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1. Introduction

Risk disclosure plays a crucial role in maintaining firms’ credibility and reducing information
asymmetry between managers and external stakeholders (Lei & Luo, 2023). In an increasingly
complex economic environment, transparent communication of risks that influence financial
performance and firm value has become indispensable. Such transparency enables shareholders,
investors, and creditors to make more informed and rational decisions. Bushman and Smith (2001)
argue that inadequate disclosure erodes trust and undermines stakeholder confidence, emphasizing
the pivotal role of transparency in fostering stakeholder engagement and accountability. Given the
importance of risk disclosure in mitigating information asymmetry, a key question arises: How does
such disclosure influence firms’ core financial outcomes, particularly the cost of capital?

Risk disclosure can influence a corporation’s cost of capital through multiple channels, as
evidenced by studies such as Leuz and Verrecchia (2000). First, by reducing information asymmetry,
disclosure enhances investors’ ability to assess corporate risk more accurately. Second, it increases
transparency and accountability, thereby fostering trust among stakeholders in financial markets.
Third, it strengthens corporate governance mechanisms, reducing the likelihood of fraud and
managerial opportunism. Furthermore, Fauzi and Firmansyah (2023) argue that transparent risk
disclosure can lower the cost of capital by addressing stakeholder expectations particularly those
related to the efficient allocation of corporate resources. Beyond these direct effects, the finance and
accounting literature has extensively explored the relationship between disclosure and financing
costs. The subsequent section reviews key findings from prior studies and examines the implications
of recent disclosure policies in Iran.

The association between the cost of capital and corporate transparency particularly through risk
disclosure—has been extensively examined in the finance and accounting literature (e.g., Pakdelan
et al., 2021; Ibrahim et al., 2022; Hao, 2024). In recent years, policymakers at both national and
international levels have paid increasing attention to risk disclosure, prompting accounting standard-
setting bodies to adopt a more responsive stance, including in Iran (Fasihi & Hosseini, 2020; Blue et
al., 2024). This growing emphasis is reflected in recent amendments to Iran’s accounting standards,
which now require firms to disclose both qualitative and quantitative information regarding risks and
risk management frameworks in their financial statements. Specifically, revisions to paragraphs 23—
32 of Accounting Standard No. 37 (Financial Instruments: Disclosures) issued by the Iran Audit
Organization (IAO, 2023) mandate entities to disclose detailed information about the nature and
management of key risks, including market, liquidity, and credit risk.

Given the recent amendments to Iranian accounting standards, understanding the relationship
between risk disclosure and the cost of capital has become increasingly important. The cost of
capital—representing the minimum expected return required by investors is a fundamental
determinant of firm value. Risk plays a pivotal role in shaping this cost: as perceived risk increases,
investors demand higher expected returns. Accordingly, the cost of capital reflects the minimum
acceptable rate of return for investors (Fama & French, 1993). Extensive prior research (e.g., Ibrahim
& Aboud, 2024; He et al., 2019; Nahar et al., 2016; Leuz & Verrecchia, 2000; Botosan, 1997) has
examined the relationship between disclosure levels and the cost of equity, with most studies focusing
on developed markets.

The 2019 amendment to Iranian accounting standards represents an exogenous shock to firms’
disclosure requirements. This change was neither voluntary nor firm-specific; instead, it was
implemented universally and mandatorily across all listed companies. These characteristics render
the reform a natural quasi-experiment, enabling an empirical examination of its effects. Accordingly,
the study employs a dummy variable, SRefit, to distinguish the pre- and post-2019 periods and to
precisely isolate the impact of this accounting standard change.
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Empirical evidence indicates that voluntary risk disclosure can reduce a firm’s cost of capital by
enhancing market liquidity and mitigating information asymmetry. Consistent with this view, studies
conducted in emerging markets have generally documented a negative association between risk
disclosure and the cost of capital. For instance, Pakdelan et al. (2021) found no significant relationship
between risk disclosure and the cost of debt; however, their results revealed a negative and significant
association between risk disclosure and both the cost of common equity and the weighted average
cost of capital among Iranian firms.

This study examines whether mandatory quantitative and qualitative risk disclosures, as required
under Iran’s accounting standards, reduce firms’ cost of equity. The Iranian capital market an
emerging economy characterized by limited voluntary disclosure, market inefficiencies, and
pervasive information asymmetry (Rajabalizadeh & Schadewitz, 2025) provides a distinctive setting
for evaluating the effects of mandatory risk disclosure on firms’ financing costs. In addition, the study
investigates the moderating role of corporate governance mechanisms in this relationship.

This study makes several significant contributions to the literature. First, it fills a key research gap
by examining how firms’ cost of equity is influenced by the mandatory disclosure of quantitative and
qualitative risk information under Iran’s accounting standards. This area has received limited
scholarly attention. Second, although the body of research on mandatory risk disclosure has been
expanding globally, studies focusing on emerging markets remain relatively scarce. This gap is
particularly evident in the Iranian context, where the specific effects of recent accounting standard
reforms on firms’ cost of equity have not yet been systematically investigated.

Iran’s distinctive institutional environment, together with recent accounting reforms particularly
the introduction of new risk disclosure requirements provides a compelling context for examining
their impact on firms’ cost of equity. In addition, this study investigates the moderating role of
corporate governance mechanisms in the relationship between mandatory risk disclosure and the cost
of equity. A review of prior studies reveals that the association between risk disclosure and the cost
of equity has been explored from multiple perspectives, with findings generally reporting either a
negative or positive relationship between the two variables.

The remainder of this paper is structured as follows. Section 2 reviews the existing literature on
risk disclosure, with particular emphasis on its direct and indirect effects on the cost of capital. It
summarizes prior empirical findings and highlights key theoretical considerations. Section 3
describes the research methodology, including data sources, regression models, and sample selection
criteria used to test the study’s hypotheses. Section 4 presents the empirical results and discusses their
relation to the study’s overarching themes. Finally, Section 5 concludes by summarizing the main
findings, outlining their practical implications, and offering directions for future research and policy.

