of readability of disclosed reports,
and it is expected that this will eventually
lead to a reduction in the company's cost of
capital. In addition, based on the ambiguity
hypothesis, management may hide their
poor performance when earnings quality is
low by increasing the textual complexity of
their reports, which affects their cost of
capital (Ejaz, 2022).

Another point is that based on the theory
of agency, monitoring mechanisms are
applied to align the interests of

shareholders and managers and reduce the
conflict of interest as well as any
subsequent opportunistic behavior
(Alzoubi, 2018). Accordingly, one of the
monitoring tools of shareholders is
independent auditing, and it is the quality
of auditing that improves the reliability of
financial statements for users of accounting
information. On the other hand, audit
quality is compromised when companies
present a less readable annual report to hide
earnings management or poor financial
performance, which increases the risk of
material misstatement of the financial
statements. Therefore, the low readability
of annual reports will lead to low audit
quality (Blanco et al., 2021), which will
also lead to an increase in the capital cost
of companies.

Based on what was said, the purpose of
this research is to explain the relationship
between the readability of financial
reporting of listed companies and the
capital structure, and in the next step, the
moderating effect of profit quality and
audit quality on this relationship will be
measured.

Methods & Material

To test the hypotheses, simple
regression and multivariate regression
models have been used. Based on this, the
financial statements of listed companies for
10 years from 1391 to 1400 have been
examined, and data related to transactions
with related parties have been extracted
from the notes accompanying the financial
statements and other variables from the
Rahvard Naveen website. In this research,
the statistical sample was selected by the
systematic elimination method. Based on
this, taking into account the following
criteria, 138 companies accepted in the
Tehran Stock Exchange were selected as a
sample to investigate the hypotheses of the
research.
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In this research, to measure the
relationship between the readability of
financial reporting and the cost of capital
and the moderating effect of profit quality
and audit quality on this relationship, the
research by Ejaz (2022) and Coffie et al.
(2018) were used to develop research
models.

Finding

The results of the first hypothesis test
show that the readability of financial
reporting has a negative and significant
effect on the cost of capital. The results of
the second hypothesis test of the research
confirmed the moderating effect of profit
management on the relationship between
the readability of financial reporting and
the cost of capital, and the results of the
third hypothesis test of the research also
show that audit quality has a moderating
effect on the relationship between the
readability of financial reporting and the
cost of capital. Finally, two sensitivity
analysis tests were performed to check the
robustness of the results and confirm the
research findings. For this purpose, first,
the average of all values during three years
was calculated and the GLS regression
model was run again to test the validity of
the main results, and the findings
confirmed the main findings of the
research. Then, the effects of industry type
and year were controlled and the results did
not show any effect on the main regression
results. Based on the above results, the
performance of both additional sensitivity
analyses supports the main results of this
study.

Conclusion & Results

According to the results of this research,
it can be said that by increasing the ease of
reading the annual financial reports of
companies, the cost of capital of listed
companies in Iran will decrease. Therefore,
it is important to pay attention to the
writing style of reports presented by
managers and the linguistic complexity of
these reports. In other words, for
shareholders and creditors, identifying
management's writing style in board
reports helps them to correctly interpret
companies' actions and to be able to
identify historical events, current status,
and prospects of companies. Also, the
results of the research indicated that the
higher the amount of manipulation of
accruals, the higher the increase in the cost
of capital and vice versa. In other words,
although it is expected that the decrease in
the quality of profit will lead to an increase
in the cost of capital; in more readable
companies, the readability of financial
statements has compensated for the
weakness of these companies in the lower
quality of profit and the higher level of
profit management. Finally, the selection of
large audit firms in terms of reputation and
quality of audit work gives a signal to the
market, because larger and more reliable
audit firms, due to the planning and
implementation of quality work, can
control and manage the complexities of the
internal affairs and operational activities of
companies, especially the complexities of
the internal control system and the poor
readability of the financial reporting of
these companies and thus, have a
moderating effect on the cost of capital of
these companies.
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Figure 2: Descriptive statistics of guantitative research variables
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Figure 3: Descriptive statistics indicators related to the qualitative variable of audit quality
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Table 5: Results of Levene's test of research variables

S 19Lxo s oo

eves (WACC) wle o a0 50

erer (READ) ¢ 2,15 Lbls=

e EQ) 55 ot

/o¥VY (AQ) sl cisS

A (SIZE) &5 5 o3l

eres (MB) s 5 as,

eves (AGE) s 5 oy

eeas (LEV) Jt o al

oo (PROF) (5415 5

e (AUDIT) .l g5

o5 slaasl e

A an S L s ool =kt Q}_Aﬂé)bu_;;u C)-\Lw <@L—5“-.'4>.'j5l-.’

53l O3] 30 s S5 Jds 55— Sl J3
5 e 3 S5 L Y e Sl el

«/v0 letPLsUa;'-)'\J_:ASLAﬁAuw&\ﬂ
JL_>r._:" ul.bj}..g B uJLS ch—“‘;‘) ‘U'.’.\J"L" ol

OLA)J}_EJJ Lbab‘)wut.i)bjwi;lﬁfj ")";'d“"



VeoY L}Li.,.A) g(O/\)&Lﬁ. «r)l.@z.- a)LA.i: AV.QQIL?. JLA ‘JLA LSJ\UJLM} LSLAQ:”J”);% 0

25 rlals Glamenl 35y Kl il

S5 sladde el s alul s el
b ol S L LU glaesls (asy 5l eslial b

olanls Ogmal et (Oemome LS A5l

S5 Jyl aws b O ge5]

Jﬂ Jde «J:'J"ﬁ @\.‘b :'\U\g.?

Figure 6: The results of running the first model
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Figure 7: Results of running the second model
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Figure 8: Results of running the third model
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Figure 9: The results of sensitivity analysis of the first model
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