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The Impact of Financial Instruments Disclosures on
the Cost of Equity Capital

Abstract

Purpose: We investigate the impact of financial instrument disclosures under the International

Financial Reporting Standard (IFRS) 7 on the cost of equity capital.

Methodology: The sample consists of 56 banks listed in the GCC stock markets over seven years
from 2011 to 2017. A self-constructed index is used to measure the compliance level in addition

to quantitative methods and panel data regression adopted to test the research hypotheses.

Findings: We find that the compliance level with IFRS 7 does not improve between 2011 and
2017 in the GCC banks. We also find that compliance with IFRS 7 disclosures reduces the cost of
equity capital.

Originality: We provide new empirical evidence that the level of mandatory financial instruments
disclosures under IFRS 7 reduces the cost of equity capital. Our findings offer policy implications
and demonstrate that compliance with IFRS 7 disclosure requirements leads to desirable economic

consequences.



1. Introduction

As IFRS are designed to be a global common language for businesses in order to ensure understandability
and comparability of financial statements across nations (Choi & Meek, 2011; Lin, Riccardi, Wang,
Hopkins, & Kabureck, 2019), this language should be translated in one way only. In other words, IFRS
should not be applied in different ways by various firms or countries, since any variations in practice will
certainly restrict the main advantages of IFRS adoption. This would also contradict the real meaning of
accounting harmonisation that seeks to remove the differences in accounting outputs across countries
(Amoako & Asante, 2012). Accordingly, the non-compliance issue might raise doubts regarding the
transparency, reliability and quality of financial information between countries (Hajnal, 2017). Moreover,
it has been noticed that most IFRS adopters have their own versions of compliance with IFRS, which are
somewhat different from those outlined by the IASB (Gina, Adeghe, & Kingsley, 2016). This, in turn,
causes varying levels of compliance with IFRS and is deemed to be a controversial matter. Even though the
strategies set towards IFRS adoption may vary between countries, countries should not overlook the
importance of proper application as recommended by the IASB. It can also be understood that differences
in national infrastructure undeniably play a significant role in non-compliance, especially when it comes to
developing countries and the efficiency of the enforcement systems used (Ebrahim, 2014; Pacter, 2016;

Pownall & Wieczynska, 2018).

From another perspective, the financial problems faced by companies in 2008 (the year of the financial
crisis) have aroused the curiosity of all stakeholders, leading many researchers to investigate the causes
beyond that crisis. It has been found that one of the most important reasons at that time was the incorrect
employment of financial instruments by companies and the lack of proper control and guidance of such
practices. This has prompted the IASB to focus on this problem and attempt to improve the use of financial
instruments through the requirements of IFRS 7 (the selected standard for the current study) and IFRS 9
related to disclosure and measurement requirements, respectively (Deloitte, 2017a, 2017b, 2017d, 2017¢).
Accordingly, the effects of the financial instruments can be found on different economic aspects: financial
information quality, investors, and capital markets. Consequently, one of the aspects that can be discussed

in this regard is the cost of equity capital, which is the main focus of this study.

After the global financial crisis, companies faced financial difficulties, especially in the banking sector, and
consequently, the Gulf banks were not isolated from this crisis. In general, the banks’ efforts focused on
compensating these losses by raising capital at the lowest possible cost, which can be expressed as the cost
of capital. This encouraged researchers to study and analyse this cost and identify the factors that would
affect it (Ikeda, 2017). In addition, current economic developments have raised political instability in the

Gulf region (Al-Dulaimi & Hamad, 2018), along with the curiosity of researchers to focus on financial
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instruments and the role they can play under these circumstances. GCC countries are considered developing
countries that produce a significant amount of oil, which reflects well on the global economy in general
(Abdelbaki, 2016). Moreover, increasing trade openness promotes the link between two significant cultures:
Eastern and Western (Altace & Al Jafari, 2018). The expansion of the mandatory application of the
international standards is considered one of the steps to bring in line the economic and structural
developments of the financial markets in the Gulf region. Consequently, this makes the GCC countries a
fertile environment for investigation by many researchers. From another perspective, the researcher
questions the relationship that may exist between the financial instruments on the one hand and the cost of
equity capital in GCC banks on the other. Despite the importance of both sides, the nature of this
relationship has not been discussed in the literature, to the best of the researcher’s knowledge, especially in
the context of GCC countries. It can be concluded that there is a clear lack of studies in the GCC countries,
whether in terms of measuring the degree of compliance with financial instruments or discussing the
economic impact of such compliance. Therefore, the researcher in this study answers the following
question: what is the expected impact from compliance with IFRS 7 on the cost of equity capital ratio in

GCC banks?

The growing interest in financial instruments among academics and practitioners, especially after 2008 and
the recent updates to [FRS 7 and IFRS 9, has encouraged researchers to give more attention to measuring
compliance with IFRS 7. Conducting a study like this highlights the financial instruments’ role in financial
reporting and how firms deal with these instruments with regard to disclosure. As financial instruments are
one of the most important tools that large companies in general and the banking sector in particular deal
with, this makes it necessary to monitor the application and reveal how firms deal with these financial
instruments in light of IFRS application in banks. Lastly, one of the most significant motivations for
conducting this study is to reveal the association between the compliance level with IFRS 7 and cost of

equity capital (COEC), in terms of different aspects such as risks and investments.

The findings reveal a negative association between the compliance level with IFRS 7 requirements over
seven years and the cost of equity capital in the GCC listed banks. The average value of COEC from 2011
to 2017 is 0.11, which is in line with Li (2010) and Mazzi, André, Dionysiou, and Tsalavoutas (2017). The
maximum value is 0.39, in the UAE, and the minimum value is 0.01, occurring in Kuwait and Qatar. In
addition, the control variables, including market development and market to book (M2B) value, have a
negative association with the COEC. On the other hand, return on average assets (ROAA) has an

insignificant association.

