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1. Introduction

Financial statement comparability (hereafter, compitity) is one of the most desirable
characteristics of financial reporting and is ofidamental interest to regulators and academics
alike. As stated in the International Financial B#jpg Standards (IFRS) Framework set by the
International Accounting Standards Board (IASB)mearability enables users to identify and
understand similarities in, and differences amdtegns (Conceptual Framework for Financial
Reporting, IASB, 2010). With the global convergence of accounting stamslaadgrowing body
of literature identifies various benefits of comggaitity (De Franco et al., 2011; Defond et al.,
2011; Kim et al., 2013; Young and Zeng, 2015; Kitrak, 2016; Chen et al., 2018; Choi et al.,
2019; Majeed and Yan, 2019)Regulators even regard improving comparabilityoae of the
main objectives of IFRS adoption, such as in thegean Union (EU) (EC No. 1606/2002).

However, whether and how comparability affects ¢lost of capital and investor welfare
remains a question. Imhof et al. (2017) providdipiaary evidence that greater comparability is
associated with a lower cost of equity capital. ldeer, Fang et al. (2018)’'s model shows that
comparability yields both information gains andsles, because it creates information spillover
among firms through correlated accounting measunesngspillover informativeness”) while
reducing firms’ own reporting precision (“standatoimformativeness”). Although a number of
theoretical papers investigate the relationshipvben information disclosure and the cost of
capital (Easley and O’Hara, 2004; Lambert et a0p72 Hughes et al., 2007; Gao, 2010;
Christensen et al., 2010; Johnstone, 2016; Dutth Mdezlobin, 2017a§,it is unclear how
comparability affects the cost of capital and itwesvelfare. This paper investigates these
guestions theoretically.

We build a two-period, two-firm model with manykiaversion investors in a perfect market.
At the end of the first period, current investoisctbse public financial reports (with some degree
of comparability) about the expected profitabilitiythe firm in the second period and then sell the
firm to new investors. A unique equilibrium tradipgice exists. Comparability of information
disclosure is incorporated into the price, whidocdtes the related risk among current investors
and new investors. In our model, similar to theedasthat of Fang et al. (2018), comparability is
defined as firms’ propensity to use common accogntinethods that the regulators require
through accounting standards. Following Lambe#le{2007) and Zhang (2013), we extend the

capital asset pricing model (CAPM) to incorpordte tole of accounting information in asset

! The Financial Accounting Standards Board (FASB) As®a consistent and similar statement in iteStant
of Financial Accounting Concepts (SFAC) No.8 in Seyiter 2010.

2 See De George et al. (2016) for a review of tHiRSRdoption literature, especially on comparability.

% See Bertomeu and Cheyne (2016) for a survey of ¢tieat literature on disclosure and the cost oftehp
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pricing and give the specific expression of the cbsapital.

In an exchange economy, we first show that thdiogiship between the cost of capital and
comparability is not unanimous. The cost of cagitadreases with comparability if and only if the
quality of accounting standards is sufficiently ligvhich suggests that comparability itself
cannot reduce the cost of capital. The thoughtrgktiie finding is similar to one recent study by
Johnstone (2016), in which he opposes the ideantbat precise information reduces the cost of
capital merely by being more precise and propokes it is essential to think of what that
information “says” (i.e., “good news” or “bad news'rather than merely considering its

“precision”. The finding is also consistent wittetEonceptual Framework of FASB as follows:

“Comparable information, however, is not usefitifs not relevant and may mislead if it is
not faithfully represented. Therefore, comparapilis considered an enhancing qualitative

characteristic instead of a fundamental qualitatbreracteristic.”(SFAC No. 8, FASB, 2010)

Thus, our study supports the relative importancearhparability, i.e., although important,
comparability is secondary to relevance and faittdpresentation. The IFRS Framework (2010)
also regards comparability as an enhancing quaétatharacteristic that is not as important as
relevance and faithful representation (i.e., fundatal qualitative characteristics). However,
regulators usually list comparability as one of thest important reasons to push a set of new
common accounting standards. Since comparabiigjfihas no benefits toward reducing the cost
of capital, it should be treated prudently to avaierstating the function of comparability.