2. Literature review

Information asymmetry where managers possess more and superior information than external
stakeholders can give rise to problems such as adverse selection and moral hazard, ultimately
increasing a firm’s cost of capital. Improved disclosure can mitigate information asymmetry,
potentially lowering the cost of equity and enhancing corporate value (Healy and Palepu, 2001;
Diamond and Verrecchia, 1991; Botosan, 1997; Ibrahim and Aboud, 2024).

According to signaling theory, voluntary risk disclosure serves as a positive signal to external
stakeholders, reflecting management’s commitment to transparency in communicating risks and risk
management practices. Such disclosure enhances stakeholder confidence, promotes effective risk
management, and reduces uncertainty regarding future cash flows. As a result, investors and other
stakeholders require a lower risk premium, thereby decreasing the firm’s cost of equity (Myers and
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Majluf, 1984; Core et al., 2015; Connelly et al., 2025).

Recent studies exploring new dimensions of risk disclosure have deepened our understanding of
how mandatory disclosure practices influence firms’ cost of equity. Increasingly, research on
corporate governance and financial reporting highlights the growing importance of transparency,
particularly amid the evolution of mandatory risk disclosure requirements across developed and
emerging markets over the past few years. Historically, firms have provided only limited information
about their risk exposure, often relying on qualitative disclosures that lack consistency and
comparability. This inconsistency has led to divergent perceptions of corporate risk among investors
and creditors, underscoring the need for more standardized and structured reporting frameworks
(Thitinun and Yomchinda, 2021).

The adoption of IFRS 7 marked a pivotal development in the evolution of risk disclosure practices.
This standard seeks to enhance the quality of financial instrument reporting by requiring entities to
provide both qualitative and quantitative information about risk exposures (Thitinun & Yomchinda,
2021). Specifically, IFRS 7 mandates the disclosure of credit, liquidity, and market risks, compelling
firms to communicate more comprehensively about the risks they face and their potential impact on
financial performance. Researchers have increasingly examined the effects of these disclosure
requirements on corporate risk-taking behavior and the cost of equity. Prior studies suggest that
mandatory risk disclosures can influence investor perceptions and, consequently, affect a firm’s cost
of equity (Ibrahim & Aboud, 2024; Nahar et al., 2016). In line with these global developments, Iran’s
accounting standards have been aligned with international frameworks and now require firms to
disclose similar risk categories in their financial statements. Therefore, based on previous empirical
findings, it is reasonable to expect that such disclosures will affect firms’ cost of capital in the Iranian
context.

2.1. Potential relationships between mandatory risk disclosure and the cost of capital: direct or
inverse

Theoretical and empirical evidence suggest that there are both inverse and direct relationships
between risk disclosure and the cost of capital.

2.1.1. Direct relationship

A review of prior studies indicates that the effect of risk disclosure on the cost of equity depends
on the nature and tone of the information disclosed. Specifically, when the disclosed information is
negative or unfavorable, it heightens uncertainty regarding the firm’s future cash flows and,
consequently, increases the cost of equity (Thitinun & Yomchinda, 2021). Johnstone (2016) and
Dutta and Nezlobin (2017) further demonstrate that unfavorable disclosures amplify investors’
ambiguity about firm value, resulting in a higher required return. Emphasizing the contextual
sensitivity of risk disclosure, Tirado-Beltran et al. (2020) show that a positive association between
risk disclosure and the cost of equity is observed only for non-financial risks.

Verrecchia (1983), drawing on proprietary cost theory, argued that disclosing certain types of
information—such as specific risks or managerial strategies may expose sensitive details to
competitors, thereby weakening a firm’s competitive advantage. This potential exposure can prompt
investors to demand higher expected returns, ultimately increasing the firm’s cost of equity.

Campbell et al. (2014) emphasize the critical role of tone in risk disclosures, showing that a more
negative tone is associated with higher subsequent stock return volatility. This finding suggests that
risk disclosures may be interpreted as negative signals, particularly when they are perceived as overly
pessimistic or reveal previously undisclosed vulnerabilities. When investors view mandatory risk
disclosures as indicators of weakness or poor risk management, they may perceive higher risk and
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demand a higher cost of equity. Moreover, Campbell et al. argue that extensive disclosure can expose
firms to greater scrutiny from regulators, investors, and other stakeholders, as well as increase the
risk of litigation if such disclosures are deemed inaccurate or misleading. Figure 1 illustrates the
hypothesized direct relationship between mandatory risk disclosure and the cost of capital.

Mandatory Risk Disclosure

(Revealing Negative Information) (Negative Tone in Disclosure) (Increased

Scrutiny and Legal Risk)

. . Higher Stock Return Volatilit . L .
Increased Risk Perception g y Higher Litigation Risk

Higher Cost of Equity

Figure 1. The direct relationship between mandatory risk disclosure and the cost of capital

2.1.2. Inverse relationship

According to Akerlof (1970), moral hazard and adverse selection arise from information
asymmetry between managers and investors. When investors lack complete knowledge of a firm’s
risk profile, they demand higher expected returns to compensate for this uncertainty. Mandatory risk
disclosure helps mitigate this information gap by providing detailed gquantitative and qualitative
information on firms’ risk exposure. Such transparency reduces perceived uncertainty and,
consequently, lowers investors’ required rate of return that is, the firm’s cost of equity. This
mechanism aligns with signaling theory (Spence, 1973), which suggests that high-quality firms
voluntarily disclose more information to signal their sound management practices and credibility.
Empirical evidence supports this reasoning: Yasar et al. (2020) find that market participants respond
positively to credible signals from informed insiders, particularly when these signals counterbalance
negative information. Similarly, Lambert et al. (2007) argue that low information quality constitutes
a negative signal, thereby increasing firms’ cost of capital.

