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Abstract

Purpose: The main objective of this paper analyses the effects of mandatory

International Financial Reporting Standards (IFRS) adoption by Spanish firms in 2005

on the cost of equity capital. 

Design/methodology/approach: Using a sample of listed Spanish companies during

the 1999 to 2009 period and a country-level focused analysis. To achieve our objective

we relied on OLS regression analysis and estimate the dependent variable – the cost of

equity – by using the proxy suggested in Easton (2004). 

Findings: We find evidence that, unlike previous studies, Spanish listed companies

show a significant reduction in their cost of equity capital after the mandatory adoption

of IFRS in 2005, after controlling by a set of firm-risk and market variables. According

to our results, increased financial disclosure and enhanced information comparability,

along with changes in legal and institutional enforcement, seem to have a joint effect

on the cost of capital, leading to a large decrease in expected equity returns. 

Research limitations/implications: The main limitation of the study is that the

sample represents just one country. 
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Practical implications: The findings of the study may have implications for the firms’

management staff, as they reveal what information determines the cost of equity

capital. The systematic risk and the leverage affect positively the cost of stocks and

therefore their market value. The results are consistent with the financial principle

establishing that the higher risk and the higher leverage, the higher cost of capital. 

Originality/value: As a result of the conducted research, one is able to figure out

which stock-return variables should be observed to anticipate the change of a

company’s cost of capital.

Keywords: International Financial Reporting Standards (IFRS), mandatory IFRS adoption, cost
of equity capital, financial disclosure

Jel Codes: M41, G32

1. Introduction

Beneficial capital-market effects from enhancing quality and comparability of accounting

information are a major issue in today’s accounting research.

Recent research in this field has demonstrated that firms from countries with more extensive

disclosure requirements, stronger securities regulation, and stricter enforcement mechanisms

have a significantly lower cost of capital (Hail & Leuz, 2006).

The belief that higher mandate disclosure of accounting information by firms should reduce its

cost of equity capital has led many countries to adopt International Financial Reporting

Standards (IFRS) as a new and unique set of accounting standards. In this line, The European

Union (EU) has mandated that all EU-listed groups of companies adopt IFRS beginning in 2005

with the goal of reaching an increase of the capital markets’ efficiency and, thus, protecting

investors’ interests.

However, there is still little empirical evidence of these positive effects from IFRS mandatory

adoption. In fact, most of previous studies have found some evidence that voluntary IFRS

adoption reduces the cost of capital (Leuz & Verrecchia, 2000; Daske, 2006; Barth, Landsman

& Lang, 2008; Karamanou & Nishiotis, 2009; Hai,l Leuz & Wysocki, 2010), but there is little

empirical evidence supporting this relationship for mandatory IFRS adoption, and they show to

some extent different results. Daske, Hail, Leuz and Verdi (2008) demonstrate that there is an

average market liquidity increase around IFRS introduction, a decrease in firms’ cost of capital

and an increase in equity valuation, but only prior to the official adoption date, and some

market-capital benefits that only appear to be significant in countries where firms have

-563-



Intangible Capital – http://dx.doi.org/10.3926/ic.491

incentives to be transparent and where legal enforcement is strong. Unlike this study, Li

(2010) finds consistent evidence that the IFRS mandate is associated with a significant

reduction in the cost of equity capital for mandatory adopters.

Mandated disclosures could reduce the cost of capital through at least two different paths:

increasing the quality of financial disclosure and enhancing information comparability. However,

empirical evidence suggesting that the positive effects of IFRS adoption on the cost of capital

can only emerge if the improve in quality reporting and the enhanced information

comparability across firms is consistent with firms’ reporting incentives and enforcement

mechanisms (Li, 2010; Daske et al., 2008).

In the EU the shift to a new accounting regulation has been accompanied with several

institutional changes, such as the Financial Services Action Plan (FSAP) in 1999 or the series of

directives to improve financial market regulation (for instance, insider trading regulation).

These institutional changes can modify firms’ reporting incentives leading to better quality

disclosures and, thus, to a lower cost of capital.

The investigation of mandatory IFRS adoption shows, however, some unsolved problems. As

many countries with different enforcement regimes and institutional structures adopted the

IFRS around the same it is in practice difficult to disentangle the effects stemming from the

shift in the information disclosure from other “external effects” (such as unrelated institutional

changes or economic shocks) as well as to identify whether the effects are evidenced just

around the time of the introduction of IFRS or, instead, they remain over time. 