We also find that current investors and new inusstbave different demands for
comparability. Under the condition that accountstgndards have the highest quality, current
shareholders unambiguously prefer the most comfmardisclosure regime as their welfare
increases in comparability; however, future investwill not prefer comparable information as
their welfare decreases in comparability. This ltesuggests that current investors’ welfare and
the cost of capital are negatively associated, hvhg& consistent with conventional wisdom
indicating that investors benefit from a lower coktapital. In contrast, future investors’ welfare
and the cost of capital are positively associaffus finding might be surprising, but it is
interesting. The reason why comparability affedie tvelfare of current investors and new
investors differently is that they bear differergtks. For the current investors, changes in the
disclosure policy (comparability) affect their waaé mainly through the trading price, and their
welfare is dominated by the price risk. Since ttagling price increases in comparability, current
investors prefer more comparable disclosure. Feingw investors, their welfare is dominated by
the cash flow risk. As the conditional covarianoearigance) of cash flows decreases in

comparability, more comparable accounting disclesasults in a lower expected return, and they



will benefit less from less-risky investment in @egital market. The finding is consistent with the
results of Gao (2010) and Dutta and Nezlobin (202047h).

The above finding has an important implication distinguishing the disclosure preferences
of existing and potential investors. With respeztthe objective of financial reporting, the
frameworks of both the IASB and FASB emphasize thatprimary users of general-purpose
financial reporting include present and potentialestors. Thus, our analysis corresponds well
with the theoretical framework indicating that diént investors might have different information
needs. Accordingly, accounting standards shouldldmgned to balance present and potential
investors’ information needs, as investors arentiost important users of financial reports. The
results of our analyses also imply that the costagiital is not a valid proxy for the welfare of al
investors.

In a production economy (i.e., the firm can adjoststments) and under the condition that
the quality of accounting standards is sufficiefigh, we show that more comparable disclosure
leads to higher investment and that current invedtenefit more from increased comparability;
thus, current investors still always prefer the trmmmparable information, and the mechanism
behind this preference is the same as that in aehagge economy. However, the costs of capital
and the welfare of new investors are still positivassociated, as they both decrease with
comparability if and only if the cost of investmeist above a certain threshold. Intuitively,
although comparability reduces the cost of capitiad rising investment level increases the
covariance (variance) of firms’ cash flows, thusréasing the related risk and the cost of capital.
A larger cost of investment adjustment places itime ih a more stable state, and more comparable
information will transform the firm into a relatileriskless asset, which is against the preference
of new investors concerning riskier investments matated higher expected returns.

Finally, our analysis also shows that the effeétsamparability on the cost of capital and
investor welfare are enhanced when firms’ idiosgticraccounting measurements are highly
volatile and/or correlated. The intuitions behihistfinding are as follows. On one hand, when
firms’ idiosyncratic accounting measurement is higbolatile, it more greatly benefits reducing
the cost of capital through the adoption of commamtounting standards with increased
comparability. On the other hand, when firms’ indisal accounting treatments are highly
correlated, the cost of adopting common accourdgtagdards (e.g., decreasing the precision of
individual firms’ own reports) is lower because t@nmonandindividual accounting treatments
are close to some extent; thus, this situationgnaat benefits from reducing the cost of capital by
improving comparability.

Overall, by asserting that comparability itself sanhreduce the cost of capital while still



relying on the quality of accounting standards #mel cost of investment adjustment, our study
contributes to the understanding of accounting adtaristics by theoretically justifying
comparability as a separate but secondary eleméntheo IASB and FASB’s conceptual
frameworks. By showing that current investors amivnnvestors have different and even
conflicting demands for comparability, our studgalcontributes to the necessity of making a
distinction among the users of accounting infororatiThus, our study has important implications
for accounting standards setters and informatistlo$ure regulators, and it provides some
insight for related empirical research on the refship between accounting standards,
comparability and the cost of capital.