In view of the wide spread of financial instruments, the significance of IFRS 7 can be highlighted in a

number of ways. IFRS 7 will broaden the scope of knowledge of stakeholders about the nature of financial
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instruments and their role in a company, besides their effects on financial statements. This will make
stakeholders aware of the risks arising from financial instruments, which will improve financial investment
decisions and financial market performance. In addition, the effective date of mandatory application of
IFRS 9 by EU companies was 2018, which has increased the focus on financial instruments, their
importance and effects more than ever before. Thus, studying IFRS 7 now will provide academics and
researchers with significant information that may be required for any future studies. From the review of
IFRS literature and the COEC, it can be seen that previous studies (Daske, Hail, Leuz, & Verdi, 2008; Lee,
Walker, Christensen, & Zhao, 2010; Li, 2010; Leung, 2013; Patro & Gupta, 2014; Gatsios, da Silva,
Ambrozini, Neto, & Lima, 2016; Palea, 2016) concentrate on examining the periods pre- and post-adoption
of the IFRS to identify the impact of the adoption on the COEC. However, to the best of the researcher’s
knowledge, there are no empirical studies that have clearly measured the impact of IFRS compliance on
the COEC, with the exception of one study, namely Mazzi et al. (2017). Furthermore, a number of studies
(Souissi & Khlif, 2012; Sarea & Dalal, 2015; Samaha & Khlif, 2016; Mazzi et al., 2017; Tahat et al., 2017)
highlight the existing limitations of studies related to economic consequences — mainly to the COEC — of
IFRS adoption in developing countries. Consequently, and in response to the numerous claims from these
studies, the current study fills these gaps and, more specifically, identifies the impact of IFRS 7 compliance

on the COEC in developing countries (GCC countries).

The remainder of the study has been divided into six parts. The first three sections provide an introduction,
discuss prior literature in the field, and present the hypothesis development of the study. Following this, the
last three sections include the research methodology employed, the findings and discussion, and the

conclusion, respectively.

2. Literature Review

2.1 IFRS and Cost of Equity Capital

Since the application of IFRS began in 2005, there has been an increase in studies investigating the impact
of this application in many areas, for example the volume of investments (DeFond, Hu, Hung, & Li, 2010;
Gordon, Loeb, & Zhu, 2012), the complexity level of auditing and audit fees (Kim, Liu, & Zheng, 2012;
Lungu, Caraiani, & Dascalu, 2017; Corréa, Nogueira, Rangel, & de Castro, 2019), financial statements
(Liu, 2011; Jermakowicz, Chen, & Donker, 2018), and the association between the financial information
value relevance and conditional conservatism (Isaboke & Chen, 2019). The researchers’ findings differed
as to whether adopting IFRS increases the quality of accounting in general (Liu, Yao, Hu, & Liu, 2011;
Chua, Cheong, & Gould, 2012; Dimitropoulos, Asteriou, Kousenidis, & Leventis, 2013; Kargin, 2013;



Elujekwute, 2018), or whether no clear improvement in quality is observed (e.g. Keong, Pengb, & Lengc,

2019; Weerathunga, Xiaofang, & Sameera, 2020).

With regard to the effect of the degree of compliance, a number of studies have been conducted in order
to identify the effect of the degree of compliance with IFRS on certain variables, for example the
correlation between the level of compliance with the IFRS and the share prices of Jordanian banks
(Almasarwah, Omoush, & Alsharari, 2018), the impact of the level of compliance with IFRS 7 on the
performance of European banks (Carlo & Steck, 2011), the impact of risk disclosure on banks’ credit
ratings within the availability of governance structures as a mediator (Elamer, Ntim, Abdou, Owusu,
Elmagrhi, & Ibrahim, 2021), and risk disclosure practices in light of religious governance (quality of
Islamic governance and quality of national governance) (Elamer, Ntim, & Abdou, 2020). On the other
hand, some studies have attempted to identify the factors affecting risk disclosure and found that one of
the most important factors is corporate governance (Al-Hadi, Hasan, & Habib, 2016; Al-Hadi, Al-
Yahyaee, Hussain, & Taylor, 2019; Elamer, Ntim, Abdou, & Pyke, 2020).

Researchers have become increasingly interested in studying the effects of IFRS on several aspects,
including the economic aspect, especially with regard to the cost of capital.! This is encouraged after the
chairman of the Securities and Exchange Commission (SEC) Arthur Levitt stated: “the truth is, high
standards lower the cost of capital” (Levitt, 1998, p.82). Hail and Leuz (2006) add that countries that have
comprehensive disclosure requirements, powerful market regulations, and effective enforcement
mechanisms should witness a reduction in the cost of capital. Also, Lambert et al. (2007) state that
providing high quality accounting information to investors is the most influential factor on the cost of

equity capital.

Numerous studies have discussed the argument that IFRS adoption lowers the cost of capital (Daske et
al., 2008; Li, 2010; Leung, 2013; Palea, 2016; Sayumwe & Francoeur, 2017; Turki et al., 2017; de Moura,
Altuwaijri, & Gupta, 2020; Nefissa & Jilani, 2020). Most previous studies support the impact of IFRS
adoption on the cost of equity capital; however, other streams of research provide different results. This
may be due to several reasons, including that countries with a strong regulatory nature may not notice a
significant difference, especially with regard to lowering the cost of capital (Daske, 2006), as well as the
way that the standards (IFRS) are applied, along with the possible need for more time in order to obtain
some of the expected benefits such as reduced cost of capital (Gatsios et al., 2016; Daske et al., 2013).

Another reason is that countries must take into account the compatibility between the regulations in place;

! Pratt (2003, p.3) defines the cost of capital (COC) as: “the expected rate of return that the market requires in order
to attract funds to a particular investment”. The cost of equity capital refers to the cost of ownership capital, which is
also considered as a measurement of risk by equity investors (Gode & Mohanram, 2001; Sanjaya & Barus, 2017).
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this means that there should be no conflict between the accounting standards adopted and the regulations

set (Yim, 2020).

From another perspective, most of the results demonstrate that the level of disclosure reduces the cost of
capital (Diamond & Verrecchia, 1991; Chen et al., 2003; Xiao, 2006; Espinosa & Trombetta, 2007; Lopes
& de Alencar, 2010; Li & Yang, 2013; Fahdiansyah, 2016; Yim, 2020). The correlation between the
degree of disclosure and the cost of equity capital may depend on a range of factors, such as the effective
corporate governance in countries with a strong legal protection system (Chen et al., 2003). However,
several studies found no association between disclosure level and the cost of equity capital (Swartz, 2008;

Malaquias et al., 2012).