There are two remarkable reasons why Spain provides an appropriate environment for

analysing potential join effects from mandatory adoption of the international accounting

standards. First, the adoption of IFRS in Spain has led to an improvement of the quality of the

accounting information disclosed by companies (Christensen, Hail & Leuz, 2013). Second, the

introduction of international accounting standards for companies’ financial statement disclosure

has promoted changes in the enforcement and institutional framework (Burgstahler, Hail &

Leuz, 2006). The jointly effect of all these changes may have a feedback positive market effect

for adopters.

We specifically test whether mandatory IFRS adoption in Spain affects the cost of equity capital

by regressing the estimated cost of capital on a set of test variables, capturing the single effect

of the IFRS mandatory adoption on the expected returns of Spanish firms’ stocks.

The findings in the abovementioned analysis show that, unlike previous studies, Spanish firms

experience a significant reduction of cost of equity capital after the mandatory IFRS
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introduction in 2005. These results are consistent with the assertion that mandatory IFRS

adoption should significantly lower firms’ cost of equity capital.

This study contributes to the extant literature on the economic consequences of disclosure

regulation by providing evidence of the effects of mandatory IFRS adoption on firms’ cost of

equity capital in a single country and with additional data in the post-adoption period. This

focused analysis allows us to disentangle country-level effects from cross-sectional

comparisons leading to different results than in comparative international studies.

Thus, the findings of this study contribute to an ongoing debate as to whether the quality of

accounting information affects firms’ cost of equity capital (Li, 2010). To the extent that IFRS

represents a set of high-quality accounting standards, this study provides evidence consistent

with high-quality financial reporting lowering the cost of equity capital.

The remainder of the work is organized as follows. Section 2 provides a background and

literature review on the analysis of the relationship between accounting information’s

disclosure and the cost of capital. Section 3 presents the study’s hypothesis and the data set,

and discusses the research method. Section 4 shows the main results, and section 5 concludes

the paper with implications, limitations, and future research suggestions.

2. Literature review

2.1. Information disclosure and the cost of capital

The extent to which firms benefit from increased disclosure is one of the most important issues

in today’s research in accounting. One of these advantages should come from the effect of

higher disclosure of accounting information by firms on the reduction in the cost of capital.

This relation between cost of equity capital and disclosure has been investigated in recent

years by several theoretical and empirical studies. From the theoretical point of view it has

been argued that disclosure reduces information asymmetry, and consequently reduces firms’

cost of equity capital through reduced bid-ask spreads (Amihud & Mendelson, 1986) or

through increased demand for a firm’s securities (Diamond & Verrecchia, 1991). Another

possible benefit of better disclosure quality is that better information reduces potential

investors’ estimation risk regarding the parameters of a security’s future stocks’ return. It is

assumed that investors attribute more systematic risk to an asset with low information than to

an asset with high information (Clarkson, Guedes & Thompson, 1996).
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Despite of these well-known arguments about the beneficial incidence of the quality of

accounting information disclosure on the cost of capital, the theoretical debate still remains

open. In fact, one of the most controversial and fundamental issues within the theoretical

literature is the issue of the diversifiability, or nondiversifiability, of information effects. In

other words, one of the main sources of debate is whether information risk is a priced risk or

whether it is, instead, diversifiable.

In this regard, and holding support for non-diversifiable rationale, Easley and O’Hara (2004)

proposed a rational expectations model within which information can affect a firm’s cost of

equity capital. Firms can influence their cost of capital by affecting the precision and quantity

of information available to investors. Further, they suggest that this can be accomplished by a

firm’s selection of its accounting standards, as well as through its corporate disclosure policies.

Continuing with this argument, Lambert, Leuz and Verrecchia (2007), develop a framework

that links the disclosure of accounting information to the cost of capital. Specifically, they

examine whether and how the quality of a firm’s accounting information manifests in its cost of

capital. Using this framework, they demonstrate that the quality of accounting information

influences a firm’s cost of capital, both directly by affecting market participants’ perceptions

about the distribution of future cash flows, and indirectly by affecting real decisions that alter

the distribution of future cash flows. The direct effect occurs because the quality of disclosures

affects the assessed covariances between a firm’s cash flow and other firms’ cash flows. This

effect is not diversifiable in large economies. Their finding provides a direct link between the

quality of a firm’s disclosures and accounting policies and its cost of capital.