Fang et al. (2018) lay a foundation for our stugpecially concerning the initial modeling
of comparability, but our study is different frorheirs in three aspects. First, we define
comparability as firms’ propensity to use commonacamting methods that the regulators require
through accounting standards. In our model, conigiisadepends on both the enforcement of
accounting standards and the firm’'s idiosyncragiporting incentives. However, in Fang et al.
(2018)’'s model, there is a benevolent social planvte sets the comparability maximize the
investor's expected payoffs. We argue that it igen@asonable to allow the firm to choose its
accounting policy so that the current investorgented utility can be maximized. Second, Fang
et al. (2018) focus on the effect of comparabititythe informativeness of fundamental earnings
in their paper. Our research extends this concgpirther exploring the impacts of comparability
on the cost of capital and investor welfare. Thus; research complements their findings to
provide better understanding of the benefits amstscof comparability. Third, one investor is
risk-neutral in Fang et al. (2018)’'s model, while assume that both current and new investors are
risk-averse.

Researchers have long been interested in theoredhip between information disclosure and
the cost of capital (Easley and O’Hara, 2004; Laméeal., 2007; Hughes et al., 2007; Gao, 2010;
Christensen et al., 2010; Christensen and Qin, ;2D04sbert and Verrecchia, 2015; Johnstone,
2016; Dutta and Nezlobin, 2017a, 2017b). Two studimong the previous research are closely
related to this paper. Gao (2010) studies how ibelasure quality affects the cost of capital and
investor welfare based on a representative firra production economy. He shows that a higher
quality of information disclosure is not always actpanied by a lower cost of capital and higher
investor welfare and that the cost of capital dan enove in opposition to the welfare of investors
as the disclosure quality changes. On the othed,hBuatta and Nezlobin (2017a) study how
information disclosure affects the cost of capédtatl investor welfare in a dynamic setting. They

give a certain threshold of the firm’'s growth rhtdow (above) which the cost of capital decreases



(increases) in the precision of public disclosUreey also emphasize the different effects of the
public disclosure level on the welfare of currehreholders and future shareholdefBvo
important features distinguish our research froenabove papers. First, the above papers all focus
on how thelevel or precision of information disclosure affect the cost of capitwhile our
research examines these relationships from th@@etige ofcomparability Second, our research
also investigates how the accounting standardstygadfiects these relationships. Thus, our paper
contributes to this stream of literature.

This paper also contributes to the literature @andbonomic consequences (in particular, the
cost of capital) of accounting standards. Some goapistudies show that the mandatory adoption
of IFRS reduces the cost of capital (Daske et2408; Li, 2010; Daske et al., 2013). In Li
(2010)’s additional analyses, he finds that incedaslisclosure and enhanced information
comparability are two mechanisms behind the costgoity reduction after IFRS adoption in the
EU. In his theoretical study, Zhang (2013) examihes the quality of accounting standards
affects the cost of capital, real investment andfare in a large economy. He shows that
improving accounting standards causes an expano$itre real economy, but firms in certain risk
classes end up with higher costs of capital anetoxslues, some of which are crowded out from
the economy. Overall, it is still unclear how acating standards affect the cost of capital through
comparability. This paper highlights the importanck the accounting standards quality in
determining the relationship between comparaldlity the cost of capital.

