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AHHOTANUA

We investigated the association between the readability of annual report and the cost of
equity capital (COE). This study focuses on the relationship between the readability of
annual reports and the cost of equity capital. The expectation of the hypothesis is that
there is a negative association between the readability of an annual report and the COE.
This negative association implies that a better readability (lower FOG index) leads to a
lower COE. This thesis provides evidence that a higher FOG index leads to increase in
COE, which means less readable and understandable annual reports. This is consistent
with our expectations. The coefficient is very high, however, and this relationship is
significant.
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Abstract

MpI ucciieoBaliv CBSI3b MEXIY yA000YHTaeMOCTBIO TOJIOBOTO OTYETAa U CTOMMOCTHIO
cobcteennoro kamutana (COE). B HacrosmieM wuccieqoBaHMM OCHOBHOE BHHMAaHHUE
y,Z[eJISICTCH B3aNMOCBA3U MC)K,[[y YIIOGO‘-II/ITaeMOCTBIO TOOOBBIX OTUCTOB U CTOUMOCTBHHO
COOCTBEHHOro KamuTayia. [WrmoTe3a mpearnoiaraeT HaJIWdUue OTPHUIATCIIBHON CBS3H
MeXay yaoOouuTaemMocThio TofoBoro ordera u CE. Drta oTpumarensHas accoruanus
MoJIpa3yMeBacT, YTO JIydIllasi YATaeMOoCTh (00Jiee HU3KHIA WHACKC TyMaHa) MPUBOJIUT K
6onee Hu3komy COE. DTOT T€3UC CBUIETENBCTBYET O TOM, YTO 0OJiee BHICOKHI HHJIEKC
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TymaHa npuBoauT K yBenuueHutro COE, uTo o3HauaeT MeHee YMTaeMble U MOHATHbBIC
TOJIOBBIE OTYETHI. DTO COOTBETCTBYET HamuM oOkuaanusM. OmHako Ko3(duimeHt
OYEHB BBICOK, M 3TO COOTHOIIICHHUE SIBISIETCS 3HAYNTEIbHBIM.

Key words: untaeMocTh; (UHAHCOBBIH OTYET; HHBECTOPHI; CTOUMOCTH COOCTBEHHOTO

KalimMTaia.

INTRODUCTION

The research on the impact of information
disclosure on the cost of equity capital of the
company has very profound implications for
listed companies and regulators. However, the
link between disclosure level and cost of equity
capital is often unclear, especially in develop-
ing countries. In this chapter we will discuss
another issue that relates to, first, the research
on the relationship between the readability of
annual report and the cost of capital. Through
empirical tests, this paper proves that high
readability of financial reports can indeed re-
duce the cost of corporate equity capital, which
provides an intrinsic motivation for enterprises
to disclose relevant information.

Literature review

High concentration of equity will have a
certain impact on the operation of listed com-
panies. On the one hand, when the equity is
highly concentrated, the listed company is usu-
ally controlled by the controlling shareholder.
At this time, there exists both the benefits con-
vergence effect and the effect of profit appro-
priation between the major shareholder and the
small shareholder, and the shareholder and the
company management also exist. On the issue
of entrusted agency, shareholders as principals
tend to increase their supervision over man-
agement to achieve the goal of reducing the
company’s cost of equity capital. However, due
to the existence of regulatory costs, dispersed
minority shareholders are unable to profit from
costly supervision and have the benefit of own-
ership. Large shareholders with more shares
can obtain greater benefits from supervision
than small shareholders (Shleifer & Vishny,
1997). On the other hand, the real supervisory
function of the company is generally the com-
pany's major shareholder. Therefore, the major
of shareholders has a higher degree of partici-
pation in the company's operations manage-

ment process and have more corporate infor-
mation, so that it has to increase itself by in-
creasing the cost of equity capital. The tenden-
cy and approach of interest.