These results evidencing that accounting information can lower a firm’s cost of capital

contrasts with the work by Hughes, Lui and Liu  (2007) and Christensen, de la Rosa and

Feltham (2010). The paper by Hughes et al. (2007) only analyzes the direct effect of

information, and concludes that only the marketwide risk premium changes; information has

no crosssectional effect. Meanwhile, Christensen et al. (2010) approach the link between

information and cost of capital from a longer-term perspective, arriving at a somewhat

different conclusion. They note that the studies reviewed earlier focus exclusively on cost of

capital for the period after the release of information and argue the analysis is therefore

incomplete because the impact of information on the risk premium in the period leading up to

the release of the information is being ignored. They then suggest the possibility that the

reduction in the cost of capital during the post-release period can be offset by an increase in

the cost of capital during the pre-release period. Specifically, they argue that the more

informative the forthcoming public report, the greater the amount of uncertainty that will be

resolved upon the release of the report. Hence, the return for the period leading up to the
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release of the public report will be more risky, and the risk premium for this period will be

higher. Thus, if these effects directly offset, there would be no impact on ex ante cost of capital

covering the full time span of the firm.

It is likely that the question of diversifiability can only be solved empirically (Artiach &

Clarkson, 2011). But the empirical evidence on this matter is mixed. As pointed out by

Espinosa and Trombetta (2007), the lack of conclusive results in this area may be due in part

to measurement difficulties of the cost of equity capital and to model specification issues, as

models fail to consider the possible effect of different accounting policy choices.

The interaction between accounting policy choice and disclosure can also provide a possible

explanation of the mixed results obtained so far in the empirical literature with respect to the

supposed positive effect of transparency on the cost of equity capital (Espinosa & Tombetta,

2007).

There are quite a few empirical studies that have dealt with the positive effect of disclosure on

the cost of equity capital. Botosan and Plumlee (2002) estimate cost of capital using four

alternative methods, and they find that after controlling for firm size and market beta, more

timely disclosure is associated with a lower cost of capital. Hail (2002), shows a negative and

highly significant relation between the cost of equity capital and disclosure. Leuz and

Verrecchia (2000) find that increased disclosure implies lower bid-ask spreads and higher

share turnover, after controlling for several firm characteristics. 

More recently, some works have introduced new elements to shed light on this matter trying to

disentangle how the link between information disclosure and the cost capital runs in practice.

In this sense, Hail and Leuz (2006) analyse international differences in firms’ cost of capital

across 40 countries. Particularly, they investigate whether the effectiveness of a country’s legal

institutions and securities regulation is systematically related to cross-country differences in

the cost of equity capital. Their results show that firms from countries with more extensive

disclosure requirements, stronger securities regulation, and stricter enforcement mechanisms

have a significantly lower cost of capital.

Espinosa and Trombetta (2007) investigate the relationship between disclosure and cost of

equity capital, demonstrating the existence of an interaction effect between the accounting

policy adopted by firms and the level of disclosure of other relevant information. They first

estimate a model between disclosure and cost of equity capital without taking into account

accounting policy choice. With this model they are not able to find any significant evidence in

favour of an inverse relationship between disclosure and the cost of equity capital. However,

when they take into account accounting policy choice, proxied by the sign of discretionary
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accruals, they find that the inverse relationship exists for aggressive firms (a higher level of

disclosure leading to a reduction on the cost of capital), whereas it is not significant for

conservative firms. Thus, the authors state that the interaction between accounting policy

choice and disclosure can also provide a possible explanation of the mixed results obtained so

far in the empirical literature with respect to the supposed positive effect of transparency on

the cost of equity capital: accounting policy may be an omitted variable in the model estimated

so far.

Reverte (2009) investigates whether higher quality governance is associated with a lower cost

of equity capital. He focuses on five board characteristics that have received widespread

attention in corporate governance literature (board independence, board size, existence of

both audit and nomination/remuneration committees, CEO duality, and independence of board

committees). His results for a sample of listed Spanish firms indicate that stronger governance

firms enjoy a statistically significant reduction in the cost of equity capital with respect to firms

with weaker governance, after controlling for beta, size and market-to-book. Therefore, the

paper suggests that the agency risk attributable to governance quality is not diversifiable.

Investors not only expect lower future cash flows for weak governance firms, but they also

discount the expected future cash flows at a higher rate.

The interactions between the accounting information disclosure and the use of graphs in

corporate annual reports (together with the frequency with which they are displayed) have

been also a matter of investigation. In this regard, Muiño and Trombetta (2009) show that

graphs in corporate reports are usually distorted and used to portray a more favourable view of

corporate performance. They investigated these effects in the Spanish market and their results

show that market disclosure interacts also with graph distortion as a determinant of the cost of

equity.

From an analytical point of view, Bertomeu, Beyer and Dye (2011) develop a model that jointly

explains a firm’s voluntary disclosure policy, its capital structure, and its cost of capital.

Through this model, the authors demonstrate that there exist interdependences between a

firm’s capital structure and its disclosure policy when analyzing the effects of corporate

information disclosure on the cost of capital. These interdependencies imply that, in

equilibrium, a firm’s capital structure and disclosure policy are jointly determined, and together

determine the firm’s cost of capital.