This paper is also related to the literature thetleates the costs and benefits of uniform
regimes in reporting information (Dye and Sridt2008; Friedman and Heinle, 2016; Chen et al.,
2017; Lin et al., 2019). These studies, to somergxare linked to the definition of comparability
in this paper, although they do not directly foaus comparability. Dye and Sridhar (2008)
develop a positive theory of accounting standardenastandards generate network externalities
and differ in flexibility. They evaluate expectedliwe-maximizing firms’ preferences between two
standards regimes, rigid and flexible. Friedman ldethle (2016) examine the costs and benefits
of uniform accounting regulation in the presenceheferogeneous firms that can lobby the
regulator. They argue that a commitment to unifoegulation reduces economic distortions
caused by lobbying at the cost of forcing the samatment on heterogeneous firms. In a more
recent study, Chen et al. (2017) examine unifornd aiscretionary regimes for reporting
information about firm performance from the pergpecof a standard setter. In their research, the
uniform regimerequires all firms to report using the same satpbrting methods, regardless of

the precision of their information, which can bgaeled agull-comparabilityin our paper. The

4 |n addition, Dutta and Nezlobin (2017b) furthetemd their research by allowing the firm to makeinal
investment decisions.



discretionary regimallows firms to freely condition their sets of refpiog methods based on the
precision of their information, which can be regatdasnon-comparability respectively. Thus,
the definition of comparability in our paper casabe interpreted as a continuous value of the
weighted average of uniform and discretionary reginfor financial reporting. Using a unique
setting in Germany, Lin et al. (2019) find that #aoption of IFRS does not lead to a significant
incremental increase in comparability beyond th@veogence between IFRS and domestic
standards. The findings of our study should alsofliaterest to regulators and standard setters as
they assess alternative methods of aligning domstthdards with IFRS.

The rest of the paper is organized as follows.i&e@ describes the basic setting and gives
the definition of comparability. Section 3 charazes how comparability affects the cost of
capital and investor welfare in an exchange econdBgction 4 extends the analysis to a

production economy (i.e., the firm can adjust itnents). We conclude the paper in Section 5.

2. Modd Setup

We set up a two-period, three-date economy conmgrisivo risky firms (denoted as firin
and firmj, respectively), infinite risk-aversion investoasid enough risk-free assétghe firms’
shares are collectively owned by the investors teadied in a perfectly competitive market. The
investors are homogeneous and have symmetric iafiomin the market. We assume that the

risk-free asset yields a rate of returrRp$ 0. Figure 1 shows the sequence of events.

t=0 Period 1 t=1 Period 2 t=2

(1) Cash flow X, Xigenerated from period 1
are fully distributed to current investors.

(2) The firms disclose a signal.

(3) Current investors adjust investment.

(4) Current investors sell all shares to new
investors and consume.

Firmiand jeach has
a one-unitinitial asset.

Cash flow X, X;jgenerated from
period 2 are fully distributed to
the investors and consumed, and
the economy ends.

Figure 1. Sequence of Events

2.1 Sequence of Events

At t = 0, which is the beginning of period 1, a rhen of investors have exogenous
endowments of ownership in the firms. Each firm &ase-unit initial asset in place.

After one period of productivity, the economy geates certain amounts of cash flows at the

5 Although we only study a two-firm economy, the lgsis is robust to diversification in a large econo Based
on Lambert et al. (2007) and Zhang (2013), it Wélclear that we can extend the covariance ofifgsroash flow
with firm i (variance)and firmj in our modeto the covariance with the cash flow of a largekeaportfolio.
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end of period 1 (t = 1), which are denoted<gsandXy; for firm i and firmj, respectively. Next,
we will mainly focus on firmi to further introduce the model, and fifrwill be referenced when
necessary.

At t = 1, firm i first distributes all of its cash flows generatiedm period 1 as current
investors’ dividends. Then, it chooses the accogntpolicy and discloses a public signal
(financial report) to the market. Based on theldsed signal, new investors buy all shares of the
firm from current investors at an equilibrium tragliprice. Put another way, existing investors of a
representative firm only live for one period out of liquidity demandle also assume a mass of
both current and new investors who act as priceraik the stock market, and new investors have
no exogenous endowments of firis1shares before the stock exchange.R.dte the total market
value of all shares of firm outstanding at t = 1. Considering both dividendd atock sales, in
total, current investors receivg; + P; at t=1, and they consume this amount soon. Thenfitm
owned by the new investors enters upon periodaiexchange economy.