Furthermore, according to agency theory (Jensen & Meckling, 1976), disclosure serves as a
mechanism to reduce agency costs. In contrast to the theory’s ideal assumptions, managers do not
always act in shareholders' best interests. The central argument is that increased risk disclosure
diminishes information asymmetry between managers and shareholders, thereby lowering the firm’s
cost of capital (Verrecchia, 2001). Bertomeu et al. (2011) suggest that informed investors benefit
from the informational advantages generated by firms’ disclosure policies, thereby further reducing
the cost of capital. Similarly, Lopes and Alencar (2010) document a negative association between
disclosure quality and the cost of capital among Brazilian firms, attributing the relatively weak
relationship between risk disclosure and the cost of capital to the country’s well-developed corporate
environment.
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According to legitimacy theory (Suchman, 1995) and stakeholder theory (Freeman, 1984), firms
seek to maintain organizational legitimacy while addressing the interests of their stakeholders.
Enhanced disclosure increases transparency and credibility, thereby enabling companies to better
meet the expectations of diverse stakeholder groups (Corazza et al., 2020). Such disclosure functions
as a key mechanism for establishing and sustaining corporate legitimacy (Shivaani & Agarwal, 2020;
Martens & Bui, 2023). As Araujo Janior et al. (2014) argue, providing comprehensive, fair, neutral,
and relevant information to various stakeholders allows them to more effectively assess and monitor
corporate activities and managerial performance.

Consistent with the arguments of Deegan (2006) and Alam (2006), protecting stakeholders’

interests is essential for establishing corporate legitimacy, with information disclosure serving as a
key mechanism in this process. Empirical evidence supports this perspective. For instance, Lemma
et al. (2019) found that South African firms enhance their legitimacy through voluntary information
disclosure, which in turn is associated with a lower cost of capital. Similarly, Bui et al. (2020) provide
international evidence that risk disclosure weakens the positive relationship between higher
greenhouse gas (GHG) emissions and the cost of capital. Collectively, these findings suggest that
disclosing risk-related information can reduce firms’ cost of capital while simultaneously reinforcing
their legitimacy.

Mandatory risk disclosure enhances corporate credibility by improving transparency and
accountability, thereby enabling stakeholders such as investors and creditors—to more effectively
monitor managerial risk-taking behavior. This reduction in agency costs and the risk premium
demanded by investors lowers firms’ cost of capital. Addressing stakeholder concerns through
transparent disclosure also signals responsible governance, which further reduces perceptions of
managerial recklessness and, consequently, the cost of capital. Diamond and Verrecchia (1991) argue
that greater disclosure mitigates information asymmetry by limiting private access to information and
reducing investor uncertainty regarding investment risks and outcomes. Enhanced risk disclosure can
therefore lower transaction costs and improve stock market liquidity, increasing trading volume and
attracting a broader investor base. As liquidity rises, the perceived risk of holding a firm’s securities
declines, ultimately leading to a lower cost of equity. Empirical evidence supports the negative
association between the quality of risk disclosure and information asymmetry (e.g., Miihkinen, 2013;
Campbell et al., 2014). Moreover, Kassamany et al. (2023) confirm the positive impact of mandatory
risk disclosure on market liquidity, an effect further strengthened by the adoption of international
accounting standards.

In this context, Botosan (1997) reports a negative association between the extent of disclosure and
the cost of equity, particularly among firms with low analyst coverage. Hail and Leuz (2006)
demonstrate that firms operating in countries with stronger disclosure requirements and enforcement
mechanisms tend to face lower equity capital costs. Similarly, Leuz and Verrecchia (2000) show that
German firms adopting international accounting standards experience higher trading volumes and
narrower bid-ask spreads, which they attribute to enhanced stock liquidity and reduced information
asymmetry. Furthermore, Kravet and Muslu (2013) find that companies providing more extensive
risk disclosures in their 10-K filings exhibit lower levels of information asymmetry. The inverse
relationship between mandatory risk disclosure and the cost of capital is illustrated in Figure 2.
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Mandatory Risk Disclosure

(Reduces) (Enhances) Boosts)

Information Asymmetry

Agency Costs Transparency and Credibility Stock Liquidity

v

Figure 2. The inverse relationship between mandatory risk disclosure and the cost of capital

Although the general theoretical relationship between disclosure and the cost of capital is well
established, the specific requirements introduced by the recent amendments to Iranian Accounting
Standards create distinct theoretical channels through which a reduction in the cost of capital can be
expected. Aligned with international developments, these amendments require disclosures that go
beyond mere risk acknowledgment, incorporating both qualitative and quantitative dimensions. This
expansion enhances the information available to capital providers and supports the theoretical
expectation of a lower cost of capital.

Specifically, 1AS 1 (paragraphs 134-136) requires firms to disclose their objectives, policies, and
procedures for managing capital, thereby providing investors with critical insights into the strategic
management of financial resources and risk. According to agency theory (Jensen & Meckling, 1976),
such transparency in managerial processes reduces information asymmetry regarding managerial
ability and risk tolerance, which, in turn, lowers perceived agency costs and, consequently, the cost
of capital. Consistent with signaling theory (Spence, 1973; Core et al., 2015), comprehensive
disclosure of robust capital management policies can also signal managerial quality and prudent
financial stewardship, thereby reducing the risk premium investors require.

Additionally, I1AS 37 (paragraphs 23-32) requires firms to disclose risks associated with financial
instruments—namely credit, liquidity, and market risks—and to explain how these risks are managed.
Such disclosures address key sources of investor uncertainty. Through both quantitative and
qualitative reporting, these standards are theoretically designed to further reduce information
asymmetry (Healy & Palepu, 2001; Diamond & Verrecchia, 1991). Quantitative disclosures (e.g.,
sensitivity analyses for market risk) enable investors to estimate exposure levels more accurately,
while qualitative information (e.g., descriptions of risk management structures) provides essential
contextual understanding. This enriched information set is expected to improve the precision of
investor forecasts and decrease perceived risk, ultimately reducing the required rate of return
(Botosan, 1997). Moreover, enhanced disclosure of specific financial risks can improve market
liquidity by reducing adverse selection costs for informed traders (Diamond & Verrecchia, 1991,
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Leuz & Verrecchia, 2000), thereby lowering the overall cost of capital.

Hence, the recent amendments to Iranian Accounting Standards—requiring firms to disclose
capital management policies and provide comprehensive quantitative and qualitative information on
financial instrument risks—establish a strong theoretical foundation for anticipating a causal
relationship between disclosure and the cost of capital. Specifically, these mandatory disclosures are
expected to reduce information asymmetry, enhance signaling quality, strengthen monitoring
mechanisms, and potentially increase market liquidity. Collectively, these effects should lower the
cost of capital for compliant firms.