Finally, another important setting within this field is the impact of mandated disclosures or

accounting policies on firms’ cost of capital. It is assumed that increasing the quality of

mandated disclosures should generally reduce the firms’ cost of capital. A significant portion of
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its impact on the cost of capital of firms occurs through lowering the market risk premium

(Lambert et al., 2007).

In this line, standard setters frequently refer to it, suggesting that high quality accounting

standards may reduce capital costs. In fact, there exits the intuition that more information

always equates to less uncertainty, and, in the context of financial information, the end result

is that better disclosure results in a lower cost of capital. While these claims have intuitive

appeal, there is little empirical evidence on the connection between accounting standards, and

in particular the adoption of international accounting standards (IFRS) by firms, and firms’ cost

of equity capital.

2.2. The cost equity effects of mandatory IFRS adoption

According to previous theoretical and empirical evidence in this field, mandated disclosures, as

the legal requirement of the International Financial Reporting Standards (IFRS) adoption in the

EU, can reduce the cost of capital through at least two different paths: increasing the quality of

financial disclosure and enhancing information comparability. 

IFRS usually are more capital-market oriented and more comprehensive, particularly in terms

of disclosure requirements, than local accounting standards (Daske et al., 2008). This higher

quality financial reporting and better disclosure reduce adverse selection problems in stock

markets, enhancing liquidity and allowing for a decrease in the cost of equity, through

diminishing transaction costs, stronger demand for securities (Easley and O’Hara, 2004) and

lower forward-looking betas (Francis, Khurana & Pereira, 2005; Lambert et al., 2007).

A second argument for explaining the beneficial effects of IFRS adoption on the cost of equity

capital is that a uniform set of accounting standards can improve comparability of financial

information of firms across markets and countries, making the use of information less costly

for investors and, in turn, reducing information asymmetries and leading to a lower cost of

capital (Covrig, Defond & Hung, 2007). The impact of information comparability on firms’ cost

of capital seems to be a critical issue. In fact, even if the quality of corporate reporting is not

enhanced by the mandatory adoption of IFRS, the financial information provided by firms in

different markets and countries is still very useful to investors as IFRS reporting enhances the

comparison across firms and drops estimation risk (Daske et al., 2008; Lambert et al., 2007).

There is, however, empirical evidence suggesting that the positive effects of IFRS adoption on

the cost of capital can only emerge if the improve in quality reporting and the enhanced

information comparability across firms is consistent with firms’ reporting incentives and
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enforcement mechanisms (Li, 2010). In other words, it is unclear that mandating the use of

IFRS alone makes financial information more informative or comparable (Daske et al., 2008).

In fact, reporting incentives and enforcement play an important role in explaining the positive

impact of IFRS mandatory adoption as capital-market effects have only emerged in countries

with strong institutions and legal systems. This is the reason why many countries have made

enforcement changes (i.e. the creation of enforcement authorities that assume responsibility

for IFRS compliance, governance and auditing reforms) along with the switch in accounting

standards to support it, and it seems to be this bundle that is responsible for the positive

capital-market outcomes (Christensen et al., 2013).

In the case of the mandatory IFRS adoption in the EU, the shift to a new accounting regulation

has been accompanied with several institutional changes, such as the Financial Services Action

Plan (FSAP) in 1999 or the series of directives to improve financial market regulation (for

instance, insider trading regulation). These institutional changes can modify firms’ reporting

incentives leading to better quality disclosures and, thus, to a lower cost of capital.

As many countries with different enforcement regimes and institutional structures adopted the

IFRS around the same, it is in practice difficult to disentangle the effects stemming from the

shift in the information disclosure from other “external effects” (such as unrelated institutional

changes or economic shocks) as well as to identify whether the effects are evidenced just

around the time of the introduction of IFRS or, instead, they remain over time. 

There are, thus, some unsolved questions that can be addressed through a focused analysis on

particular countries in order to get to comparable results that may avoid the abovementioned

“noisy” effects. To move forward in this direction we have selected Spain, because, differently

to other EU members, the mandatory adoption of the international accounting standards in

Spain has led to an increase of the quality of the information disclosed by companies, along

with an enhance of enforcement regimes and institutional structures. The jointly effect of all

these changes may is expected to be a rise of reporting incentives for companies, that are

required to observe a stricter legal system (mainly in the fields of quality of disclosure,

auditing and corporate governance), that, in turn, has a feedback positive effect on the quality

of information disclosure. In fact, Spain was one of the EU members with weaker enforcement

mechanisms in the pre-period to IFRS adoption (Burgstahler et al., 2006), the country in the

EU with the highest number of inconsistencies between local standards and IFRS and with the

largest level of additional disclosure required by IFRS relative to local standards (Li, 2010).