It is known at t = O that the expected period hdimws Xu = m(y + U), whereu, is a
certain mean profit (or marginal profitability) th& fixed, U, is an uncertain profitability that
will be reflected by the accounting disclosure, eng the initial investment that is set to one unit
in our model for simplicity. Before accounting dissure, investors perceive thét has a prior
normal distribution with a zero mean and a variamlfcefé , and the two firms’ profitabilitied;
and 0; are correlated with the coefficienp, L[-1, 1]. We assume that accounting disclosure,
denoted ay,, provides all investors with an unbiased estimatbl], and takes the flowing

form:

Yy=4+a (1)

Here, & is an independent normally distributed noise terith @ zero mean and a variance
of Ué. Thus,]/a§ is defined as accounting information quality in aoodel. Previous studies
have paid much attention to information qualityveeer, the focus of our research is accounting
comparability. We will model comparability in Semti 2.2. In general, a firm's accounting system
reports: (i) the cash flow from operations, anjigisignal of the firm’s profitability (or earnings
Although cash receipts can typically be measuredirately, i.e., at t = 1 the realized cash flow
from period 1 can be observed by the investors awitherrors, they do not know it at the
beginning (t = 0). New investors are concerned With future cash flow. However, at t = 1 they
do not know the cash flow from period 2 and cary amier the future cash flow according to the

firm’s disclosure about the profitabilifyWe assume that the expected period 2 cash &w,, is

5 Although a large amount of accounting informatististorical in practice, we assume that it casvizte some
useful/future information to the investors througgrnings. However, the information is imperfect aondtains a
measurement error. For simplicity, we do not ineladcruals in our model and leave this task farreutesearch.
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also U, + 0 in a pure exchange economy.

Following Zhang (2013), without a loss of geneyalite assume thzatrfuzi [J U§ , S0 that the
prior uncertainty concerningl, is far greater than the measurement uncertaintgsrence, the
assumption of a “large” prior variance means thatestors and firms virtually have no
information about the profitability of future inuesents before observing accounting signals. In
other words, under this assumption, upon obsenvaifathe accounting signal at t = \(), the
posterior belief depends exclusively on this sigeek Lemma 1 below).

However, if we consider a real production econoasywill be illustrated in Section 4, before
the ownership trading at t = 1, the current investoill make an additional investmef to
maximize their expected utility. They will retain an amount of cash from the divids, v(k),
as the cost of investment. Thus, the expected ffashgenerated from period ﬂz, will be
u, +q +&( K , with the first componenu, + {i being the same as that in period 1 and the
second componer&(k) indicating the cash flow generated frédnunits of new investment in
period 2.

Att =2, the end of period 2, cash floXsg andXy generated from period 2 are all distributed
to the investors and consumed, and the economy ends

We assume that both current and new investors ¢@v&tant absolute risk aversion (CARA)
utility functions that can be described bl(w) = —exp(Aw), where/ is the coefficient of risk
aversion. Following previous studies, we normalizeestors’ initial wealth to zero without the
loss of generality. The investors seek to maxintiee expected utility of their consumption, and

their decision is to allocate their wealth into theky firms and the risk-free assets.

2.2 Definition of Comparability

We adopt a similar model of comparability than tétFang et al. (2018).To define
comparability, we assume that there are two auvailalscounting methods for measuring the
profitability (earnings). Method A is prescribed the regulators (standard setters) and generates a
common measurement noige=2J; =J for both firms, while method B is firm-specific and
generates idiosyncratic measurement noise vafjiesnd &; for firm i and firmj, respectively.

