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Abstract: This study aims to ascertain the relationship between the integrated reporting quality (IRQ)
disclosures and the implied cost of equity capital (ICC) in the developed markets of Australia and New
Zealand. The study provides empirical results on whether companies producing higher-quality integrated
reporting (IR) under a regular process can reduce equity capital costs. This study focuses on the benefits
of IR and notes that there is actually more information asymmetry between firms and investors than
previously believed. The study concludes that IR plays a salient role in capital costs (when information
asymmetry is greater) than cross-sectional tests. The 100 companies studied were chosen based on
Standard and Poor market capitalization listed in Australia and New Zealand from 2014 until 2016. The
study considered a total of 870 observations of post-implementation IR. Further, data were collected
from a validated secondary database. This study showed a significant, negative relationship between
IRQ and the ICC in the developed market. The results of this study encourage companies that have not
yet adopted IR to do so for accelerating reduction in the ICC. Consequently, this study can help promote
IR and attract more countries to implement IR policies to enhance IR research.
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INTRODUCTION

Over the years, corporate reporting has evolved within growing economies due to the enhanced necessity to be

transparent and fair with the capital markets. Companies were being advised to report their overall performance
to enable stakeholders to take relevant decisions (Garcia-Sdnchez & Noguera-Gdmez, 2017). Furthermore, the
rise ininterest for non-financial information has caused more companies to participate in sustainability reporting

(KPMG, 2017). The ever-increasing requirement for corporate transparency has encouraged companies to report

their economic, social, and environmental performance to shareholders, investors, and the public. Moreover,

IR was developed to address the difficulties faced by companies to analyze the amount of information
(Garcia-Sanchez & Noguera-Gamez, 2017).
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The IR was introduced for two main reasons: 1) traditional reporting was unable to link the relevance of
financial reporting, sustainability and strategies used (Serafeim, 2015), and 2) traditional reporting failed to
promote value creation mechanisms in constantly adapting to business environment changes (Adams & Simnett,
2011). Furthermore, IR is defined as a “new form of corporate reporting that has emerged after decades of
calls by academics and practitioners for a more holistic and integrated corporate reporting on the economic,
environmental, and social aspects of business” (Mohammad, 2019). The International Integrated Reporting
Council (IIRC) defines an integrated report as “a concise communication about the strategy, governance,
performance, and prospects in an organization that leads to the creation of value over the short, medium, and
long term” (1IRC, 2013).

Many companies choose to disclose information that minimizes social tensions and this voluntary
practice has benefits like the redefining of political costs associated with legal requirements, taxes, and rates
(Rodrigue et al., 2008). Firms which disclose high-quality information will effectively minimize asymmetric
information issue following capital costs (Easley & O’Hara, 2004). Consequently, IR provides both financial and
non-financial information in one report to link the levels of voluntary disclosure and ICC (Barth et al., 2017;
Garcia-Sadnchez & Noguera-Gamez, 2017). Furthermore, the IR concept evolves around stakeholders that
demand more coherent and concise value creation stories from the companies.

Notably, IR practice is allegedly voluntary, yet most conglomerates have adopted this process intentionally
is more applicable to industrialized countries such as Australia and New Zealand which have an efficient market
performance and provide better protection for investors due to common law practices (Burke & Clark, 2016;
De Villiers & Sharma, 2017).

This study investigated the role of IR as new corporate reporting behavior and the effects in reducing the
equity capital in the 100 top companies listed in Australia and New Zealand which have a high equity capital
(Zarebski & Dimovski, 2012). The lack of trust in the management about the quality of investment consequently
leads to investors charging an equity premium for providing capital to the firm (Core, 2001).

Prior studies indicate that there is a correlation between non-financial information such as Corporate Social
Responsibility (CSR) and the ICC (Dhaliwal et al., 2011) and now have become compulsory by corporations in
European countries (Rahman et al., 2020). Moreover, CSR reduces financial constraints experienced by firms due
to increased sales, cost efficiency, and reduced cost of capital (Ronald et al., 2019). Furthermore, investigated
the relationship between CSR, investors’ protection, and the ICC and noted that countries with strong investor
protection due to CSR implementation resulted in lower equity costs.