For investors, the cost of capital is the min-
imum required rate of return, which is propor-
tional to the level of risk in the investment pro-
ject. For enterprises with the high readability of
information disclosure, investors are also more
likely to obtain information on their operations,
finances, etc. This information helps managers
and investors identify the readability of invest-
ment projects, and thus investors’ future returns
on such enterprises. The uncertainty is low and
the expected risk is small. Since the required
rate of return required by investors is propor-
tional to the predicted level of risk, rational in-
vestors require a lower cost of capital for com-
panies with the higher readability of infor-
mation disclosure than those with the lower
readability of information disclosure. That is to
say, companies with the higher readability of
information disclosure will face lower capital
costs. Compared with financial information,
non-financial information, as an important part
of voluntary information disclosure, contains a
large amount of information on internal opera-
tions and future development prospects.

(Botosan, 1997; Botosan & Plumlee, 2002)
provided the first direct evidence of a negative
correlation between firm transparency and the
cost of capital; (Welker, 1995) found that there
is a clear negative correlation between the
company's financial disclosure level and the
company's bid-ask spread and cost of debt capi-
tal Relationship, which further demonstrates
that the lower the bid-ask spread in the securi-
ties market is, the smaller the information
asymmetry in capital cost is. In (Sengupta,
1998), the disclosure also helps to reduce the
cost of issuing bonds. (Healy, Hutton, &
Palepu, 1999) suggested that the continuous
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and stable increase of the disclosure level of a
company helps to improve the liquidity and
credit level of the company's stock.

However, the degree of proprietary and
competitive information of listed companies in
different industries is different, and the level of
information disclosure may have different ef-
fects on the capital costs of listed companies.

Theoretical analysis and hypotheses

In the capital market, capital cost is the re-
quired rate of return required by the company's
investors. If the company’s return on invest-
ment exceeds the requirements of the investor,
it will attract more investors to purchase the
company's stock, and the stock price will rise.
Shareholder wealth will increase. For investors,
the required rate of return required by the in-
vestor is related to the company's risk level. If
the company's operating risk, financial risk, etc.
are higher than other companies, the investor's
uncertainty about the future of the company
will increase. Investors have also increased
their required rate of return for their require-
ments. From the company's point of view, in-
creasing information disclosure is a measure to
reduce the investor's risk premium.

This put forward the research hypothesis:

H: The higher the readability of non-
financial information disclosure, the lower the
cost of equity capital.

Model specification and variables defini-
tion

According to the above discussion, due to
the information asymmetry between internal
operators and external investors, rational inves-
tors will require higher investment returns
based on expected risks and liquidity. As a re-
sult, the cost of equity capital required by en-
terprises will increase. Moreover, improving
corporate transparency will also help improve
the corporate governance structure and increase
operating efficiency. This reduces business
costs. This article expects a significant negative
correlation between the two and proposes hy-
potheses. Based on the assumptions, multiple
regression analysis is used to establish the
model. Hypothesis 1 and Hypothesis 2 use the
same model as follows:

COE = Bgt+PiReadability+p,Sizej
+B3sBTMi+psleveragei;
+BsROE;i+PeBetaj+p7Turnit
+B8ORIt+PoFRj: + BloGI’OWthit 1
+ Industry fixed effects
+ Year fixed effects
+ &jt

The dependent variable in this paper is
the cost of equity capital, which is expressed in
terms of COE. Based on this, this paper selects
the PEG model as an estimation model for the
cost of equity capital. The PEG model first
proposed by (Easton, 2004) to measure the cost
of equity capital. The specific calculation
method is shown in the equation below:

_ \fepsz —€pP5,
Theg = Pn:i

Where is rpgg represents the cost of equi-
ty capital calculated according to the PEG
model; EPS2 represents the forecast of earnings
per share after two years based on the current
period; EPS1 represents the forecast of earn-
ings per share after one year based on the cur-
rent period, and PO represents stocks of the cur-
rent period. price. The PEG model requires
EPS2>EPS].