The assumption thad is the same for the two firms is reasonable, bexansthod A could be
highly standardized by a set of common accountiagdards, andd can be regarded as a proxy
of the accounting standards quality, i.e., a high&lity of accounting standards means a loder

For firmi, both J and Ei are normally distributed, with a zero mean andararés of0§ and

" It can also be assumed that new investors adjussiments after they buy the firm from currenteistors. The
order of ownership trading and investment doesnmatter because rational expectations guaranteettbgptare
consistent in equilibrium.

8 In another theoretical paper, Wu and Xue (201€) abopt a similar definition of comparability.
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ngi , respectively. They are independent of each o#isewell as independent of . However, the
two firms’ individual measurement noise§ and &; are correlated with the coefficient
0. 0[-1,1]°

To maximize the current investors’ expected utifilyn i choosesc, , the portion of earnings
for which it accounts using method A. Then, thaltoheasurement noise of firiis accounting

report is thus:
4 =60+(1-¢)§,¢0[0.1] )

We regardC, as the proxy of “financial statement comparability&., the higher the value
of ¢, the more comparable are the two firms’ accountmgsurements. In extreme cases, when
C = 1, the firms’ accounting methods are rigidly iompliance with the common accounting
standards, thus having the highest comparabilitg, when C = 0, the firms completely adopt
their own individualized accounting methods withoanhy comparability at all. This
characterization of comparability corresponds wth the view held by the FASB, which is that
“one of the most important reasons that finan@gbrting standards are needed is to increase the
comparability of reported financial information.’SFAC No. 8, FASB, 2010). Almost all
accounting regulators (e.g., IASB, FASB and capitalrket regulators) are trying to push the
adoption of common accounting standards/policieactueve comparability and limit the use of
idiosyncratic methods (e.g., the mandatory adoptittine IFRS in the European Union and other
areas). Empirical research (Barth et al.,, 2012; afigl Young, 2012; Wang, 2014) also gives
consistent evidence indicating the improvement ofngarability after adopting common
accounting standards (IFRS). From the perspectivéh® firms, providing more comparable
information not only has non-negligible benefitartKet al., 2013; Kim et al., 2016; Choi et al.,
2019), but also incurs some costs, such as codisavfcial reports preparation and proprietary
costs (Majeed et al., 2018). For the sake of siitpliour model ignores the implementation costs
of accounting standards. In particular, our studgsinot give the firms’ optimal comparability
decisions. Instead, we provide a partial equilirito explore the relation between comparability
and the cost of capital, which is enough to obtdhie main findings of our study without
complicating the process unnecessarily.

As we can see above, however, our definition ofanability is a little different from that of
Fang et al. (2018). We define comparability as $irpropensity to use common accounting
methods that the regulators require through aceogirstandards. In our model, comparability
depends on both the enforcement of accounting atdacand the firm’'s idiosyncratic reporting

incentives, i.e., comparability is endogenous witttie firm. However, in Fang et al. (2018)’s

® The correlation can result from either similar mmmic fundamentals or similar individual reportingentives.
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model, there is a benevolent social planner (eag., accounting regulator) who sets the
comparability G to maximize the investor's expected payoffs offaths. We argue that it is
more reasonable to allow the firm to choose itanting policy so that the current investors’
expected utility (or firm value) can be maximizex§ existing empirical studies (Cascino and
Gassen, 2015; Bordeman, 2017; Francis et al., 20hfeed et al., 2018) show that firm-level
heterogeneity in IFRS compliance, the firm’s rejpgrtincentives, the firm’s “audit style” and
production market competition all have significamiiluences on comparability. Jayaraman and
Verdi (2014) also provide evidence that the firméporting incentives and accounting standards

complement achieving comparability, which enharmesdefinition of comparability.

3. Comparability, the Cost of Capital and Investor Welfare in an Exchange
Economy

In this section, we consider a pure exchange ecgromwhich firms’ investments are fixed.
The equilibrium trading price is deduced, and thenillustrate how comparability affects the cost

of capital and investors’ welfare under this circtiamce.