Several studies have examined the relationship between IRQ and ICC. The association between the
integrated information and cost of capital in 27 countries around the world using a sample of 995 companies
and 3294 observations were studied and the study found that the disclosure of integrated reporting is
negatively associated with the cost of capital (Garcia-Sanchez & Noguera-Gdmez, 2017; Zhou et al., 2017).
Garcia-Sanchez & Noguera-Gamez (2017) argued that the differences in the corporate governance systems of
these countries are not reflected in the findings. Moreover, Barth et al. (2017) conducted a study on 8o firms
listed in the Johannesburg Stock Exchange (JSE) indicated no relationship between IRQ and the ICC. Conversely,
Lee & Yeo (2016) found a positive relationship between disclosure in IR and firm valuation. Thus, the results
were inconsistent in investigating the relationship between IRQ and ICC (Barth et al., 2017; Garcia-Sdnchez &
Noguera-Gamez, 2017; Zhou et al., 2017).

This study is based on the theory of voluntary disclosure with a high level of corporate reporting disclosure.
This study hypothesis that voluntary disclosure leads to the reduction of information asymmetry among investors
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(Diamond & Verrecchia, 1991; Kim & Verrecchia, 1994), reduction of estimation risk, and increased transparency,
which resultsinalower ICC (Zhou, 2015). Moreover, a theoretical framework identified the need to use forward-
looking information to estimate the ICC (Sharfman & Fernando, 2008; Dhaliwal et al., 2011). The cost of capital
was affected by a theoretical link between disclosure policy and reporting quality (Beyer et al., 2010).

Previous studies used voluntary disclosure theory, processing information theory, political, social, and
institutional theory to examine the relationship between IRQ disclosure and ICC (Lee & Yeo, 2016; Melloni et al.,
2017; Barth et al., 2017). This study aimed to examine the relationship between IRQ disclosure and the implied
ICC of top companies in Australia and New Zealand which practice integrated reports anchored by the voluntary
disclosure theory.

METHODS

Based on the study, five variables were investigated to observe the quality of IR reporting in New Zealand and
Australia. The variables used in this study were listed and defined in Table 1.

Table 1 Study Variable Definitions

Variable (Acronym) Definition (Source)

ICC PEG ICC was measured by the price/earnings-to-growth (PEG) model adapted from (Blanco et al.,
2015; Persakis & Latridis, 2016; Garcia-Sanchez & Noguera-Gamez, 2017).

IRQDIS The IRQ findings were scored from ‘0 to 3’ where zero ‘0’ was assigned for compliance, ‘1’ if
the companies provided general qualitative disclosures, 2’ if the company provided specific
information, and ‘3’ for detailed discussion incorporating quantitative figures (Appendix 1)
adapted from (Akhter & Ishihara, 2018; Haji & Anifowose, 2016).

SIZE Company size.

LTG Long Term Growth (LTG) is the average of the monthly long-term growth rate during the
fiscal year, which was obtained from the IBES (Gebhardt et al., 2001; Dhaliwal et al., 2011)

ROA The return of assets (ROA) calculated the profitability ratio which indicated the profit
generated by the company from the assets (Martin et al., 2018)

CSR CSR use dummy variables coded if a company issues a standalone CSR report in addition to
the annual IR during the fiscal year (Dhaliwal et al., 2011).

LEV The Leverage Ration Definition (LEV) was calculated using total debt divided by the total
assets of a company to reflect the financial risk faced by a firm (Isnurhadi et al., 2020)

The target sample of this study was the top 100 largest companies listed on the Australian and New Zealand
stock exchanges based upon the S&P market capitalization which engaged in IR for a period of four years (2014
to 2018). The study data was collected from various sources including 870 samples of forecasted Earnings per
Share (EPS) results from the Institutional Brokers’ Estimate System (IBES) for monthly COC estimates for a year,
annual IR reports, company websites, and the IIR database. The Ordinary least square (OLS) and fixed effect
(FE) techniques were used to overcome the endogeneity problems indicated by the Hausman test. Lastly, the
data were analyzed using STATA 14 statistical software.

ICC, = Bo + B1IRQ, + B2SIZE + B3LTG, + B4ROA, +B5CSR, + BOLEV + i+ &g,
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RESULTS AND DISCUSSION

Based on Table 2, the average ICC in both countries was 0.298 with a minimum value of 0.138 and a maximum
value of 6.087 which was higher than companies listed in the United States (0.11) and South African (0.137)
(Easton & Monahan, 2005; Zhou et al., 2017). Resultantly, Australia and New Zealand have a higher cost of
capital compared to the United States and South Africa. The standard deviation of 0.100 showed that most
companies in Australia and New Zealand had an ICC value close to the average ICC; however, several companies
have extremely low or high ICC.