H1: Mandatory risk disclosure under Iran's accounting standards has a significant relationship with
the cost of capital.

2.2. Corporate governance mechanisms as a moderator

The moderating role of corporate governance mechanisms in the relationship between mandatory
risk disclosure and the cost of equity can be explained through several well-established theoretical
perspectives, including agency theory, signaling theory, legitimacy theory, and stakeholder theory
(Ntim et al., 2013). Strong corporate governance enhances the credibility and informativeness of risk
disclosures, thereby influencing the extent to which disclosure requirements affect the firm’s cost of
equity.

Agency theory (Jensen & Meckling, 1976) posits that conflicts often arise between managers
(agents) and shareholders (principals) due to information asymmetry and divergent objectives.
Managers may be reluctant to fully disclose risks if they perceive that such disclosures could
adversely affect their compensation, reputation, or job security. As a result, they may act in their own
interests rather than shareholders', potentially leading to suboptimal corporate decisions. Corporate
governance mechanisms are designed to mitigate agency problems by aligning managerial incentives
with shareholder interests and by strengthening monitoring and accountability processes (Fama &
Jensen, 1983).

When corporate governance is strong, investors are more likely to perceive risk disclosures as
credible and reliable, since effective monitoring reduces the likelihood of managerial opportunism
(Gordon et al., 2010). This enhanced credibility lowers investors’ perceived risk, thereby reducing
the required rate of return and, consequently, the firm’s cost of capital. Accordingly, we expect that
stronger corporate governance will amplify the negative relationship between mandatory risk
disclosure and the cost of equity.

Signals help reduce information asymmetry by mitigating conflicts of interest between owners and
managers (Taj, 2016). Corporate governance mechanisms can serve as informational signals in their
own right (Ibrahim & Aboud, 2024). Strong governance structures convey a firm’s commitment to
transparency and accountability, thereby enhancing the credibility of its risk disclosure signals
(Gordon et al., 2010). Empirical evidence suggests that higher-quality governance attributes—such
as CEO duality, institutional ownership, board independence, and female board representation—
promote greater risk disclosure through effective market signaling (Saggar & Singh, 2017; Salem et
al., 2019; Gull et al., 2023).

Past research (e.g., Dam & Scholtens, 2012) shows that higher levels of stakeholder conflict
motivate firms to respond through greater disclosure, particularly of risk-related information. Holm
and Laursen (2007) argue that a more substantial commitment to transparency and accountability via
risk disclosure reduces information asymmetry between managers and corporate stakeholders.
According to Rhodes (2010), this reduction in information asymmetry can mitigate agency problems
by aligning managerial interests with those of stakeholders. Managerial stakeholder theory posits that
risk disclosure enables firms to manage stakeholder expectations, secure their support, and ensure
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organizational continuity by addressing the informational needs of shareholders, employees, and
government entities. As emphasized by Ntim et al. (2013), corporate governance mechanisms play a
critical role in achieving these outcomes.

So, for firms with stronger corporate governance mechanisms, the negative relationship between
mandatory risk disclosure and the cost of capital is expected to be more pronounced. This relationship
is illustrated in Figure 3.

Mandatory Risk Disclosure Lower Cost of Equity

Enhances Disclosure, Strengthens Credibility

Reduces Uncertainty, Incteases Investor Confidence

Strong Corporate
Governance

Figure 3. Corporate governance mechanisms as a moderator of the relationship between mandatory risk
disclosure and the cost of capital

H2: Corporate governance mechanisms moderate the relationship between mandatory risk
disclosure mandated by Iran's accounting standards and the corporate cost of capital.

3. Methodology

This study adopts a descriptive—correlational design and is applied in nature. The statistical
population comprises all corporations listed on the Tehran Stock Exchange (TSE) between 2014 and
2023. To examine the long-term effects of the accounting standard amendments, data were collected
for five years before and five years after the implementation of the new standards. The following
criteria were applied in selecting the final sample used to test the research hypotheses:

1. The company must not operate in the real estate, investment, or other financial
intermediation industries.

2. The company must not have changed its fiscal year during the study period.

3. All research variables must be available for the entire observation period.

After applying the above criteria and using a systematic elimination approach, a final sample of
158 firms was selected for statistical analysis. To examine the relationship between the cost of equity
and mandatory risk disclosure, the following regression model (Model 1) was employed (Gebhardt
et al., 2001; Dhaliwal et al., 2006; He et al., 2019):
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COCit = a + B1SRefit + v1 Sizejt + y2 Levjt
+ y3 ROAjt + y4 Growthjt
+ y5 BTMjt + v6 Ageit @
+ Industry Dummy Variables
+ Year Dummy Variables + €j¢

Where:

COCit: This is the study's dependent variable. The calculation method is described in detail in the
following section. SRefi: The main independent variable, capturing the effect of changes in
accounting standards. It equals 1 for fiscal years 2019 and onward (i.e., the post-reform period when
the new accounting standards are reflected in financial statements), and zero otherwise. Sizei:: A
control variable measuring corporate size, calculated as the natural logarithm of the firm’s average
total assets and sales. Levit:: A control variable measuring financial leverage, calculated as the ratio
of total debt to total assets. ROAi:: A control variable representing profitability, calculated as the ratio
of net profit to total assets. Growthi:: A control variable capturing the annual rate of sales growth.
BTM:it: A control variable defined as the ratio of the book value of equity to its market value. Ageit:
A control variable for firm maturity, measured as the natural logarithm of (1 + the number of years
since the company’s initial public offering).

Although this approach is limited in capturing firm-level heterogeneity, SRefit is used as a binary
variable due to the novelty of the accounting standard reform and the challenges of constructing
standardized, objective measures of disclosure intensity or quality for a large dataset under Iranian
conditions. This operationalization allows the study to capture the average market response to the
adoption of the new mandatory disclosure regime.