In two distinctive studies, Mazzi et al. (2017) and Nahar et al. (2016) investigate the compliance effect of
IFRS on the cost of equity capital. Mazzi et al. (2017) measured the compliance level with two IFRS
standards: IFRS 3 Business Combinations and IAS 36 Impairments of Assets mandated goodwill related
disclosure. Based on 214 non-financial European firms, they find that there is an average compliance level
at 83%, and there is a relevant negative association between the implied cost of equity capital (ICC) and
compliance level. In addition, Nahar et al. (2016) constructed an index based on IFRS 7 requirements and
Basel II to measure the voluntary compliance of risk disclosure on the cost of equity capital. The findings
show that increasing risk disclosure and banks’ performance leads to a significant reduction in the cost of

equity capital.

2.2 Critical Evaluation in the Literature

Horton et al. (2013, p.393) state that “If IFRS are higher-quality standards and provide better information,
then IFRS adoption has the potential to generate the above benefits”. It can be said that having high-
quality accounting standards, such as IFRS, would reduce the cost of capital for companies (Huang &
Yan, 2020; Yim, 2020). In fact, reviewing IFRS literature and its application is a theme that still requires
more investigation and development (Houqe, 2018). From another perspective, review of most of the
aforementioned studies shows that there is an association between IFRS and the cost of capital. It is clear
that these studies discuss this relationship from the point of view of adoption rather than actual application,
post-adoption, and compliance. Reviewing prior studies reveals that those addressing the level of
disclosure and cost of equity capital in light of IFRS are very limited, such as Nahar et al. (2016) and
Mazzi et al. (2017). However, Nahar et al. (2016) focus on voluntary disclosure, and Mazzi et al. (2017)
focus on two different standards (IFRS 3 and IAS 36). In addition, the association between financial
instruments — more specifically IFRS 7 — and cost of capital has not been investigated by an empirical

study so far.



Thus, it can be seen that there is a clear gap in the literature in two respects: (1) the degree of compliance
post-adoption, and (2) the link between financial instruments and the cost of capital in a precise manner.
Accordingly, this research investigates these two aspects by finding the impact of IFRS 7 on the cost of
equity capital.

3. Theoretical Framework and Developing Hypotheses

Previous research indicates that the mandatory application of IFRS can reduce the cost of equity capital
through two main determinants: increased financial disclosure and increased comparability. In order to
reach this goal, it is assumed that there must be effective enforcement systems and proper application of
IFRS (Li, 2010; Mazzi et al., 2017). From this stance, economic theory suggests that the increased
disclosure level reduces the cost of capital. The literature pertaining to disclosure provides three streams of
economic theory that support the negative association between the degree of disclosure and the cost of
capital: estimation risk, liquidity risk, and intermediation risk (Diamond & Verrecchia, 1991; Botosan,
1997; Easley & O’Hara, 2004; Leung, 2013; Elzahar, Hussainey, Mazzi, & Tsalavoutas, 2015; Palea, 2016;

Marcellina & Angela, 2018). The three streams are discussed briefly in the following section.

The first stream is reducing estimation risk, which relies on the fact that increased disclosure will reduce
the estimation risk. This estimation of risk might take either form: providing more information about
securities, or minimising the covariance between the firms’ cash flows. In this case, investors ask for a
lower cost, which means a lower cost of equity capital (Botosan, 1997; Li, 2010; Elzahar et al., 2015). The
second stream is liquidity risk, which suggests that because of the high level of disclosure, information
asymmetry can be reduced. Accordingly, the demand on the securities of firms that provide more
information can be increased and market liquidity improves as well. On the other hand, transaction costs
can be decreased through lowering the rate requested by investors (the cost of capital) (Diamond &
Verrecchia, 1991; Leung, 2013; Elzahar et al., 2015). The third stream points to the role played by mediators
(financial analysts) in benefitting from increased corporate disclosure; that is, increasing the number of
financial analysts followed by firms can reduce information asymmetries among investors. This, in turn,
enhances the amount of information that investors can obtain from companies and their confidence in its
sources. As discussed above, reducing information asymmetry can lead directly or indirectly to lowering
the cost of equity capital (Diamond & Verrecchia, 1991; Botosan, 1997; Easley & O’Hara, 2004; Daske,
2006; Munteanu, 2011; Souissi & Khlif, 2012; Patro & Gupta, 2014; Elzahar et al., 2015; Mazzi et al.,
2017).



In terms of the current research, the risks related to financial instruments are considered one of the important
aspects tested with the cost of capital through the perspective of economic theory. Despite the complex
nature of financial instruments, they are applied by all companies, including accounts receivable and
payable as financial instruments which must be disclosed in each company, whether small or large (Lim &
Foo, 2017). Besides, adoption of financial instruments requires disclosing detailed information related to
risks arising from company activities, such as liquidity risk, market risk and credit risk (Jacobs, 2009). The
importance of financial instruments in IFRS adoption and their different impacts on financial information
quality, investors, and capital markets has raised controversy among academics, accountants, and auditors.
Furthermore, the fair value debate is still a controversial subject among researchers in terms of its actual
impact on the business scope, being that fair value represents the financial instruments’ core in IFRS
application, and so IFRS 7 has given priority to discussing fair value in terms of disclosure (Palea, 2014;
Kasyan, Santos, Pinho, & Pinto, 2017). IFRS 7 also addresses the hedging policies adopted by firms in
regard to cash flow, fair value and foreign investments, as well as important information, whether
quantitative or qualitative, that is considered significant to investors and lenders for evaluating the status of

such companies (Deloitte, 2017d; Grosu & Chelba, 2019).