While previous studies have found some evidence that voluntary IFRS adoption reduces the

cost of capital (Leuz & Verrecchia, 2000; Daske, 2006; Barth et al., 2008; Karamanou &

Nishiotis, 2009; Hail et al., 2010), there is little empirical evidence supporting the
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abovementioned relationship for mandatory IFRS adoption, and they show to some extent

different results. The more related studies to our paper are exhibited below.

Daske et al. (2008) examine the economic consequences of mandatory IFRS reporting on

market liquidity, cost of capital and Tobin’s q across 26 countries. Their results show a

threefold evidence: 

• An average market liquidity increase around IFRS introduction; 

• A decrease in firms’ cost of capital and an increase in equity valuation, but only prior to

the official adoption date; and 

• Market-capital benefits only appear to be significant in countries where firms have

incentives to be transparent and where legal enforcement is strong.

Similarly to our study, Li (2010), using a focused EU sample, additional data in the post-

adoption period, a difference-in-differences research design, and tests to account for a

transition effect, she finds consistent evidence that the IFRS mandate is associated with a

significant reduction in the cost of equity capital for mandatory adopters, but, unlike our work,

finds no significant effect for voluntary adopters at the time of mandatory adoption. She also

shows how disclosure and enhanced comparability are two of the possible mechanisms behind

the cost of equity effects.

These results reinforce the hypothesis about a bundled positive effect between the mandatory

adoption of IFRS and the enforcement of the information reporting.

3. Research design

3.1. Methodology

This paper explores the impact of mandatory IFRS adoption on the cost of equity capital of

Spanish firms. Formally, the hypothesis that we aim to verify can be stated as follows:

• H: The mandatory adoption of IFRS in 2005 by Spanish firms explains a decrease in the

firms’ cost of equity capital.

As in prior research, we regress the cost of equity capital on a set variables, setting the

mandatory IFRS adoption as a control variable in order to isolate the contribution of new

information reporting as an explanatory variable on the firms’ cost of capital.
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The cost of equity capital is defined as the market discount rate that equates a stock’s future

expected returns with its current price. It is not directly observable and for its estimation we

have found two streams in the literature: ex-post estimates, based on realized returns, and ex-

ante estimates, based on analysts’ forecasts. The former has been criticized for being

inaccurate as it is not a reliable proxy for the cost of equity capital (Reverte, 2009), showing

potential problems to identify the right asset pricing model, imprecision in the estimate of

factor loadings and in the estimate of factor risk premium (Fama & French, 1997). For

estimating the cost of equity capital under the ex-ante perspective, authors compute the

implied cost of capital for each firm by forecasting variables (mainly earnings and book value)

up to a terminal period and to set a suitable terminal value to capture the value of the

accounting variables beyond the terminal period (Espinosa & Trombetta, 2007). There are

different alternative proxies for the calculation of this firm-specific cost of equity capital or

expected return. Botosan, Plumlee and Wen (2011) assess the reliability of the methods used

under both approaches and providing additional evidence to the construct validity of the

proxies employed in extant research. They find that realized returns do not proxy for the cost

of equity capital, even after controlling for new variables, and recommend researchers the

indistinct use of the PEG method (Easton, 2004), also called rPEG, or the target price method,

rDIV (Botosan & Plumlee, 2002). These two methods provide cost of equity capital estimates

that are consistently and predictably related to risk and consistently demonstrate the greatest

degree of construct validity. Similar conclusions are provided by Artiach and Clarkson (2011)

concerning the PEG method.

Based upon these results, we use in this paper the Easton (2004) rPEG proxy for estimating the

cost of equity capital of a firm’s stocks in period t by setting up the following model:

rPEG,t =  [(epst+2-epst+1)/P0]1/2 (1)

Where: 

rPEG, t the cost of equity capital at t 

epst+2 consensus forecasts of earnings per share at t+2 

epst+1 consensus forecasts of earnings per share at t+1

Po the stock’s price at the end of the fiscal year t

Although in previous research different terms of forecasted earnings are displayed, we have

used one-year and two-year ahead, respectively, made as of the end of year t, as it seems to
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be a certain consensus on it in the literature (Muiño & Trombetta, 2009; Reverte, 2009; Lee,

Mande & Soon, 2009). 