The average IRQDIS score was 0.723, with a minimum score of 0.106 and a maximum score of 3.464.
Compared to the benchmark score of 3, companies in Australia and New Zealand did not perform well with
regards to the IR framework. Based on the standard deviation results (0.456), a huge gap was identified among
the sampled companies regarding IRQ.

Table 2 Summary Statistic for Full Sample Size

Variable Observed (N) Mean Standard Deviation Min Max
ICC-PEG 870 0.298 0.100 0.138 0.667
IRQDIS 870 0.723 0.470 0.106 3.464
SIZE 870 2.813 0.978 1.021 6.087
LTG 870 0.209 0.143 0.017 0.695
ROA 870 0.286 0.197 0.182 0.588
CSR 870 0.100 0.085 0.006 0.481
LEV 870 0.155 0.070 0.012 0.524

This finding corresponded to Pavlopoulos et al. (2017), where the average IRQDIS score index was 0.395
with maximum scoring of 1.000. This score was lower than Zhou et al. (2017) who investigated the IRQDIS score
(6.283) in South African companies that reported a full disclosure checklist containing content elements and
guiding principles).

The average size of companies in this study was 2.813 with a minimum value of 1.021, a maximum value of
6.087, and a standard deviation of 0.978, thus indicating that the study sampled relatively different company
sizes. The average monthly LTG rate was 0.209, minimum of 0.017, maximum of 0.695, and standard deviation of
0.143. The average ROA was 0.286, minimum of 0.182, maximum of 0.588, and standard deviation of 0.070. The
average CSR score was 0.100, minimum 0.006, maximum 0.481, and standard deviation of 0.085. The average
LEV was 0.155, minimum of 0.012, maximum of 0.524, and standard deviation of 0.070.

According to Table 3, the implied ICC had a significant, negative correlation of -0.087 with the size while
IRQ had a significant and positive relationship at 0.037 with size. This result indicated that ICC had a positive
correlation to LTG at 0.319. Conversely, ICC had a significant and negative relationship with ROA (-0.75) but
showed a positive and significant relationship with IRQDIS (0.832).

Resultantly, ICC had a positive and significant correlation to CSR (0.191). Likewise, CSR showed a positive
and significant correlation (0.709) to IRQDIS. Lastly, the result showed that ICC had a negative and significant
correlation LEV at 0.4372. Overall, the results corroborate the first hypothesis of this study and are like
Dhaliwal et al. (2011).
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Table 3 The Relationship among Research Variables (Bivariate Correlation)

OBS (N=870) ICC PEG IRQDIS SIZE LTG ROA CSR LEV
ICC-PEG 1
IRQDIS -0.139%* 1
SIZE -0.087 0.037 1
LTG 0.319%* 0.832%* 0.0256 1
CSR -0.751 0.179** -0.106% 0.122%% 1
ROA 0.191%* 0.709** -0.030 0.800%** 0.42 1
LEV 0.4372 0.0033 -0.107%* 0.2309% -0.124* 0.0451 1

*Correlation is significant at the 0.05 level (1-tailed)

The multicollinearity problems encountered in this study can be solved using the variance inflation factors
(VIF). AVIF threshold value of 10 indicates that no multicollinearity problem exists according to Hair et al., (2006)
and Gujarati, (2003). The variables had a low VIF value under 5.1 which confirms the absence of multicollinearity
problems (Hair et al., 2006).

Heteroscedasticity is the constancy in the variance of errors across the observations. If the variance in
errors is not constant, then the residual variance is heteroskedastic. The presence of heteroscedasticity can be
tested using Cameron and Trivedi’s decomposition of the IM-test (Kutner & Olson, 2008) and White’s General
Heteroscedasticity Test. White’s General Heteroscedasticity Test was used to detect heteroscedasticity in this
study (see Table 4).

Table 4 Heteroscedasticity Test

Regression Model Wald Chi-Square Test
Chi* (174) Prob> Chibar? H Null
ICC 1 2.2e + 06 0.0000 Rejected

Market capitalization for firms from Australia and New Zealand used in this study are fundamentally
assumed to be homogeneous. To reconfirm this assumption, the homogeneity of variance was reconfirmed
with the Levene F test, whereby F (4.72) = 0.19, P = 0.03. The independent sample t-test was associated with a
statistically significant effect, whereby t (520) = -2.35, P = 0.03. This result was statistically significant in both the
Levene and independent sample t-tests, thus validating the assumption of equal variance.