Based on the argument above, this research argues that increased disclosure related to the financial
instruments (IFRS 7) can help to reduce information asymmetry. Increased disclosure includes the proper
application of the standards and compliance with their requirements. This compliance reflects the
companies’ keenness to adhere to the rules and regulations and raise their level of transparency, which can
reassure investors by providing them with as much financial information related to financial instruments as
possible to make them more aware of the firm’s conditions. This, in turn, can help to reduce risk estimation
and also enhance the liquidity of the capital market. As a result, investors’ and shareholders’ confidence
will increase and they will be more connected with companies, which may encourage them to request a
lower cost of capital ratio. Therefore, it is hypothesised that the degree of compliance with mandatory IFRS

7 will reduce the cost of equity capital, as follows:

A higher degree of compliance with the mandatory disclosure requirements of IFRS 7 is negatively

associated with the cost of equity capital.



4 Research Methodology

4.1 Study Sample and Data Collection

This study investigates the financial reporting of 56 listed banks from GCC countries, namely: Bahrain,
Kuwait, Oman, Qatar, Saudi Arabia, and United Arab Emirates.? By relying on IFRS 7 as a base for
measuring compliance, it identifies to what extent the compliance level of banks affects the COEC (see
Table 1). The focus of this study is on the financial sector, particularly the banking sector, as it is one of
the best sectors representing financial instruments and it is also one of the earliest sectors to mandatorily
adopt IFRS in GCC countries. Furthermore, the banking sector is considered to be one of the first
investment entities to attract investors in general. GCC countries have been striving for a long time to
adopt IFRS, whether partially by the financial sector or fully by all sectors. Furthermore, the uniqueness
of the Gulf environment, as they share similar cultural, religious, legal and political circumstances, makes

it a good field of study for many researchers to investigate this type of environment.

Insert Table 1 about here

Data for the independent and dependent variables were collected from the banks’ annual reports, guides,
and information published on their official websites by the stock exchange of each country from 2011 to
2017. Different databases were also used to collect some of the control variables, such as Datastream and
Bloomberg. The year 2011 was selected as the starting point for the annual reports based on the latest
amendment issued by the International Accounting Standards Board of IFRS 7 in 2010, which came into
effect at the beginning of 2011. Likewise, 2017 was chosen as the latest period that would be covered by
the study.

4.2 Model of the Study

In this study, a linear regression model is employed to determine the associations between the variables
and the impact of the level of compliance with IFRS 7 on the cost of equity capital. The index scores are

calculated for each annual report and then used as an independent variable in a regression model, while

2 The current study sample includes all of the listed GCC banks that have compulsorily adopted IFRS within the period
of this study, excluding Islamic banks which have adopted different standards (Islamic standards called AAOIFI).
AAOIFT is an independent international organisation that issues standards of auditing, accounting, ethics, governance,
and Sharia for Islamic financial institutions. It is supported by institutional members from different countries
(AAOIFI, 2020).
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the implied cost of equity capital is considered as the dependent variable in the regression model. We use

the following model:

rCOEC; = Bo + P1DISC7;; + BoM.Devj + Bslnf; + BaM2B; + BsROAA; + BeSIZEj; + XYear dummies +

YCountry dummies + & (1)

Where rCOEC;; is the average of two estimations for calculating the cost of equity capital: rem and rmeec
models for each bank (j), in a specific year (z). DISC7 is the total scores of the disclosure index with IFRS
7, M.DEV is market development, /nfis inflation rate, M2B is market value to book value of equity, ROAA
is return on average assets, and SIZE represents the natural logarithm of banks’ total assets, besides year

and country dummies.

4.3 Dependent Variable (Measuring the COEC)

Previous studies show major controversy in measuring the cost of capital and determining the most
suitable estimation that reflects this variable. Given the multiplicity of trends in measuring the cost of
equity capital in previous studies and the absence of full agreement on the most appropriate one,
researchers still face a challenge in this regard. One of the measurements discussed in literature is
estimating the cost of equity capital based on the returns or asset pricing models, such as the capital asset
pricing model (CAPM). However, after a period, some criticisms were made of these models, such as
their complexity and difficulty, not to mention the different philosophical controversies related to the
models (Botosan, 1997; Daske, 2006). Later studies seek to identify a new trend to measure the cost of
equity capital, namely the implied cost of equity capital (ICC). ICC relies on an average of more than one
model, which helps to minimise the estimation errors that are typically related to each model. Four models
are discussed widely in literature to calculate ICC: Claus and Thomas (2001), Gebhardt et al. (2001),
Gode and Mohanram (2003), and Easton (2004) (Hail & Leuz, 2007; Daske et al., 2008, 2013; Li, 2010;
Elzahar et al., 2015; Mazzi et al., 2017; Strache, 2019; de Moura et al., 2020).

Due to the very limited data availability related to the first two models in GCC countries, the last two
models (which are called ‘abnormal earnings growth’ models) have been employed to calculate the COEC
for the current study. Therefore, the current study adopts the implied cost of equity capital and takes the
average of two models: the modified economy-wide growth model (rem) of Gode and Mohanram (2003),
and the modified price-earnings growth model (rweec) of Easton (2004), in line with Lee et al. (2010),
Persakis and Iatridis (2017), and Karimov, Balli, Balli, and de Bruin (2020).

Modified economy-wide growth model (rgm) - Gode and Mohanram (2003): This model is a modified
version of the Ohlson and Juettner-Nauroth (2005) model (de Moura et al., 2020). It takes into account
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the growth rates (short and long) under the assumption that earnings grow in a constant ratio from year to
year. However, to calculate this model correctly without any numerical issues, earnings should be in
positive figures. The rom model includes short-term growth (gs) which is equal to the average of earnings
for two years in advance (the next year and the year after), which are provided by analysts from the
Bloomberg database. It also includes the long-term growth rate which is proxied by the forecasted
inflation rate beyond period five published by the specific country’s central bank from the International

Monetary Fund (IMF) (Hail & Leuz, 2007; Mazzi et al., 2017; Strache, 2019; Karimov et al., 2020).

The formula of this model is as follows:

EPS,
Py

Tem = A+ \]AZ + (9st — Gae) (2)

Where:

rem = implied cost of equity capital under the model defined by Gode and Mohanram (2003).