Research Method

This paper chooses the annual reports of
Shenzhen Stocks Exchange listed companies as
the research sample, in which the assets and
liabilities, the income statement and other data
files are from the "CSMAR database”, and the
annual reports will be downloaded from
CNINFO website. For this purpose, | will make
some adjustments to the financial reports and
change the format of the files, and then extract-
ing the words from the text using some of the
codes used by Python. After modifying the
documents and converting the PDF files to text
files, the next step is to convert the qualitative
data to quantitative data to facilitate statistical
analysis. In the statistical analysis we use sev-
eral tests to achieve the objective assigned to it,
see Table 1-2.
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Table 1
Statistical tests
Tabmmia 1
CTaTUCTUYECKHUE TECThI
Type of the test Purpose
Breusch-Pagan / Cook-Weisberg test Heteroskedasticity

Hausman test

Distinction between fixed and
random effects

Durbin-Watson test

For serial correlation

Fixed effects model -Within test

For unbalanced data set

R square

Explanatory of the modules

Variance inflation factors (VIF)

Multicollinearity

Multiple regression analysis

To test relationship among variables

STATA software

Analysis data

Python language software

Transfer, Extract and read the annual reports PDF
to TXT. count text analyses the readability of an-
nual reports. Transfer the reports from language
reports to numerical using difference scripts for
this purpose.

Descriptive statistics of Readability
and cost of equity capital

Table 6-2 shows the descriptive statistics
for major variables. It can be seen that the
mean of the cost of equity capital calculated

according to the PEG model is 0.0580, with a
standard deviation of 0.0188, the minimum
value is 0.0189, and the maximum value is
0.128. The mean of fog index is 14.31, the me-
dian was 21.87,

Table 2

Descriptive Statistics of Readability and cost of equity capital

Tabauna 2

OnucarenbHas CTaTUCTHKA y,Z[O60‘II/ITaeMOCTI/I W CTOUMOCTH aKIITUOHCPHOI'O KalluTalld
variable N mean sd p50 p25 p75 min max
COE 474 0.0580 0.0188  0.0564 0.0448 0.0693  0.0189 0.128
Fl 474 14.31 2.094 13.72 12.62 16.14 8.020 19.03
Length 474 10.44 0.608 10.58 9.920 10.94 8.361 11.69
ROE 474 0.0606 0.607 0.0366  0.00716  0.0853  -4.741 12.13
Beta 474 1.134 0.248 1.162 0.968 1311 0.430 2.479
FR 474 -0.0211 23.80 1.008 0.900 1.328 -507.5 60.65
OR 474 1.125 0.626 1 1 1.054 -1.309 9.934
BTM 474 514.6 597.7 421.7 244.3 763.8 -3252 2896
Growth 474 19.68 2.869 20.23 17.84 21.75 10.89 25.59
Size 474 21.80 1.537 21.74 20.95 22.76 16.70 25.82

loss 474 0.831 0.375 1 1 1 0 1

Turn 474 3.253 4,779 1.553 0.786 3.521 0.105 28.25

Correlation analysis of Readability and
cost of equity capital

Before the regression analysis, firstly, in
this section analyses the correlation between
variables, and makes a preliminary understand-

ing of the relationship between annual report
readability (Fog Index) and cost of equity capi-
tal. As can be seen from Table 6-3, the correla-
tion coefficient between the fog index of the
sample companies and the cost of equity capital
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is positive (increase in Fog index low readabil-
ity), with a coefficient of 0.139**, which
proves that there is a negative correlation be-
tween the readability and COE. The increase in
the level of annual report readability can reduce
the cost of equity capital, which is consistent
with the previous expectations of this paper.

The maximum coefficient between each varia-
ble is 0. 560, other coefficients are less than
0.5, indicating that there is no serious multicol-
linearity problem among the variables, that is,
regression analysis can be performed on this
model. Table 6- 1 Correlation Analysis of cost
of equity capital and readability.

Table 3

Descriptive statistics

Tabmauma 3

OmmcarenpHas CTATUCTUKA

FI Length COE Beta ROE

Size  Growth BTM FR OR Turn

Fl 1

Length -0.054 1

COE  .139** -0.075 1

Beta 0.056 0.009 -.093* 1
ROE 0.029 -0.041 -0.013 0.024 1
loss 0 -0.054 0.004 -0.07

143*%* 1

Size -0.012 0.07 -0.062 -0.087 -0.005 .339** 1
Growth -0.08 0.052 -0.048 -.108* 0.019 .303** .560** 1
BTM 0.039 0.031 -0.022 -.121** 0.071 .235** .496** .406** 1