Endogeneityrepresentsastatisticalproblemthatoccursinmultipleregressionanalyseswhenanindependent
variable is correlated with the error term. According to Chenhall and Moers (2007), the endogeneity problem
may lead to biased and inconsistent estimators when the OLS estimation is used as there is no correlation
between the dependent variable and the error term. Endogeneity is caused by omitted variables or the self-
selection problem. The Hausman specification test was used to test for endogeneity and to provide justification
to choose between the fixed or random effect. The Hausman specification test results are shown in Table 5.
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Table 5 Hausman Test Results

Test Value Model 1
Hausman test Chi-square 32.36
(p-value) 0.000

Chi-square in parentheses *, ** and *** represent the significant at 10%, 5% and 1%.

The null hypothesis is there is no correlation between the regressors and the error term while the alternative
hypothesis predicts a correlation between the regressors and the error term. Resultantly, the R-squared value
for model 1 that shows the goodness-of-fit of the model was 64.8%, indicating that the model was a good fit for
further analysis.

In model 1 the p-value was less than 5%, leading to the rejection of the null hypothesis. Thus, this study
showed a correlation between the regression and the error term, therefore a fixed regression model was
appropriate in this study.

According to Allison (2009), Fixed Effect solved the endogeneity problem by controlling, measuring, and
including each stable and unused variable in the regression model.

The Fixed Effect result shown in Table 6 indicates that the IRQ has a negative impact at a 99% level on the
ICC of top firms in Australia and New Zealand.

Studies carried out by Garcia-Sdnchez & Noguera-Gamez (2017) and Zhou et al. (2017) concurred that IRQ
helped reduce the ICC. Furthermore, theoretical research supports a negative association between quality
disclosure and the cost of capital (Botosan, 1997). Public disclosure reduces information asymmetry by displacing
private information and risk estimation. The decrease in risk may decrease the risk premium demanded by
investors and decrease the capital cost procured by the firm.

Overall, these results suggest that high-quality IRQDIS reduces the ICC for firms which support the first
hypothesis that the top firms in Australia and New Zealand disclosing high-quality corporate reporting including
IR have alower ICC. The result demonstrates that firms need to produce IR as a new practice to lower the ICC as
firms that practice IR have improved business activity and attract more foreign direct investments.

The size of a company has a significant, positive relationship with ICC indicating that bigger companies
have a greater need for funding to support a higher cost of capital, this result is like Dhaliwal et al. (2011). The
LTG variables in the models showed a positive and significant effect at a 99% level of confidence consistent with
studies carried out by Gebhardt et al. (2001). Thus, most control variables support enhances the relationship
between IRQDIS and ICC.

IR provides high-level disclosure allowing stakeholders to gain a complete understanding of the strategies
and the performance of a company. IR gives investors relevant information to help long-term decision making.
Furthermore, IR is a way of integrating a broader set of factors fundamental to the long-term of a company and
provides better communication. An IR benefits all stakeholders in an organization, lowering ICC and should be
practiced by more companies.
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Table 6 Panel Data Estimation Results

POLS Regression Random Effect Fixed Effect
Variables
ICC ICC ICC
IRQ -0.257%%* -0.250%** -0.214%%*
(0.0110) (0.0111) (0.0138)
SIZE 0.000678 0.00211 0.0146%%*
(0.00270) (0.00289) (0.00495)
ITG 0.941%*%* 0.918%** 0.823%**
(0.0404) (0.0401) (0.0473)
ROA -0.00476 -0.00439 0.00510
(0.0137) (0.0147) (0.0273)
CSR -0.0811 -0.0809 -0.0968
(0.0530) (0.0537) (0.0683)
LEV @2 0.243%** 0.449%**
(0.0418) (0.0440) (0.0669)
Constant 0.263%** 0.253%** 0.179%**
(0.0115) (0.0123) (0.0204)
Observations 870 870 870
R-squared 0.650 0.648
Number of codes 174 174

The coefficient values (Robust t-statistics) are shown with standard errors clustered at the company level at *** p<o.01,
** p<0.05, and * p<o.

