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The Impact of Earnings Quality on the Cost of Equity:

Evidence from Privatized Firms
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5. onclusion

Our paper contributes to the literature on stock price earnings quality and the cost of equity capital by employing the
privatization framework as a testing laboratory. Specifically, using a multinational sample of 161 newly privatized
firms from 32 countries, we examine the impact of discretionary abnormal accruals on the cost of equity. We find
strong and robust evidence that lower absolute value of discretionary abnormal accruals (i.e., higher earnings quality)
is associated with lower cost of equity, suggesting that higher earnings quality is associated with high precise
information about the cash flows of the firm, which reduces the amount of information risk (e.g., Lambert et al.,
2008), leading to a lower cost of equity. Our finding is also consistent with the conjecture that higher earnings
quality is associated with a lower cost of equity capital since it is accompanied with lower information asymmetry
and lower systematic risk, respectively.
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