A = gae + (DPS1/Py)/2, where g is long-term growth, and DPS; is dividends per share for the next year.
EPS; =earnings per share for the next year provided by analysts.

Py = stock price for the current year.

gst = short-term growth is equal to EPS, — EPS,/2.

2. = long-term growth is equal to the expected inflation rate beyond period five.

Modified price-earnings growth models (rvrec)- Easton (2004): This model is also a modified version
of Ohlson and Juettner-Nauroth’s (2005) model, and later modified by Easton (2004) as an MPEG model.
It considers that the growth rate of dividends is equal to zero, which means that dividends have a steady
amount every year. Further, in this model, earnings per share requires forecasted figures for the next two
years, with dividends requiring the figures for the next year. It also takes into account the stock price for
the current year (Hail & Leuz, 2007; Im, Nam, & Eom, 2011; Eliwa, Haslam, & Abraham, 2016; Houge,
Monem, & van Zijl, 2016; Mazzi et al., 2017; Strache, 2019; Karimov et al., 2020).

This model is expressed as follows:

EPS, — EPS.
TMPEG = A + \/AZ + (%) (3)
0
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Where:

rveec = implied cost of equity capital under the model defined by Easton (2004).

A =DPS,/2Py, where DPS; is dividends per share for the next year, and Py is stock price for the current
year.

EPS; =earnings per share forecasted for the next year provided by analysts.

EPS, =earnings per share forecasted for the second year provided by analysts.

Py = stock price for the current year.

4.4 Compliance Level (Index) - Independent Variable

Previous studies show that the most common instrument employed to measure the level of compliance is
the index (Lopes & Rodrigues, 2007; Al-Shammari et al., 2008; Al-Akra et al., 2010). As a result, this
index can be either self-constructed or adopted from previous study. We used a recently developed
disclosure index by Yamani and Hussainey (2021) for measuring the levels of IFRS 7 compliance for our
sample. The index consists of 76 disclosure items (see Appendix A). These items include the latest updates
of the standard in 2010 and became effective mandatorily in 2011. For coding the index, the Cooke’s
method is used (dichotomous approach) (Tsalavoutas, Evans, & Smith, 2010) due to its suitability for the

purposes of the current study.

4.5 Control Variables

The control variables help to explain the impact of IFRS 7 compliance on the cost of equity capital in
GCC listed banks. These control variables are incorporated into the regression model and are linked with
the capital market, such as market development, inflation rate, and market to book value. In addition, there
are other control variables more closely related to banks’ attributes, such as return on average assets and
size. Moreover, year and country dummies were considered as two of the control variables. The control

variables were measured as shown in Table 2.

Insert Table 2 about here

4.6 Statistical Analysis of Data

All variables have been winsorized to overcome the outliers (Kothari, Sabino, & Zach, 2005; Doyle, Ge,
& McVay, 2007). The outliers for all variables were winsorized from 1 to 99% to reduce the effect of any
potential outliers (Li, 2010; Alhadi, Taylor, & Hossain, 2014). For regression, the five assumptions have
been tested to ensure the suitability of applying Ordinary Least Squares (OLS) regression, and
consequently OLS with transformation has been employed. Further, another regression (Tobit) was

applied as an additional test, since using more than one regression gives more robustness to the results of
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the study. Since the dependent variable (total disclosure) is limited, meaning that it has a value over zero
and is positive, the Tobit model gives a prediction within the specified range. This, in turn, gives this
regression the suitability to be used in the disclosure measurement methods (Abdel-Fattah, 2008). Finally,

the endogeneity problem is discussed in the last stage of the analysis process.

5 Findings and Discussion

5.1 Descriptive Statistics

Table 3 shows that the maximum value of the cost of equity capital is 0.39, the minimum value is 0.01,
and the mean is 0.11. With respect to the independent variable (the score of the compliance level), the
maximum level reached is 0.96, the minimum is 0.47, the mean is 0.78, and the median is 0.79. These
compliance level figures indicate that the GCC listed banks still suffered from full compliance from 2011
to 2017. Consequently, they still need to work on the development processes related to the enforcement

mechanisms and investigate any other factors that may relate to IFRS implementation.

In terms of the other (control) variables, market development is shown to have a maximum score of 0.94,
belonging to Qatar, and a minimum score of 0.26, belonging to Oman. The mean of market development
in the GCC countries has a value of 0.53. Further, the median of the inflation rate and ROAA is equal to
0.02, with a maximum of 0.04 and 0.05, and a minimum of -0.01 and -0.02, respectively. Additionally,
the market to book value of banks has a maximum ratio of 3.37, a minimum ratio of 0.33, and a mean of
1.10. Finally, the table concludes with the descriptive figures related to the bank size (shown in full figures
and in the currency of USD): max = 134000000000, min = 171872000, mean = 25428748779, and median
=27985299743.

Insert Table 3 about here

5.2 Pearson’s Correlation Analysis

Table 4 shows that the cost of equity capital (COEC) has a significant negative correlation with market
development (M.Dev) and market to book value (M2B) and a less significant correlation with inflation
rate (Inf). However, there is no correlation between COEC and compliance level (DINDX). In addition,
DINDX shows a significant (positive) association with M.Dev and bank size (SIZE), and a negative
correlation with M2B at a confidence level of 99%. Further, return on average assets (ROAA) has no
significant relationship with the other variables. As for inflation rate (Inf), there is a weak relationship

with both M2B (positively) and DINDX (negatively) at a confidence level of 95% each.

Insert Table 4 about here
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5.3 Regression Results

For disclosure literature, the ordinary least squares (OLS) regression is widely employed. For this, there
are a number of assumptions that must be met to apply OLS:? linearity, normality, heteroscedasticity,

multicollinearity, and autocorrelation (Atkinson, Taylor, Flesher, & Stocks, 2002).

5.3.1 Multivariate Analysis Results

After transforming the variable and applying OLS, Tobit, FE, lagged and GMM regressions, the result of
the multivariate analysis is clarified through Table 5. The results show that all regressions confirm the
negative relationship between compliance level (DINDX) and the cost of equity capital (COEC). Further,
they indicate a significant association between the two variables at a confidence level of 90%, which
confirms a strong relationship between degree of compliance and COEC. Accordingly, our research

hypothesis is accepted.