FR 0.039 -0.054 -0.009 -0.013 0.005

.100* -0.001 0.011 0.023 1

OR -0.019 -0.002 0.031 -0.013 -0.017 0.037 0.019 0.065 0.014 -0.027 1

Turn  0.06 0.008 -0.016 -0.034 O

JA21** 116* 0.073 0.087 0.015 -0.018 1

** n<0.01, * p<0.05

Empirical results

As shown in the regression results in Ta-
ble 6-4, The regression coefficients show that
the Fog index and length are significantly posi-
tively with cost of equity capital (the readabil-
ity of annual report is significantly negatively
correlated with the cost of equity capital), and
the regression coefficient is respectively 0.0210
at level 1% and 0.00340 at level 5%. That is to
say, the non-financial information disclosure of
a company can significantly reduce the cost of

equity capital of the company, which proves
the hypothesis 3. The regression results of vari-
ous coefficients show that the company size is
significantly negative with cost of equity capi-
tal which means that more readability in the big
companies reduce the cost of the capital more
than the small size companies. Consistent with
this, it shows that the cost of corporate equity
capital with high profitability is not necessarily
low.

Table 4
Readability and cost of equity capital
Tabmuma 4
YuTaeMoCTh U CTOUMOCTD AKIMUOHCPHOTI'O KalruTalla
1) )
VARIABLES Fpeq e
Fl -0.0102
(0.00714)
FI*ROE 0.0210%***
(0.00747)
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Length 0.00199
(0.00146)
Length*ROE 0.00340**
(0.00153)
ROE 0.000306 0.000256
(0.000230) (0.000232)
Beta -0.00873** -0.00982***
(0.00375) (0.00342)
loss -0.00213 0.00110
(0.00300) (0.00270)
Size -0.00357** -0.00477***
(0.00170) (0.00147)
Growth 0.00198 0.00165
(0.00124) (0.00106)
BTM 5.64e-07 1.85e-06
(2.52e-06) (2.36e-06)
FR 2.15e-05 1.46e-05
(3.25e-05) (3.33e-05)
OR -0.000450 -0.000188
(0.00125) (0.00125)
Turn 0.000865** 0.000646*
(0.000422) (0.000355)
Constant 0.130*** 0.152***
(0.0367) (0.0411)
Observations 381 459
R-squared 0.097 0.088
Industry FE YES YES
Year FE YES YES

Note: This Panel shows the regression results of the effect of readability on cost of equity capital (rye). The de-
pendent variable is ryeg. rpeq is calculated as Calculate according to PEG model a measure of the cost of equity
capital, based on Easton (2004). Readability is the Fog Index (FI) calculated as (words per sentence + percent of
complex words) * 0.4. Length should calculate as neutral logarithm of total words in annual report. ROE is net
income before extraordinary items, scaled by the beginning-of-period market value of equity. Beta is to measure
of systemic risk, it represents the degree of contribution of stock risk to market risk, calculated according the
CAPM model, Ri = Rf + B(Rm-Rf). Loss variable is net profit, this takes the value of 1 if a firm reports profit
and 0 otherwise. Size, this measures the company's natural logarithm of total assets at the end of the previous
fiscal year. Growth variable natural logarithm operating revenue. Book to market (BTM) is the total shareholder
equity divided by total market value. FR is financial risk which calculated as Leverage = total liabilities divided
by total assets. OR, operation risk refers to the uncertainty of future business operations. Turn, Total asset turn-
over rate, the total capital turnover rate refers to the ratio of sales revenue to average total capital. Standard er-
rors in parentheses *** p<0.01, ** p<0.05, * p<0.1.

Table 6-4 is the result of the multiple re-
gression when the readability of the annual re-
port is measured by Fog index and length of the
report. It can be seen that the readability of the
annual reports measured by the two methods is
significantly negatively correlated with the cost
of equity capital calculated based on which ful-
ly demonstrates that the more annual reports
readable can reduce the risk level and uncer-

tainty of the investor to the enterprise. The ex-
pectation, thus obtaining a lower cost of equity
capital, is consistent with the aforementioned
analysis based on the cost of ex post equity
capital, assuming that H3 is verified and sup-
ported. In addition, from the regression results
in Table 6-4, it can be seen that the cost of eq-
uity capital is relatively reduced with large size
of companies, which is consistent with the re-
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search of ( Zeng Ying & Lu Zhengfei, 2006), (
Yu Lisheng & Wang Yanyan, 2007), ( Ye
Chengang, Wang Wei, Wu Jianfeng, & Li Hui,
2015).