CONCLUSION

IR in Australia and New Zealand is voluntary where only the top companies adopt it. Voluntary information
disclosure has focused on various kinds of information disclosure like sustainability reporting and environmental
reporting based on the IIR framework. Moreover, IR enables companies to reduce equity cost by making
high-quality disclosure in pertinent areas of operation, strategy, risk, and how firms create value over time
encouraging stakeholders to invest. This study encourages companies that have not produced IR to accelerate
the reduction in the ICC. Consequently, this study can help promote IR to the world to attract more countries
to implement IR policies to enhance IR research. Future research should investigate knowledge on the cost of
capital implications of IR adoption consider classifying the samples based on the extent of the adoption (full
adoption, partial adoption, and non-adoption).
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Appendix 1 Disclosure Checklist (Content Elements) of Integrated Reporting (IR)

Disclosure Items

1. 4.5 Organization’s mission, vision, values, and culture (No disclosure=o,
Disclosure=1)

3. 4.5 Ownership and operating structure (No disclosure=0, Disclosure=1)

5. 4.5 Key quantitative information (for example, the number of employees,
revenues, and number of countries operating, highlighting, in particular,
significant changes from prior periods) (No disclosure=0, Financial KPIs
only =1, Both financial and non-financial KPIs=2, KPIs linked with objectives
and/or capital=3)

Subtotal (Content Element 1)

7- 4.9 Organization’s leadership structure (skills and diversity; e.g., range of
backgrounds, gender, competence, and experience of BOD) (No disclosure=o,
Members of the BOD/Committees are listed=1, Names, experience, and skills
are also listed=2)

9. 4.9 Role of highest governance body in risk management (No disclosure=o,
Disclosure=1)

1. 4.9 How remuneration and incentives are linked to value creation
(No disclosure=0, General disclosure=1, Specific disclosure=2)

Subtotal (Content Element 2)
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13. 4.13 Explicit identification of the key elements of the business model
(No disclosure=0, Disclosure=1)

15. 4.14 Relating and disclosing capitals with business model (No disclosure=o,
Narrative disclosure only=1, Narrative with limited quantitative disclosure=2,
Adequate disclosure=3)

17. 4.3 Connection to information covered by other content elements, such as
strategy, risks and opportunities, and performance ( including KPIs and
financial considerations, such as cost containment and revenues)

(No disclosure = o, Limited disclosure = 1, Adequate disclosure=2)

Subtotal (Content Element 3)

19. 4.25 The specific sources of risks and opportunities (No disclosure=0, Disclosing
risks only=1, Disclosing both risk and opportunity=2)

21. 4.25 The specific steps being taken to mitigate or manage key risks or to create
value from key opportunities (No disclosure=0, Disclosure on risk mitigation
only=1, Disclosure on risk mitigation mainly with limited on opportunity=2,
Adequate disclosure both on risks and opportunity=3)

% (Content Element 4)

22. 4.28 The Organization’s short, medium, and long term strategic objectives
(No disclosure=0, Partial disclosure=1, Adequate disclosure=2)

24. 4.28 The resource allocation plans it has to implement its strategy (No disclosure=o,
Limited disclosure=1, Adequate disclosure=2)
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26. 4.29 The extent to which environment and social considerations have been
embedded into the Organization’s strategy to give it a competitive advantage
(No disclosure=0, Disclosure=1)

Subtotal (Content Element 5)

28. 4.31 Quantitative indicators with respect to targets and risks and opportunities
(No disclosure=0, Disclosure=1, Disclosure with trends=2)

30. 4.31 The state of key stakeholder relationships and how the Organization has
responded to key stakeholders’ legitimate needs and interests
(No disclosure=0, Limited disclosure=1, Adequate disclosure=2)

32. 4.32 KPIs that combine financial measures with other components or monetizing
certain effects on the capitals (No disclosure=0, Limited disclosure=1,
Company-specific and innovative disclosure=2)

% (Content Element 6)

33. 4.35 Organization’s expectations about the external environment (No disclosure=o,
General disclosure=1, Organization specific disclosure=2)

35. 4.37 Potential implications on future financial and other capitals (No disclosure=o,
Partial Disclosure=1, Adequate Disclosure=2)

37. 4.38 Comparisons of actual performance to previously identified targets further
enable evaluation of the current outlook (No disclosure=0, Disclosure=1)

% (Content Element 7)
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