Regarding the control variables, the regressions, in general, show a similar relationship between the
variables. Market development and M2B value have a negative significant relationship with the COEC at
a confidence level of 99%. In contrast, ROAA has an insignificant relationship based on all regressions.
Inflation rate shows an insignificant impact in both OLS regression and Tobit. Bank size also has a positive

relationship with the COEC, significantly appearing in the regressions.
Insert Table 5 about here

Given that this study has employed an average of two estimations, further analysis was conducted. The
correlation matrix of Pearson’s test was applied to investigate the correlation coefficients between the
equations employed (see Table 6). The three models are: the average of the cost of equity capital used for
the study (COEC), the first estimation (GM), and the second estimation (MPEG). All three models are
positively correlated with each other and statistically significant at 99%. This, in turn, indicates that the

models might provide similar results and suggests that the COEC employed for the current study is robust.

Insert Table 6 about here

3 OLS assumptions (linearity, normality, heteroscedasticity) have not been met, therefore transformation was
conducted to overcome this issue.
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5.4 Discussion

The main finding confirms the nature of the negative association between disclosure level and cost of equity
capital that many previous studies provide (Daske et al., 2008; Li, 2010; Leung, 2013; Alhadi et al., 2014;
Nabhar et al., 2016; Palea, 2016; Mazzi et al., 2017; Sayumwe & Francoeur, 2017; Turki et al., 2017; de
Moura et al., 2020; Nefissa & Jilani, 2020). By looking at the degree of compliance specifically, the result
is in agreement with those provided by Mazzi et al. (2017), which provides evidence of the negative
association between compliance level (with IFRS 3 and IAS 36) and the cost of equity capital. In addition,
Nabhar et al. (2016) share the same result, finding an obvious reduction in the cost of equity capital followed
by increased risk disclosure and banks’ performance. From the theoretical overview, the finding is
consistent with the direction of economic theory; this study emphasises the important role that financial
instruments play in general, and IFRS 7 in particular, in influencing the cost of equity capital. Despite the
adoption of IFRS some considerable time ago (more than 10 years), a clear effect is still observable on
reducing the cost of equity capital. Based on economic theory, the disclosure information adopted by IFRS
7 includes the most important information that stakeholders and investors look to in order to evaluate the
company’s performance. The increased disclosure (which reflects compliance with the regulations)
contributes to the increased consistency of information. Moreover, this compliance enhances the
transparency of the organisations and lowers risk estimation, which encourages investors to request a lower
cost of capital and be satisfied with a small percentage in exchange for the safety and confidence they

receive.

Turning to the GCC countries, it can be seen that the Gulf environment, in general, seems to seek to expand
the circle of knowledge and awareness of IFRS. For example, in the Kingdom of Saudi Arabia, accounting
curricula are being developed in universities as well as the regulations in the Saudi Organization for
Certified Public Accountants (SOCPA) to conform to the requirements of IFRS. This confirms that
understanding the standards and their application is one of the most important means of their success and
achievement of benefits. Undoubtedly, one of the most important of these benefits is increasing investments
with the largest possible return for both parties (investors and companies) and the lowest possible cost with
the fewest risks. In addition, the GCC countries have recently improved their governance systems in a way
that helps them improve risk disclosure — that is, having good risk disclosure practices requires the
application of high quality corporate governance in the countries (Al-Hadi, Hasan, & Habib, 2016; Al-Hadi,
Al-Yahyaee, Hussain, & Taylor, 2019). All of this contributes to increased investor confidence in these
countries and a reduction in information asymmetry among stakeholders, which would affect the

assessment of financial risks and future cash flows.
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The results of the current study confirm that the Gulf community is increasingly aware of the importance
of adhering to the IFRS as well as to accounting treatments and financial instruments employed in the

financial sectors (Gulf banks).

6. Conclusion

Throughout this study, two important aspects have been discussed: financial instruments and the cost of
capital, and the relationship between them. The effect of compliance with IFRS 7 on the cost of equity
capital in the GCC listed banks from 2011 to 2017 was tested. In addition, a number of control variables
were tested, whether related to the capital market (market development, inflation rate, market to book value)
or bank attributes (ROAA, SIZE). The findings support the research hypothesis, which confirms that
compliance with IFRS 7 reduces the COEC in GCC banks.

This result clarifies that the disclosure of financial instruments can affect the decisions of investors and
their confidence in the organisations in which they invest. An organisation’s commitment to the adopted
standards (IFRS) reflects its sense of responsibility and seriousness, which reassures investors and reduces
risk estimations. All this leads investors towards reducing the cost of equity capital and not committing
organisations to pay high rates, which supports the adopted theory (economic theory) and its trends.
Although there are few studies examining the relationship between the level of compliance with IFRS after
implementation and the cost of equity capital (Nahar et al., 2016; Mazzi et al., 2017), the principle of the
negative relationship between IFRS adoption and the COEC has been found in many studies (Daske et al.,
2008; Li, 2010; Alhadi et al., 2014; Palea, 2016; Mazzi et al., 2017; Sayumwe & Francoeur, 2017; Turki et
al., 2017; de Moura et al., 2020), which supports the outcome of this study.