Alternative analysis and model specifica-
tions.

In this section, we run a regression of
sensitivity tests to examine whether our main
evidence in Table 6-4 that readability of annual
reports decreases the cost of equity capital is
robust to alternative analysis and model speci-
fications, and endogeneity, among other sensi-
tivity checks. Overall, the results from these
sensitivity tests reported in Tables 6-5 are not
materially different from those of the main
analysis.

the OJ model that was proposed by
(Ohlson, 1995) , due to the relatively small

Where, epsl and eps2 are calculated us-
ing the average of the forecast values of each
securities analyst institution in the CISMAR
Database; Py represents the closing price of the
stock, dps1 is the forecasted dividend per share
for the first year. Dpsl = epslxk,k represents
the dividend payment rate.

In this section we design a model based
on OLS regression test. The results are shown

amount of prediction data and artificial esti-
mates that need to be used, is therefore simple
to calculate. It has been widely used in the the-
oretical and practical worlds and has been
widely used since then. Considering the accu-
racy of model estimation and the operability of
data collection, this paper uses the OJ model to
measure the cost of equity capital. The formula
Is as follows:

Po= eps, + gDy —EP5) —Rplepso—epsy)
R Re(Rg—g)
k3 S, — eps
R, = A+ |A2+ D71 P2~ Po
1= EpPs,

1 dps,
A==(g+

2 (g F, )

in Table 6-5. the higher the readability of in-
formation disclosure, the lower the cost of eq-
uity capital of the company. The significance
levels of this effect are 5%. Hypothesis 4 is val-
idated and further clarified that the overall in-
crease in financial reporting transparency has a
significant impact on reducing the cost of equi-
ty capital.

The Regression of the Effect of readability of Financial Reports on the Cost of Equity Eztgieta?
Tabmuna 5
PereCCI/II/I BIIMSIHU A YIIO6OHI/ITa€MOCTI/I (bl/IHaHCOBLIX OTYETOB HAa CTOUMOCTH KaIltuTalia
1) )
VARIABLES fony fony
Fl -0.00329
(0.00789)
FI*ROE 0.00172**
(0.000823)
Length 0.00456***
(0.00166)
Length*ROE 0.00185**
(0.000814)
ROE 0.00544 0.00479
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(0.00747) (0.00738)
Beta 0.00601 0.00638
(0.00397) (0.00392)
loss 0.00914** 0.00865**
(0.00368) (0.00361)
Size 0.00257 0.00257
(0.00186) (0.00175)
Growth -0.00312** -0.00288**
(0.00140) (0.00138)
BTM 3.07e-06 3.55e-06
(2.69e-06) (2.65e-06)
FR 2.61e-05 2.82e-05
(3.56e-05) (3.52e-05)
OR -0.000498 -0.000475
(0.00132) (0.00130)
Turn -0.000129 -0.000106
(0.000403) (0.000398)
Constant 0.0594 -0.00423
(0.0476) (0.0399)
Observations 390 390
R-squared 0.073 0.095
Industry FE YES YES
Year FE YES YES