According to prior theoretical and empirical research, the measure of expected return seems to

be positively related to beta (Muiño & Trombetta, 2009; Lee et al., 2009) leverage

(Damodaran, 2010) and inflation rate (Gosnell & Nejadmalayeri, 2010), and negatively related

to size (Li, 2010), GDP’s growth (Vassalou, 2003) and the average return in the capital market

(Kofman & Martens, 1997). Additionally, we have also included firms’ return on assets (ROA)

and return on equity (ROE) that are expected to be negatively correlated with a firm’s cost of

equity capital as well.

These independent variables are classified in three different set of variables:

• Embedded variables based on firms’ accounting information.

• External variables, concerning the market influence.

• A control variable, in order to capture the effect of mandatory IFRS adoption on firms’

cost of equity capital.

Embedded variables
Variable Description

Size (SZ) Log of total assets (Li(2010))

Leverage (LEV)
Non-current liabilities over equities plus non-
current liabilities (Damodaran (2010))

Return on Equity (ROE) Net Income / Equities
Return on Assets (ROA) EBIT / Total Assets

Market variables
Variable Description

Β

Regression coefficient between stocks’ market
returns and the return of the market portfolio,
the IBEX-35 index, as a proxy of the companies
stocks’ systematic risk (Muiño & Trombetta,
2009; Lee et al., 2009)1.

Inflation (IR) Annual changes in the inflation rate (Gosnell &
Nejadmalayeri, 2010).

GDP Annual change in GDP (Vassalou,2003).

Dow Jones (DJ) 

Annual return in the Dow Jones index. Kofman
and Martens (1997) conclude that US capital
markets influence the stock performance in
other European markets, as UK.

Control variables
Variable Description

IFRS
Dummy variable to control for the effect of
mandatory IFRS adoption on the cost of capital.

1To estimate beta values we have used the daily returns of stocks and the daily returns of the market portfolio
IBEX-35 index. We have estimated an annual beta for each firm according to the following regression model:
Rit= ai + bia RMt +mit

Table 1. Description of independent variables
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The formal regression model is as follows:

rPEGi,t = a0 + a1SZi,t + a2LEVi,t + a3ROEi,t + a4ROAi,t +  a5βi,t + a6IRt + a7GDPt+ a8DJt

+  a9IFRD + ϵi,t

(2)

Where: 

rPEGi,t is the cost of equity capital (ex-ante returns) of the firm i in year t 

SZi,t is the size of the firm i in year t

LEVi,t is the financial leverage of the firm i in year t

ROEi,t is the return on equity of the firm i in year t

ROAi,t is the return on assets of the firm i in year t

βi,t is the stocks beta for the firm i in year t

IRt is the inflation rate variation in Spain in year t

GDPt is the change of Spanish GDP in year t

DJt annual return of the Dow Jones index en el period t 

IFRS indicator variable equal to 0 for the years before 2005 and equal to 1 for 2005

and onwards.

ϵi,t is the random error

We have estimated our model using an OLS method. The research design has been as follows.

First, we have specified and regressed a basic model excluding IFRS variable to analyse the

influence of embedded and market variables on the cost of equity capital as well as to confirm

the expected sign. Then, we have included the IFRS indicator variable to our former model to

isolate the effect of the shift to a new accounting regulation on stocks’ expected returns.

3.2. Sample selection

We have built up a database of listed companies in the Spanish IBEX-35 index for the fiscal

years 1999-2009, generating 28 firm-year observations of full data1, including 307
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observations for estimating the cost of capital and for measuring the set of independent

variables. The source of our database has been as follows:

• Osiris database, from where we have obtained the firm-level accounting information.

• Web page http://finance.yahoo.com, from where we have got the stocks’ daily prices

required for beta estimations.

• From http://bolsademadrid.com we have been provided with the value of the IBEX-35

index, required as well for estimating beta values.

• The Journal Bolsas y Mercados Españoles has been the source of the analysts’ forecasts

on firms’ earnings per share. 

The size of our sample is constrained by the lack of access to a largest database containing

analysts’ forecasts, such as the I/B/E/S (Institutional Broker Estimate System) or JCF.

To obtain the cost of equity capital measures, we have used the information in the table

“Estimaciones de Consenso Valores IBEX-35” from the Journal “Bolsas y Mercados Españoles”.

The data available has allowed us to estimate a single cost of equity capital for each firm and

for 11 fiscal years, 1999-2009.

4. Results

4.1. Descriptive statistics

Table 2 reports the descriptive statistics for the variables used in the sample.