3.1. Measuring the cost of capital

In this study, two indicators are employed to measure the cost of equity. The first indicator is based
on the Capital Asset Pricing Model (CAPM) and is calculated according to Model 2. This measure is
denoted as COClit:

COC1i¢ = Rf + Bi (R ¢ — Rf) (2)

In which COC1;; represents the firm’s cost of equity based on the CAPM, Rf denotes the risk-free
rate, set at 18% for years before 2023 and 23% for 2023, reflecting the official interest rates in Iran,
Bi represents the sensitivity of the firm’s stock returns to market returns, and Rm,: indicates the market
return rate.

The second indicator for measuring the cost of equity is based on the Gordon Growth Model and
is calculated according to Model 3. This measure is denoted as COC2it:

COC24 = Be=0 + g, 3)
In which COC2i: represents the firm’s cost of equity based on the Gordon Growth Model, Do,
denotes the dividend per share at the end of the previous fiscal year, Po it indicates the market price
per share at the beginning of the current year, and gi represents the expected sales growth rate.
To investigate the moderating role of corporate governance mechanisms in the relationship
between mandatory risk disclosure and the cost of equity, Regression Model 4 was employed, as

specified below:
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COCit = a + B1SRefjt + B CGit + B3 SRefj¢
* CGit + vy Sizejt + vy Levjt
+ v3 ROAlt + V4 GT'OWthl't 4)
+ y5 BTMjt + ve Ageit
+ Industry Dummy Variables
+ Year Dummy Variables + €;¢

Where:

CGit is treated as a moderating variable in this study. Three indicators of corporate governance
were employed: Board independence: Operationalized as the proportion of non-executive
(independent) members on the board relative to the total number of board members. Institutional
ownership: Defined as the percentage of a firm’s shares held by banks, insurance companies, financial
institutions, holding companies, organizations, government agencies, and state-owned enterprises.
Ownership concentration: Measured by comparing a firm’s free-floating shares to the cross-sectional
average across all firms. Firms with a free-floating share percentage above the average were assigned
a value of 0, while those below or equal to the average were assigned a value of 1. This measurement
approach is based on Mehrani and Safarzadeh (2011) and is recommended for the Iranian context
according to expert opinion. The use of a binary variable for ownership concentration has also been
adopted in studies outside Iran (Hautz et al., 2013; He & Huang, 2017; Azar et al., 2018).

4. Findings

Table 1 presents the descriptive statistics of the variables. The mean values of the cost of capital
variables (COC1it and COC2it) suggest that, on average, Iranian firms exhibit a cost of capital within
a reasonable range. Both variables display positive skewness, indicating that extreme values above
the mean are relatively uncommon. The average debt ratio is approximately 0.59, reflecting a
substantial reliance on debt in these firms’ capital structures. In the context of the Iranian economy—
particularly during periods of international sanctions—firms often face limited access to external
financing, thereby increasing their dependence on domestic debt.

Table 1. Descriptive statistics

variable Median Mean Min Max SD skewness kurtosis
COC1; 0.195 0.201 0.837 -0.363 0.291 0.092 3.232
COC2; 0.094 0.159 0.939 -0.329 0.326 0.806 3.185
Sizeit 14.956 15.136 14.413 16.058 0.512 0.617 2.632
Levit 0.602 0.588 0.300 0.840 0.174 -0.189 1.946
ROA: 0.071 0.105 0.485 -0.155 0.154 0.776 3.500
Growthj 0.099 0.134 -0.225 0.601 0.255 0.437 2.219
BMit 0.396 0.459 -5.536 3.301 0.447 -1.107 2.100
Ageit 2.796 2.832 2.513 3.001 0.120 -0.322 2.267
Boalndui 0.612 0.647 0.000 0.874 0.174 -0.607 2.951
InsOwni¢ 0.823 0.711 0.000 1.020 0.276 -1.069 3.679
OwnConj 1.100 0.597 0.000 1.100 0.502 -0.318 1.299

Table 2 presents the results for the first hypothesis, which examines the relationship between
mandatory risk disclosure and the cost of equity using both the CAPM and Gordon growth models.
The coefficient of compulsory risk disclosure (SRefi) is negative in both models; however, it is not
statistically significant. This indicates that higher levels of mandatory risk disclosure do not
significantly affect the cost of capital. Among the control variables, firm size (Sizeit) is positively and
significantly associated with the cost of capital in both models. Leverage (Levit) exhibits a significant
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negative relationship with the cost of equity. Furthermore, profitability (ROAi) and sales growth
(Growthit) are both positively and significantly related to the cost of equity.

To assess potential multicollinearity among the independent variables in our regression models
(Table 2), we computed the Variance Inflation Factor (VIF) for each predictor. All VIF values are
well below the commonly applied threshold of 10, with a maximum of 1.986, indicating that
multicollinearity is not a concern. This confirms the stability and reliability of the estimated
regression coefficients and their associated t-values reported in Table 2. We also examined first-order
serial correlation in the regression residuals using the Durbin-Watson (DW) statistic. The DW values
are 1.761 for Model 1 (CAPM) and 1.742 for Model 2 (Gordon), both of which are close to 2,
suggesting that first-order autocorrelation is not a concern. These diagnostic results support the
validity of the statistical inferences drawn from the regression models.

The adjusted R? values of 0.515 for the CAPM model and 0.778 for the Gordon model indicate
that the latter provides a substantially better fit, explaining a larger proportion of the variance in the
cost of capital. This conclusion is further supported by the higher F-statistic observed for the Gordon
model. Although the risk disclosure variable itself is not statistically significant, the results suggest
that firm-specific characteristics play a meaningful role in determining the cost of capital. The higher
adjusted R2 for the Gordon model implies that its estimates are more reliable and provide a more
accurate assessment of the factors influencing firms’ cost of capital.

Table 2. Test of hypothesis 1
COCit = a + ﬁl SRefit + 71 Sizeit + v2 Levit + v3 ROAit
+ Y4 Growth;; + yg BTM;; + v Ageir + €it

COClit=CAPM (1) COC2it = Gordon (2)
Variable B t-Stat B t-Stat VIF
oo 0.945™" 3.805 0.401™" 3.496
SRef it -0.028 -0.635 -0.017 -0.465 1.151
Sizejr 0.031™" 2.833 0.043™" 3.762 1.854
Lev;; -0.118™ -2.655 -0.083™ -2.231 1.629
ROA;; 0.152™ 2.401 0.108™ 2.035 1.553
Growth;; 0.082™ 2.133 0.102™" 3.130 1.437
BTM;; 0.011 0.471 0.007 0.311 1.986
Agejt -0.019 -0.765 -0.011 -0.415 1.352
Industry Included included
fixed
effects
Year fixed Included Included
effects
Adjusted 0.535 0.795
RZ
Durbin- 1.761 1.742
Watson
F Statistics 29.550™" 78.150™"

G

, 7, and " indicate significance at the 1%, 5% and 10% levels, respectively.