Note: This Panel shows the regression results of the effect of readability on cost of equity capital (ron;). The
dependent variable is rpeg. ron; is calculated as Calculate according to the OJ model that was proposed by
(Ohlson, 1995) a measure of the cost of equity capital. Readability is the Fog Index (FI) calculated as (words per
sentence + percent of complex words) * 0.4. Length should calculate as neutral logarithm of total words in
annual report. ROE is net income before extraordinary items, scaled by the beginning-of-period market value of
equity. Beta is to measure of systemic risk, it represents the degree of contribution of stock risk to market risk,
calculated according the CAPM model, Ri = Rf + B(Rm-Rf). Loss variable is net profit, this takes the value of 1
if a firm reports profit and 0 otherwise. Size, this measures the company's natural logarithm of total assets at the
end of the previous fiscal year. Growth variable natural logarithm operating revenue. Book to market (BTM) is
the total shareholder equity divided by total market value. FR is financial risk which calculated as Leverage =
total liabilities divided by total assets. OR, operation risk refers to the uncertainty of future business operations.
Turn, Total asset turnover rate, the total capital turnover rate refers to the ratio of sales revenue to average total
capital. Standard errors in parentheses *** p<0.01, ** p<0.05, * p<0.1.
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Being underestimated, making the accu-
racy of the estimator exaggerated falsely, af-
fecting the robustness of the research conclu-
sions, and at the same time solving the problem
of missing variables that do not change with
time and individuals, this paper also adopts a
bidirectional fixed effect model of panel data
(both considering individual fixed effects,
again considering the time-fixing effect) per-
formed a regression as a supplement and verifi-
cation. The panel fixed effect regression results
are shown in Table 6-5. It can be seen that the
cost of equity capital calculated based on the
OJN model is still significantly positively cor-
related with the Fog index and length, which
means that high fog index (low readable) in-
crease the cost of capital and when the annual
reports longer will increase the cost of the capi-
tal. This shows that the company's active com-
mitment to annual report readability can reduce
the cost of equity capital, and the aforemen-
tioned mixed regression results are robust.

Endogeneity analysis

According to econometrics, variable met-
ric errors and missing important variables will
cause the explanatory variables in the model to
be related to stochastic disturbance terms (i),

generate endogenous problems, and affect the
robustness of the research conclusions. In this
section we use instrumental variables trying to
mitigate endogeneity. The method was tested
for robustness to increase the validity of the
conclusion.

Due to the complexity of the cost of equi-
ty capital, it is difficult to include all the influ-
encing factors in the aforementioned model.
The important missing variables are an im-
portant factor that leads to the endogeneity
problems in this study. In addition, higher cost
of equity capital would encourage companies to
adopt a more readability. Therefore, the cost of
equity capital may also affect the performance
of companies, leading to a link between reada-
bility and cost of equity capital. Therefore, the
commonly used instrumental variable test
method is two-stage least squares (2SLS).
2SLS is the most efficient under the assump-
tion of spherical disturbance. Considering that
the data in this paper is short panel data, there
may be some time-series autocorrelation prob-
lems in the disturbance items, and 2SLS meth-
od is selected for the instrumental variable test
method. The instrumental variable test results
are shown in Table 6-6.

Table 6

Instrumental variable test results of readability and cost of equity capital

Tabmuma 6

Pesynbrarel TECTa C MHCTPYMEHTAIBHON NIEPEMEHHON Ha YUTAEMOCTh U CTOMMOCTD aKLIHOHEP-

HOIro KalimTallia

1% stage (OLS) 1% stage (OLS) 2ed stage (2SLS) 2ed stage (2SLS)
VARIABLES Fl Length Meq eg
F1_industry 1.335%**
(8.22e-05)
FI_location 0.335***
(8.10e-05)
Length_industry 1.470***
(0.000153)
Length_location 0.470***
(0.000150)
FI_P 0.0138**
(0.00671)
Length_P 0.0397***
(0.0148)
ROE -2.10e-09 0.000277 0.000276
(1.90e-09) (0.000229) (0.000228)
Beta 4.18e-08 3.59%-08 -0.00944*** -0.00950***
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(5.66€-08) (2.73e-08) (0.00330) (0.00329)
loss -5.60e-08 -4.36e-09 0.00149 0.000696
(4.36e-08) (2.16e-08) (0.00260) (0.00261)
Size -2.78e-09 1.50e-08 -0.00382%* -0.00456%**
(2.54¢-08) (1.19¢-08) (0.00148) (0.00143)
Growth 4.836-08%** -1.17e-08 0.00142 0.00139
(1.78e-08) (8.60e-09) (0.00104) (0.00103)
BTM -0 0 7.17e-07 1.32¢-06
(0) (0) (2.39¢-06) (2.33e-06)
FR -0 -0 1.58e-05 1.64e-05
(5.68e-10) (2.74e-10) (3.31e-05) (3.30e-05)
OR 5.52¢-09 7.15e-09 0.000147 3.69-05
(2.13e-08) (1.02e-08) (0.00124) (0.00123)
Turn 1.556-08%** 2.03e-09 0.000635** 0.000579*
(5.58e-09) (2.67e-09) (0.000323) (0.000322)
Constant 0.000479%** 0.00115%** 0.0839** 0.231%**
(4.41e-06) (9.99¢-06) (0.0385) (0.0470)
Observations 474 474 474 474
R-squared 0.999 0.999 0.074 0.081
Industry FE YES YES YES YES
Year FE YES YES YES YES