Variable Obs Average Standard deviation
rPEG1999-2004 112 0,184 0,263
rPEG2005-2009 196 0,119 0,162
rPEG1999-2009 307 0,158 0,223
b 307 0,290 0,379
SZ 307 16,09 2,263
LEV 307 0,508 0,228
ROE 307 0,145 0,304
ROA 307 0,070 0,115
IR 307 2.97 1,134
GDP 307 2,305 1,457
DJ 307 -0,011 0,121
rPEG  (estimated cost of equity capital), β (systematic stocks’ risk), SZ
(Firm’s size), LEV (firm’s leverage), ROE (return on equity), ROA (return on
assets, IR (annual inflation rate variation), GDP (annual growth in GDP), DJ
(annual return of the Dow-Jones index)

Table 2. Descriptive statistics
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Data reported in the table 2 shows that the average cost of capital calculated for the entire

sample is 18.4%. When this sample is divided into two subsamples for periods 1999-2004 and

2005-2009, we see that the cost of capital during the later period is lower on average than the

cost in the earlier period. Starting from 2005 the average cost of stocks (the cost of equity) as

well as its standard deviation is reducing. The table shows also that the average beta of the

whole sample is 0.29, evidencing a sort of “secure” profile of stocks traded in the IBEX-35

index. The return on equity has been, in average for the period 1999-2009, of 14.47%, being

the average value for the return on assets equal to 7% and the firms’ leverage of 50.75%.

Interestingly, the estimated average value of the cost of equity value (i.e., the required return

for the stocks of Spanish companies) has amounted to 15.8%, showing a higher value than the

actual return to stakeholders (14.47%). Size is far the variable with the largest standard

deviation, thus a significant effect is expected, and return on assets shows the lowest one.

4.2. Correlation between test variables

Table 3 reports the Pearson correlation coefficients for the test variables of the full sample,

allowing to set up a regression model without collinearity problems. We find a significantly

negative correlation between the cost of equity capital and the firm-level beta and positive

correlation between the cost of capital and financial leverage.

Regarding the correlation between test variables, we just find a high correlation coefficient

between the annual variation of the inflation rate and the annual growth in GDP, and between

the annual variation of the inflation rate and the annual market return in the Dow Jones index.

rPEG β SZ LEV ROE ROA IR GDP DJ IFRS
rPEG 1
β -0,1568 1
SZ 0,0969 0,2299 1
LEV 0,1492 0,1451 0,5097 1
ROE 0,0966 0,0165 0,3791 0,1838 1
ROA -0,0853 -0,0787 -0,2540 -0,2244 -0,0223 1
IR 0,0654 -0,5232 -0,1264 -0,1332 -0,0004 0,1010 1
GDP 0,1255 -0,5417 -0,1568 -0,2086 -0,0115 0,0672 0,7266 1
DJ 0,0091 -0,1824 -0,0362 -0,0038 0,0138 0,0839 0,7295 0,4145 1
IFRS -0,126 0,489 0,1539 0,2095 0,0107 -0,052 -0,593 -0,974 -0243 1
rPEG  (estimated cost of equity capital), β (systematic stocks’ risk), SZ (Firm’s size), LEV (firm’s leverage), ROE
(return on equity), ROA (return on assets, IR (annual inflation rate variation), GDP (annual growth in GDP), DJ
(annual return of the Dow-Jones index), IFRS is indicator variable equal to 0 for the years before 2005 and equal to
1 for 2005 and onwards. 

Table 3. Pearson correlation matrix
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4.3. Models and results

The results presented below are the best ones obtained after:

• Selecting the independent variables one by is using OLS. Based on all available

information we incorporate in the model 1 and 2 only the variables shown to be a

statically significant in OLS regression with the cost of equity capital.

• Considering the correlation coefficient between individually significant independent

variables. We consider only uncorrelated variables to avoid a collineariaty problem.

In table 4 we exhibit the results of the multivariate regression analysis using the best

estimated models for avoiding autocorrelation and heterocedasticity. Model 1 is the model that

better fits the data to capture the significant effects of the test variables on the cost of equity

capital. Model 2, instead, is the best model to isolate the incidence of IFRS mandatory

adoption by Spanish firms on their stocks’ expected returns. 