The regression results in Table 3 examine the relationships among mandatory risk disclosure,
corporate governance mechanisms, and the cost of capital, as estimated by both the CAPM and the
Gordon growth models. The findings indicate that mandatory risk disclosure (SRefit), reflecting
changes in accounting standards, does not exhibit a statistically significant direct effect on the cost of
capital (Bl 1s insignificant in both models). Moreover, the interaction term representing the
moderating effect of corporate governance (SRefit x CGit) is also insignificant, suggesting that board
independence does not moderate the relationship between mandatory risk disclosure and the cost of
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capital. Nevertheless, board independence itself demonstrates a significant negative association with
the cost of capital in both models. This result implies that firms with higher board independence
experience a lower cost of capital, independent of the level of mandatory risk disclosure.

These findings suggest that reforms in accounting standards regarding risk disclosure, while
influencing the extent of mandatory disclosure (SRefit), do not have a significant effect on firms’ cost
of equity. In contrast, the significant negative coefficient of board independence in both models
highlights the substantial role of corporate governance mechanisms in shaping the cost of equity. This
result implies that greater board independence may mitigate agency problems and reduce information
asymmetry. Overall, while mandatory risk disclosure has a limited impact on the cost of capital,
corporate governance emerges as a more critical determinant of firms’ financing costs.

Table 3. Test of hypothesis 2 (CG;= Boalndui)

COCiyt = a + B1SRefit + B2 CGijt+ B3 SRefjt* CGjp +vq Sizejr + vz Levjy + y3 ROA;;
+ y4 Growthj; + ys BTM;; + ve Ageir + €ir
COC2it = Gordon (2)

COC1lit= CAPM (1)

Variable B t-Stat B t-Stat vif
oo 0.876™" 3.283 0.348™" 3.041
SRef i+ 0.021 0.445 0.012 0.327 1.252
CGit -0.132™ -2.141 -0.076" -1.872 1.451
SRef i+ * CGjt -0.012 -0.305 -0.007 -0.225 1.657
Size;t 0.029™ 2.663 0.041™ 3.604 1.902
Levjs -0.112" -2.568 -0.078™ -2.176 1.684
ROA;+ 0.145™ 2.327 0.101™ 1.956 1.588
Growth;; 0.078™ 2.044 0.098™" 3.071 1.482
BTM 0.009 0.397 0.005 0.246 2.056
Age;r -0.016 -0.692 -0.009 -0.366 1.381
Industry fixed effects Included included
Year fixed effects Included Included
Adjusted R? 0.546 0.804
Durbin-Watson 1.813 1.688
F Statistics 27.850™" 75.230™"

XL

Table 4. Test of hypothesis 2 (CGi= InsOwn;)

, ,and " indicate significance at the 1%, 5%, and 10% levels, respectively.

COCit = a + B1SRef; + P CGit + B3 SRef;yx CGip +v1 Sizejy + vy Leviy + y3 ROA;:

+ y4 Growthjr + y5 BTM+ + yg Ageir + €jr
COC2it = Gordon (2)

COCLit= CAPM (1)

Variable B t-Stat B t-Stat vif
0o 0.908™" 3.401 0.361"" 3.145
SRef i+ -0.015 -0.343 -0.011 -0.274 1.281
CGit -0.141" -1.883 -0.081" -1.794 1.757
SRef i+ * CGip -0.040" -1.804 -0.029" -1.742 1.954
Sizejr 0.027™ 2.626 0.039™" 3.487 1.883
Lev;; -0.121™ -2.615 -0.085™" -2.245 1.655
ROA;; 0.150™" 2.379 0.103™ 1.986 1.574
Growth;; 0.083™ 2.029 0.100™" 3.057 1.468
BTM;; 0.011 0.394 0.006 0.242 2.101
Ageir -0.018 -0.733 -0.010 -0.388 1.370
Industry fixed effects Included included
Year fixed effects Included Included
Adjusted R? 0.552 0.814
Durbin-Watson 1.796 1.724
F Statistics 29.106™" 77.957™

Tk Kk

, ,and "indicate significance at the 1%, 5% and 10% levels, respectively.
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Table 4 presents the regression results for the second hypothesis, using institutional ownership
(InsOwnit) as an indicator of corporate governance. Consistent with the previous analysis, mandatory
risk disclosure (SRefit) does not exhibit a statistically significant relationship with the cost of equity
in either the CAPM or Gordon growth models. However, the coefficient for institutional ownership
IS negative and significant, indicating that higher levels of institutional ownership substantially reduce
the cost of equity. Additionally, the interaction term representing the moderating effect (SRefit x CGit)
is also negative, suggesting that institutional ownership may attenuate the impact of new accounting
standards on mandatory risk disclosure, which could, in turn, influence firms’ cost of capital.

Additional information about the connection between required risk disclosure, ownership
concentration, and the cost of capital can be found in the re-estimated regression models (Table 5),
which use OwnConit as the corporate governance metric. Interestingly, in both the CAPM and
Gordon growth models, the coefficients for required risk disclosure (SRefit) and its relationship to
ownership concentration (SRefi*CGit) are negative and statistically insignificant. The negative
coefficient on CGi: suggests that ownership concentration may be inversely related to the cost of
capital.