The outcomes of this study present a number of implications for regulatory bodies and formal associations
in the country. They provide practical evidence from banks registered in GCC countries on the reality of
their compliance with IFRS 7. Therefore, the study helps support the country’s monitoring system on the
one hand, and investors on the other. This is because investors who are aware of the importance of financial
instruments realise the importance of the various risks associated with such instruments, which affects their
future investment decisions and the cost of equity capital required. Therefore, it highlights the nature of the
relationship between the application of and compliance with the IFRS and the cost of equity capital. In
addition, the results of the study provide the IASB with more practical investigations from developing
countries and the reality of the application of IFRS 7, which supports the objectives of the IFRS towards

global accounting harmonisation.
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This study includes some limitations, like any other study; the first is measurement. Due to the limited time
and data availability, the cost of equity capital was measured based on an average of only two equations.
Therefore, the diversity of measures discussed in literature can be considered when measuring this variable.
Also, the focus has only been on the cost of equity capital, and therefore the cost of debt capital can also be
implied. In addition, this study is limited to only one standard (IFRS 7), so it is possible to identify the
impact of compliance with all other standards on the cost of equity capital. Accordingly, new theories from
other perspectives could be explored that could explain the relationship between the degree of compliance
with IFRS and the cost of equity capital. Moreover, the current study focused only on developing countries
and on the financial sector alone, and therefore it is suggested that future researchers expand the scope of
research to include other countries — either developing or developed — as well as various other sectors.
Although the current study includes the banks that have mandatorily adopted and applied IFRS, it does not
differentiate between Islamic and non-Islamic banks. Consequently, researchers can conduct a comparison
study between these two bank types in light of the accounting standards. Finally, increasing the number of
years when measuring the compliance level is recommended, which would lead to more robust results

related to the association between IFRS compliance and cost of equity capital.
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Table 1 Selected Banks in Sample

All Not Selected Total
Listed | Meeting 2011 | 2012 | 2013 |[ 2014 | 2015 | 2016 | 2017
GCC . Banks Obs.
Banks || Criteria
Saudi 12 0 12 1| 9o 10| 9 | 10] 12| 7
Arabia
Kuwait 12 2 10 7 7 9 9 10 10 10 62
Oman 8 2 6 6 5 6 4 38
Qatar 9 4 5 4 4 5 5 5 5 5 33
Bahrain 15 10 5 4 4 4 4 5 5 31
UAE 25 7 18 15 17 13 9 17 16 13 100
Total 81 25 56 47 48 46 41 51 52 51 336
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Table 2 Variables Measurements and Sources

Variable

Measurement

Reference

Data Source

Dependent variable:

rCOEC

The average of the four ICC
estimates based on (r, ) and

(rMPEG)

Lee et al. (2010); Persakis and
latridis (2017)

Annual reports

Independent variable:

Compliance level

Disclosure index score with

Yamani and Hussainey (2021)

Annual reports

(CNTR)

dummies

(D.INDX) IFRS 7 of 76 items
Control variables:
Market development The market value of listed Al-Hadi (2015); Mazzi et al. Database
companies as a percentage of | (2017) (Bloomberg)
GDP
Inflation rate The inflation rate of country i | Al-Hadi (2015); Li (2010) Database
in year ¢ from IMF (Bloomberg)
Market to book value | Market value to book value Houge et al. (2016); Tessema et | Annual reports/
of equity al. (2017); Al-Hadi et al. (2018) | Database
(Bloomberg)
ROAA Return on average assets: net | Glaum (2013); Ibrahim et al. Database
income / total assets (2019); Hussainey et al. (2019) | (Bloomberg)
Bank SIZE Natural logarithm of firms’ Sellami and Fendri (2017); Annual reports /
total assets Alfraih (2018); Eluyela et al. Database
(2018); Ojeka et al. (2019); (Bloomberg)
Ibrahim et al. (2019); Ernawati
and Aryani (2019); Hussainey et
al. (2019)
Year dummies Year dummies Rouhou et al. (2015); Literature
(YEAR) Mohammadi and Mardini
(2016); Houge et al. (2016)
Country dummies Country of domicile, country | Molina and Ramirez (2015) Literature

28




Table 3 Descriptive Statistics

Variables No. Max. Min. Mean Median S.D.
Cost of equity 336 0.39 0.01 0.11 0.10 0.070
capital (dependent)

Score of disclosure | 336 0.96 0.47 0.78 0.79 0.113
(independent)

Market 336 0.94 0.26 0.53 0.53 0.167
development

Inflation rate 336 0.04 -0.01 0.02 0.02 0.011
Market to book 336 3.37 0.33 1.10 1.01 0.524
ROAA 336 0.05 -0.02 0.01 0.02 0.009
SIZE 336 | 134000000000 | 171872000 | 25428748779 | 14403854133 | 27985299743

Table 4 Pearson’s Correlation

1.36 1.20 1.03 1.19 1.02
118
Tolerance 0737 | 0835 | 0968 | 0837 | 0.983

**_Correlation is significant at the 0.01 level (2-tailed).

*. Correlation is significant at the 0.05 level (2-tailed).
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Table 5 Regressions Outcomes

(1) (2) 3) (4) (5)
VARIABLES OLS Tobit Lagged Reg FE GMM
DINDX -0.0319* -0.0638* -0.0428%** -0.233* -0.0140*
(0.0189) (0.0373) (0.0216) (0.132) (0.00793)
M.Dev 0.00347 0.00347 0.00946 -0.0565* -0.0507
(0.0271) (0.0267) (0.0309) (0.0298) (0.0522)
Inf. -0.798** -0.798** -0.983*** -0.857#** -0.700%**
(0.328) (0.324) (0.366) (0.226) (0.342)
M2B -0.0344 % -0.0344 % -0.0307#** -0.0368*** -0.197**
(0.00742) (0.00732) (0.00811) (0.00699) (0.0986)
ROAA 0.355 0.355 0.236 0.133 0.371
(0.397) (0.392) (0.470) (0.369) (0.998)
SIZE 0.0105%** 0.0105%** 0.0117%** -0.0340%** -0.0187
(0.00356) (0.00351) (0.00414) (0.0117) (0.0187)
Year dummies Yes Yes Yes Yes Yes
Country dummies Yes Yes Yes Yes Yes
L.COEC -0.204%***
(0.0761)
Constant -0.0461 -0.0461 1.174%% 0.546
(0.0776) (0.0766) (0.270) (0.440)
Observations 336 336 336 250
R-squared 0.189 0.215

Standard errors in parentheses
*H% p<0.01, ** p<0.05, * p<0.1

Table 6 Robustness Test for the COEC

GM

MPEG

0.866™"

0.9217*

GM

1

0.667"""

MPEG

1

**%_Correlation is significant at the 0.01 level (2-tailed).
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Appendix A: Disclosure Index of IFRS 7
No. Title