Variable Model 1 Model 2 
a0 0.055 (0.12) 0.1056 (3.09)
β 0.079 (2.03)** 0.063 (1.75)*
LEV 0.172 (3.02)*** 0.1713 (3.01)***
ROE 0.05 (1,20) 0.049 (1.17)
GDP 0.138 (1.34)
IFRS -0.15 (-1.72)*
Nº observations 307 307
R2 0.0526 0.049
β (systematic stocks’ risk), LEV (firm’s leverage), ROE (return on equity), GDP (annual
growth in GDP), DJ (annual return of the Dow-Jones index), IFRS (dummy variable
measuring the mandatory IFRS adoption by firms) 
*, **, *** Denotes significance at the 0.10, 0.05 and 0.01 level. T-student is exhibited in
brackets 

Table 4. Regression models

As it was expected, GDP does not show any significant effect on the cost of equity capital. The

analysis focused on a single country seems to be the reason for this absence of significant

variations at firm level. In fact, none of the market test variables has any effect on the

changes of the cost of equity capital of Spanish listed firms. Surprisingly, firm’s size neither has

a significant effect on the cost of capital. It is well-documented in the literature that size

exhibits a negative relation with expected returns, as a residual risk factor, in any incomplete

model of expected returns (Berk, 1995). This anomaly can be explained in terms of the sample

size, as an important limitation to capture the full expected effect from our test variables. 

Interestingly, and as it was expected as well, we find that firm’s beta and financial leverage

have a significant and positive effect on the cost of equity capital. Since Sharpe (1964), it  is
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assumed that the higher a stock risk is, the higher the expected return by investors. The

argument of estimation risk also affects financial leverage, as a higher level of leverage

increases the potential investors’ estimation risk regarding the parameters of a security’s

future stocks return.

More importantly, our results show that IFRS adoption is a significant variable to explain

variations in the cost of capital of stocks, with negative sign, thus evidencing that the

mandatory IFRS adoption has allow Spanish firms to reduce the cost of its equity capital by

dropping the required return for its stocks in the period 2005-2009 compared to the pre-

adoption period (1999-2004). This result is consistent with the assertion that a set of high-

quality accounting standards improves the quality of financial reporting, having a potential

benefit effect on the firms’ cost of capital if the new accounting standards adoption is

implemented along with an effort for enhancing a country’s enforcement mechanisms.

5. Conclusions

Our paper investigates the economic effects of mandatory IFRS adoption in Spain.

Through the regression of the estimated cost of equity capital of Spanish firms on a set of test

variables concerning accounting information, market influence and mandatory IFRS adoption,

we have found that risk parameters show a significant and positive effect on stocks’ expected

returns. If the firm’s beta increases then there will be also a rise in the firm’s cost of equity

capital. Similarly, firms showing a higher financial leverage are associated to a riskier profile

and, thus, investors required higher returns to invest in their stocks. Therefore, there is

consistent evidence that financial leverage does not only shows a positive influence on

shareholders return on equity, but it also has a significant effect on firms’ cost of equity capital

by increasing the discount rate of future cash flows and, thus, dropping the stocks’ value for

investors. This discount rate importantly concerns firms’ financial policy and it influences

capital markets’ performance, as a little shift in its value has a huge effect on a firm’s stocks

market value and on firm’s capability to create value.

After controlling by market beta and financial leverage, we find that, unlike Daske et al. (2008)

and similarly to Li (2010) results, mandatory IFRS adoption by Spanish firms in 2005 has led

to a lower cost of equity capital. Thus, there is a significant and negative joint effect of

enhanced quality of financial disclosure and improved enforcement mechanisms on the Spanish

stocks’ cost of capital of around 150 basis points. This finding is very relevant, as it suggests

that a specific analysis by country with additional data for the post-adoption period is required

to capture and understand country-level economic consequences of mandatory IFRS adoption.
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This study is subject to several caveats. First, the low size of our sample, due to data

availability, may cause that our results do not capture the full effect of explanatory variables,

such as the firm’s size. Additional country-level analysis with higher samples is required to

confirm our findings. Second, as EU countries have been making continuous efforts to

strengthen their legal and enforcement systems, our finding seems to be the result of a jointly

effect of mandatory IFRS adoption and an enhancing of enforcement mechanisms. Therefore, it

is necessary to disentangle this bundled effect in future research at country-level analysis.

And, finally, mandatory IFRS adoption is an event with several associated direct and indirect

costs and benefits. We have focused on a particular gross capital market benefit from the

adoption of international accounting standards, the effect on firms’ cost of equity capital, but

further research is needed to understand the whole consequences, controlling also by some

potential distorting effects stemming from the shocks of economic crisis on financial markets,

with a cost/benefit analysis approach, of mandatory IFRS adoption in the EU.
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Apendix A. Firms included in the sample 

Acerinox
ACS
Altadis 
Banc de Sabadell

Banco Popular 
Banesto
Bankinter
BBVA
BSCH
Cintra
Endesa
Fomento Construcciones y Contratas 
Gamesa
Gas natural 
Grupo Acciona
Grupo Ferrovial 
Iberdrola
Iberia 
Inditex
Indra
Mapfre
NH hoteles
Red Electrica
Repsol
Telefónica
Unión Eléctrica Fenosa
Vallehermoso
Zeltia 
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