Table 5. Test of hypothesis 2 (CGi= OwnConj;)
COCjt = a + ,81 SRefit + ,82 CGit + ,83 SRefit * CGip +yq Sizejy + yp Leviy + y3 ROAj;
+ y4 Growthjr + y5 BTM+ + yg Ageir + €jt

COClit= CAPM (1) COC2it = Gordon (2)
Variable B t-Stat B t-Stat vif
oo 0.928™" 3.506 0.383™" 3.242
SRef i+ -0.019 -0.423 -0.015 -0.355 1.304
CGit -0.078 -1.665 -0.049 -1.626 1.549
SRefj+ * CGjp -0.035 -1.658 -0.026 -1.592 1.721
Size;s 0.024™ 2.466 0.037" 3.382 1.957
Lev;; -0.128™" -2.720 -0.091"" -2.315 1.713
ROA;+ 0.158™" 2.497 0.108™ 2.028 1.607
Growthi; 0.075™ 1.977 0.094™ 2.994 1.505
BTM 0.007 0.337 0.003 0.188 2.159
Agejr -0.024 -0.830 -0.014 -0.505 1.403
Industry fixed effects Included Included
Year fixed effects Included Included
Adjusted R? 0.568 0.829
Durbin-Watson 1.802 1.762
F Statistics 30.522™" 79.145™

XL

,,and " indicate significance at the 1%, 5%, and 10% levels, respectively.

4.1. Robustness check

To further assess the validity of our results for Hypothesis 1 and address potential concerns related
to heteroskedasticity and serial correlation in panel data, we re-estimated our baseline models (Model
1 and Model 2 in Table 2) using firm-clustered standard errors. The results of this robustness test are
presented in Table 6. Although the t-statistics are slightly adjusted compared to the baseline fixed-
effects estimators, the coefficient estimates () remain unchanged. Importantly, the statistical
significance and signs of all variables, including the main variable of interest (SRefit), are preserved.
Mandatory risk disclosure (SRefi) continues to show no significant relationship with the cost of
capital under both the CAPM and Gordon models. These results confirm that our main findings for
Hypothesis 1 are robust to potential violations of standard error assumptions, including
heteroskedasticity and within-firm serial correlation.
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Table 6. Robustness check for hypothesis 1 using firm-clustered standard errors
COCit = a + B1SRefy + vqSizej; + ypLeviy + y3ROA;: + y4 Growth;;
+ v5 BTMj+ + vqAgejr + €t

COClit= CAPM (1) COC2it = Gordon (2)
Variable B t-Stat B t-Stat vif
ao 0.951™" 3.755 0.405™ 3.458
SRef i+ -0.025 -0.596 -0.015 -0.433 1.151
Size;+ 0.032™" 2.788 0.045™ 3.715 1.854
otk - 1.629
Levy; -0.120 -2.613 0.085™ -2.206
ROA;; 0.155™" 2.377 0.110™ 2.019 1.553
Growth;; 0.085™ 2.108 0.105™" 3.098 1.437
BTM 0.012 0.468 0.008 0.312 1.986
Age;r -0.018 -0.750 -0.010 -0.400 1.352
Adjusted R? 0.535 0.795
Durbin-Watson 1.761 1.742
F Statistics 25.851" 70.126™"

L

,,and " indicate significance at the 1%, 5% and 10% levels, respectively.

5. Conclusion

This paper investigates the relationship between mandatory risk disclosure and the cost of capital
following the implementation of new accounting standards in Iran, and the moderating role of
corporate governance mechanisms. Using both the Capital Asset Pricing Model (CAPM) and the
Gordon Growth Model, the regression analyses yield several notable insights. The findings reveal
that mandatory risk disclosure (SRefit) does not exhibit a statistically significant direct relationship
with the cost of capital, contrasting with evidence from studies conducted in developed markets (Leuz
& Verrecchia, 2000).

Said and Mellett (2013) similarly found low levels of compliance with mandatory risk disclosure
among Egyptian firms, influenced by factors such as auditor type, board size, and CEO duality.
Consistent with these findings, prior studies—including Lopes and Alencar (2010), Nahar et al.
(2016), and Bui et al. (2020) have documented a negative association between both voluntary and
mandatory risk disclosure and the cost of capital.

There are several possible explanations for why theoretical expectations regarding the direct and
indirect effects of mandatory risk disclosure on the cost of capital were not supported. First, the low
quality of the disclosed information may render mandatory risk reporting ineffective in influencing
investors’ perceptions. If the information provided is not timely, accurate, or reliable, investors are
likely to disregard it, thereby limiting its impact on firms’ cost of capital and perceived risk.
Furthermore, since the mandatory disclosure requirements are relatively new, many firms may still
lack sufficient understanding of how to prepare and present risk-related information in a meaningful
way. Consequently, investors may derive little benefit from disclosures that are incomplete, poorly
structured, or irrelevant.

Furthermore, firms may be less willing to fully and accurately disclose risk-related information
when enforcement mechanisms for non-compliance are weak or ineffective. The Iranian capital
market is characterized by limited voluntary disclosure, pronounced information asymmetry, and high
levels of unsystematic risk—all of which can influence the effect of mandatory risk disclosure on the
cost of capital. Finally, another contributing factor may be the superficial nature of many firms’
qualitative and quantitative risk disclosures, combined with insufficient oversight by institutional
bodies, such as audit committees and independent auditors, of the quality and completeness of the
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disclosed information.

The finding that mandatory risk disclosure (SRefi), introduced through recent amendments to
Iranian accounting standards, does not appear to reduce firms’ cost of capital warrants interpretation
within Iran’s distinctive institutional environment. Several characteristics of this developing market
likely moderate and weaken the theoretically expected relationship. First, the high level of
information asymmetry in the Iranian capital market (Rajabalizaden & Schadewitz, 2025) may
heighten demand for mandatory disclosure. However, when such asymmetry is accompanied by low-
quality reporting or superficial compliance possibly due to weak enforcement mechanisms or firms’
limited familiarity with the new standards the informational value perceived by investors becomes
restricted, thereby rendering the expected reduction in the cost of capital largely ineffective.

Second, pervasive unsystematic risks such as sanctions, inflation, and exchange rate volatility may
overshadow investors’ perceptions of firm-specific risks, rendering mandatory risk disclosures
largely redundant. Consequently, variations in the cost of capital may be driven more by
macroeconomic determinants than by firm-level disclosures mandated by accounting standards.
Finally, extensive institutional and state control in the Iranian market may lead major stakeholders to
rely less on public disclosures and more on private channels of information or direct monitoring.
While this strong governance factor, as reflected in the significant coefficients for our governance
variables, reduces the cost of capital, it simultaneously diminishes the marginal contribution of
mandatory risk disclosures in mitigating market-wide information asymmetry. Overall, although the
recent accounting reforms aim to enhance the informativeness of financial reporting, these
institutional characteristics likely explain the observed absence of a significant statistical relationship
between increased mandatory risk disclosure and the cost of capital in Iran.