Statement of financial position

Categories of financial assets and financial liabilities
Carrying amounts of each of the following categories shall be disclosed either in the statement of financial
position or in the notes:

1. | Financial assets measured at fair value through profit or loss — designated

2. | Financial liabilities at fair value through profit or loss - designated

3. | Financial liabilities at fair value through profit or loss - held for trading

4. | Financial assets measured at amortised cost

5. | Financial liabilities measured at amortised cost

6. | Financial assets measured at fair value through other comprehensive income

7. | Investments in equity instruments at fair value through other comprehensive income — designated
Reclassification

8. | Date and amount of reclassification

9. | Qualitative description of the change its effect on the entity’s financial statements

Offsetting financial assets and financial liabilities

10.| Offsetting disclosures information for all recognised financial instruments
Collateral

11.| Financial assets pledged as collateral

12.| Terms and conditions relating to pledge

Compound financial instruments with multiple embedded derivatives
13.] Instrument that contains both a liability and an equity component the instrument has multiple embedded
derivatives

Defaults and breaches

14.| Any defaults and breaches during the period of principal, interest, sinking fund, or redemption terms of
those loans payable

Statement of income: Items of income, expense, gains or losses - Other comprehensive income

I5.| Net gains/losses on by classes of financial instruments at fair value (designated or held for trading)

16.| Net gains/losses on financial liabilities and financial assets measured at amortised cost

17.| Total interest revenue and total interest expense

18.| Fee income and expense

19.] Gain/loss arising from derecognition of financial assets measured at amortised cost

Other disclosures

Accounting policies

20.| Recognition and measurement for financial assets and financial liabilities designation

21.| The nature of financial assets measured at fair value through profit or loss — designated

22.| Terms and conditions for financial assets and financial liabilities designation
23.| Terms and conditions of impairment about financial instruments

Hedge accounting
24.| An entity’s risk management strategy and how it is applied to manage risk
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25.

How the entity’s hedging activities may affect the amount, timing and uncertainty of its future cash
flows

26.

Description of the hedging instruments that are used to hedge risk exposures

27.

Gains/losses on hedge ineffectiveness associated with financial instrument

Cash flow hedges (CFH)/hedge of a net investment in a foreign operation

28.| Forecast transaction for which hedge accounting had been used

29. Carrying amount of the hedging instruments (financial assets separately from financial liabilities)

30.| The change in fair value of the hedging instrument used as the basis for recognising hedge
ineffectiveness for the period

31.| Gains/losses of CFH recognised in other comprehensive income
Fair value hedges (FVH)

32. Carrying amount of the hedging instruments (financial assets separately from financial liabilities)

33.| The change in fair value of the hedged item used as the basis for recognising hedge ineffectiveness for
the period

34.| Gains/losses of FVH
Fair value

35.| Fair value for each class of financial assets and financial liabilities

36.| Comparable carrying amounts

37.| Measurement methods and assumptions

38.| Information if fair value cannot be recognised or measured

39.] Changes in fair value of financial instruments
Credit risk

40.| Exposure to risk and how they arise - Qualitative information

41. Objectives, policies and processes for managing the risk and the methods used to measure the risk

42.| Summary quantitative data: exposure to risk at the reporting date

43.| Concentrations of credit risk if not apparent from summary quantitative data and sensitivity analysis

44.| Amount of maximum exposure to credit risk (before deducting value collateral)

45.| A description of collateral held as security and other credit enhancements security and credit-impaired at
the reporting date

46.| A summary of credit risk rating grades that shows credit quality of financial instruments by asset class

47.| Allowance account for credit losses - qualitative information

48.| Allowance account for credit losses - quantitative information (changes in the loss allowance during the
period

49.| Allowance account for credit losses - information about financial instruments for which credit-
impaired/not credit-impaired

50.| Nature and carrying amount of assets obtained by taking possession of collateral it holds as security or
calling on other credit enhancements

51.| Policies for disposing assets or use of it in its operations when the assets are not readily convertible into
cash
Liquidity risk

52.| Exposure to risk and how they arise - Qualitative information

53. Objectives, policies and processes for managing the risk and the methods used to measure the risk

54.| Maturity analysis for financial liabilities that show the remaining contractual maturities
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Market risk — interest rate risk

55.

Exposure to risk and how they arise - Qualitative information

56.

Objectives, policies and processes for managing the risk and the methods used to measure the risk

57.

Summary quantitative data: exposure to risk at the reporting date

58.

Concentrations of interest rate risk if not apparent from summary quantitative data and sensitivity
analysis

59.

Interest rate sensitivity analysis showing how profit or loss and equity would have been affected by
changes in the relevant risk variable that were reasonably possible at that date

60.

Methods and assumptions used in preparing the sensitivity analysis

Market risk — currency risk

61.

Exposure to risk and how they arise - Qualitative information

62.

Objectives, policies and processes for managing the risk and the methods used to measure the risk

63.

Summary quantitative data: exposure to risk at the reporting date

64.

Concentrations of currency risk if not apparent from summary quantitative data and sensitivity analysis

65.

Currency risk sensitivity analysis showing how profit or loss and equity would have been affected by
changes in the relevant risk variable that were reasonably possible at that date

66.

Methods and assumptions used in preparing the sensitivity analysis

Market risk — other price risk

67.

Exposure to risk and how they arise - Qualitative information

68.

Objectives, policies and processes for managing the risk and the methods used to measure the risk

69.

Summary quantitative data: exposure to risk at the reporting date

70.

Concentrations of other price risk if not apparent from summary quantitative data and sensitivity
analysis

71.

Other price risk sensitivity analysis showing how profit or loss and equity would have been affected by
changes in the relevant risk variable that were reasonably possible at that date

72.

Methods and assumptions used in preparing the sensitivity analysis

An entity shall provide the required disclosures for all transferred financial assets that are
derecognition/not derecognised:

73.

The nature of the transferred financial assets

74.

The nature of the risks, rewards and liabilities associated with the transferred financial assets

75.

The carrying amounts of the transferred assets and the associated liabilities

76.

The gain or loss recognised at the date of transfer of the assets

Source: Yamani and Hussainey (2021)
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