Note: This Panel shows the robustness of the regression results of the effect of readability on cost of eg-
uity capital (rpeg). The dependent variable is ryeq. I'neg is calculated as Calculate according to PEG model a meas-
ure of the cost of equity capital, based on Easton (2004). Readability is the Fog Index (FI) calculated as (words
per sentence + percent of complex words) * 0.4. Length should calculate as neutral logarithm of total words in
annual report. FI_industry, FI_location, length_industry and length_location are the instrumental variables,
FI_p is prediction of fog index variable, length_p is the prediction of length of annual report. ROE is net income
before extraordinary items, scaled by the beginning-of-period market value of equity. Beta is to measure of sys-
temic risk, it represents the degree of contribution of stock risk to market risk, calculated according the CAPM
model, Ri = Rf + B(Rm-Rf). Loss variable is net profit, this takes the value of 1 if a firm reports profit and 0
otherwise. Size, this measures the company's natural logarithm of total assets at the end of the previous fiscal
year. Growth variable natural logarithm operating revenue. Book to market (BTM) is the total shareholder equi-
ty divided by total market value. FR is financial risk which calculated as Leverage = total liabilities divided by
total assets. OR, operation risk refers to the uncertainty of future business operations. Turn, Total asset turnover
rate, the total capital turnover rate refers to the ratio of sales revenue to average total capital. Standard errors in
parentheses *** p<0.01, ** p<0.05, * p<0.1.

From Table 6-6, we can see that the first
stage is based on the regression analysis of Fog
index as a dependant variable and Fog_industry
and Fog_location as the explanatory variables.
The results show that the instrumental variables
(IV) and Fog significantly positive correlation,
which means low readable annual report will
increase the cost of equity capital; the second
phase is based on the cost of equity capital as
the response variable, and the predicted value
of Fog index (FI_predict) obtained in the first
phase as the explanatory variable. As a result of
the regression, the regression results of the two-

stage model the 2SLS model indicate that the
firm's capital costs ryeq are significantly posi-
tively correlated with the FI_predict (which
means significantly negative with annual report
readability), which fully accounts for the en-
dogenous nature of missing variables and con-
gruence. Therefore, the annual report readabil-
ity is still significantly negatively correlated
with the cost of equity capital. The test results
of instrumental variables are consistent with the
aforementioned conclusions.
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CONCLUSION

However, the above studies were con-
ducted in the environment of the securities
market in developed countries, and whether the
results were established in the securities market
of a developing country remains to be further
tested. Specifically, in China's stock market,
does disclosure have the same impact on reduc-
ing the cost of equity capital? The answer to the
question does not seem obvious. On the one
hand, if the low transparency company's securi-
ties are an important part of the portfolio of in-
vestors' holdings, then the investor's predicted
risk will be non-dispersible (Clarkson et al,
1996). Compared with the securities market in
developed countries, it is clear that the quality
of accounting information disclosure in China's
securities market is lower, which indicates that
the proportion of low-transparency corporate
securities in the securities portfolio held by in-
vestors is relatively higher, which makes inves-
tors more difficult to disperse. Predict risk.
Therefore, the marginal benefit of lowering the
cost of equity capital by improving the quality
of information disclosure in China's securities
market may be greater than that of developed
countries. On the other hand, due to the back-
wardness of the investor protection system in
China’s securities market, the truthfulness and
timeliness of information disclosure are greatly
affected.

Suspect, therefore, investors may not care
about the expected information about the com-
pany's future value, thereby weakening the im-
pact of disclosure on reducing the company's
equity capital costs.
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