Furthermore, ownership concentration and board independence do not moderate the relationship
between mandatory risk disclosure and the cost of capital. In the Iranian context, mandating greater
risk disclosure has not resulted in a lower cost of capital for firms. It is therefore essential to
distinguish between the direct and moderating effects of corporate governance identified in this study.
While our second hypothesis—addressing the moderating influence of corporate governance on the
relationship between mandatory risk disclosure (SRefit) and the cost of capital was not supported (as
indicated by the insignificant interaction terms across all models in Tables 3, 4, and 5), the results
consistently reveal a significant direct negative association between governance mechanisms and the
cost of capital. In particular, board independence and institutional ownership, and to a lesser extent
ownership concentration, are found to reduce firms’ cost of capital. Accordingly, the emphasis on
corporate governance in our conclusions stems from this strong direct effect, suggesting that sound
governance practices lower the cost of capital primarily through enhanced monitoring and reduced
information asymmetry, rather than by moderating the impact of the accounting standard changes
examined in this study.

A consistent finding across our analyses (Tables 2-5) is the pronounced difference in explanatory
power between the models based on the CAPM-derived cost of capital (COC1) and those using the
Gordon Growth Model (COC2). Specifically, the Gordon Growth Model generally yields a
substantially higher adjusted R2 and a larger F-statistic compared with the CAPM model. This
evidence suggests that, given the included control and independent variables, the Gordon Growth
Model provides a significantly better fit in explaining variations in the cost of capital among Iranian
firms during the sample period.

This discrepancy can be explained by the underlying inputs and assumptions of the two models
within the unique context of Iran’s emerging market. The Gordon Growth Model relies more heavily
on firm-level fundamentals such as growth rates and dividend expectations which may be perceived
by investors as more tangible and meaningful in an environment characterized by market
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inefficiencies and dominant firm-specific (unsystematic) risks. In contrast, the CAPM’s reliance on
beta and market returns may fail to capture the full spectrum of risks and investor expectations in a
market subject to external factors beyond historical systematic risk, such as sanctions and persistent
inflation. Given that both models are widely applied, the stronger statistical fit of the Gordon Growth
Model in this study suggests that its underlying components align more closely with the factors
driving firms’ cost of capital in this particular emerging market setting. Accordingly, the findings
from the Gordon Growth Model (COC2) can be regarded as more empirically robust within the scope
of this research.

The findings of this study offer several practical implications. First, firms should recognize that
mere compliance with mandatory risk disclosure requirements may not effectively reduce their cost
of capital. To enhance investor confidence and lower financing costs, companies should instead
prioritize strengthening their corporate governance mechanisms particularly by improving
institutional ownership structures and increasing board independence. Second, investors evaluating
opportunities in the lranian market should consider corporate governance characteristics, such as
institutional ownership and board independence, as key indicators of firm quality. Firms with stronger
governance structures are likely to exhibit lower risk profiles, which can translate into lower capital
costs. Finally, regulatory authorities should actively monitor the effectiveness of corporate
governance frameworks and incentivize firms to improve the quality, consistency, and transparency
of their governance practices to foster greater trust and market efficiency.

In this regard, it is recommended that policymaking and regulatory bodies such as the Securities
and Exchange Organization (SEO), the Iran Audit Organization (IAO), and the Iranian Association
of Certified Public Accountants (IACPA) implement both punitive and incentive-based measures to
improve the quality of disclosures following changes in accounting standards. One recommendation
is to introduce a graduated penalty system for non-compliance, calibrated to the severity of disclosure
deficiencies. Reputational accountability could also be strengthened by publicly identifying non-
compliant firms and disclosing the nature of their deficiencies in official reports. Moreover, firms that
fail to comply with both quantitative and qualitative risk disclosure requirements could be temporarily
restricted from issuing new equity or debt instruments. On the incentive side, measures such as tax
benefits for firms that fully comply with disclosure requirements, professional training programs on
risk management, and public recognition for the top-performing companies in disclosure quality
could be implemented. Finally, it is advisable to conduct a qualitative review of firms’ risk
disclosures. Audit committees, risk committees, and independent auditors should assess and comment
on the quality and comprehensiveness of these disclosures in financial statements.

This study has several limitations. First, the analysis focuses exclusively on firms listed on the
TSE, an emerging market characterized by limited voluntary disclosure. This feature may constrain
the generalizability of the findings to more developed capital markets. Second, the study employs a
binary variable (SRefit) based on changes in accounting standards to capture mandatory risk
disclosure. However, this measure may not fully capture variations in disclosure quality such as the
distinction between qualitative and quantitative information and does not address issues related to
superficial compliance. Third, although two approaches are used to estimate the cost of capital (the
Gordon Growth Model and the Capital Asset Pricing Model [CAPM]), the lack of a statistically
significant relationship between mandatory risk disclosure and the cost of capital suggests that
differences in estimation methods may influence the results. Finally, the analysis incorporates only
three corporate governance mechanisms—board independence, institutional ownership, and
ownership concentration—while excluding other potentially relevant factors, such as audit committee
effectiveness and risk committee characteristics.

Future research should incorporate richer measures of risk disclosure quality, including content
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analysis of narrative reports and quantitative indicators of risk exposure, to address the limitations
identified in this study. To better understand the contextual factors influencing disclosure effects,
scholars could extend their analyses across different institutional settings, comparing developed and
emerging economies. Additionally, examining alternative corporate governance mechanisms such as
the roles of risk committees and audit committees would offer further insights into how governance
structures shape disclosure outcomes. In highly information-asymmetric environments such as Iran,
future studies may also explore stakeholder perceptions of disclosure credibility and its influence on
investment decisions through experimental or survey-based approaches. Such methodological
extensions would deepen our understanding of how risk disclosure reduces financing costs and
mitigates information asymmetry.
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