3.1 The Equilibrium

The time at t = 1 is the focus of our model. Sifice i and firmj are symmetric in our
model, they have the same trading price and acicmuobmparability in equilibrium, i.eR; = P,
andc; = ¢. Thus, we will mainly focus on firmto give the equilibrium results.

At t = 1, which is the end of period 1, potentigwninvestors receive public accounting
reports from both firms. Because the investors otudirectly observe the real profitability of
firms’ fundamentals, they perceive the profitagilibased on firms’ reported earnings and
conjecture the firms’ future cash flows. Then, thnestors offer a price to buy the shares of the
firms. Let {, y;, G, ¢;) be the full accounting disclosure. Because tpented §;, y;) contains the
choice of comparabilityd, ¢;), we usey to represent the accounting disclosure in theyaisal

below for conciseness.

Lemma 1. Under the assumption (ﬂré 0 J§ , which is conditional ony, y;), the posterior
mean cash flow of firmh and its covariance with the cash flow of the magetfolio (firmi and

firm j in our model) at t = 1 are asymptotic as follows:

E(Xa|y)=u+y ®)
Cov(Xa, Xa +' X | y) = Elog + BS*)+ (1~ Qo)+ B E)] @)

For the proof, see Appendix A.
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Lemma 2: Conditional on;, y;), the unique equilibrium trading price att =1 is

P = E(&Zi | y)_ACO\(% , [:XZ +% | y
| 1+R,

(5)

For the proof, see Appendix A.

The above form of the equilibrium trading pricecmnsistent with those of Fama (1976),
Lambert et al. (2007), Gao (2010) and Zhang (20t3ndicates that the current price can be
expressed as the expected end-of-period cash fiowsna reduction for risk and then discounted
to the beginning of the period at the risk-fre@ 8t This corresponds to the definition wdluein
conventional finance textbooks, which can also éscdbed as the expected end-of-period cash

flow discounted to the beginning of the period atky real rate.

3.2 Comparability and the Cost of Capital

Following numerous studies, we define the costapital as the expected return on the firm's
equity, i.e., it is the cost of the capital reqditey new investors to invest in the firm’s stockus,

it takes the following form according to the deiion:**

E(EQ|y):M ) (6

P

Then, with reference to Lambert et al. (2007) ahdrfy (2013), we extend the capital asset
pricing model (CAPM) to incorporate the role of agnting information in asset pricing.

The conventional formulation of CAPM (Sharpe, 196#tner, 1965) is as follows:

E(R|Y)=R+[ER| y- RS

g JERiIY-R

[]
e 19 [CoR ‘R | ¥ (7)

where Ry is the market return and8 is the firm's beta coefficient.

Equation (7) shows that a firm’s beta coefficienfiiunique parameter that affects the cost of
capital, or, more specifically, it is the covarianof its future return with that of the market
portfolio. To incorporate accounting information adactor into the CAPM, it is necessary to

convert the parameters of return distributions gash flow distributions. Then, we give:

Lemma 3: GivenR and4, the firm’s cost of capital is determined by théa of the expected

future cash flow to its covariance with the maniettfolio, and the relationship is as follows:

10 Gao (2010) does not include a discount at thefres rate under his assumptions/cases.

11 Although the cost of capital can be characterazedither conditional (Lambert et al., 2007, Zh&4,3) or
unconditional (Gao, 2010) expected returns on gqitiis more appropriate to use the conditionafrfin the
analysis of this paper.
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ER|Y)=R +Rf—+11, where H(y) = E(Xi 1Y) @)

H(y)~ ACoUX, > | y)

For the proof, see Appendix A.

It can be seen from Equation (8) that the formutentains parameters of cash flow
distributions, i.e., it is a cash flow mean-variaf€APM. Equation (8) shows that the cost of
capital equates to a risk-free rate plus an uniogytaisk factor. Given a fixedR, the cost of
capital is thus determined B¥(y). First, it can be easily recognized that a higlwafficient of
risk aversion ) means a higher level of cost of capital. Thenatwhe should care about is the
ratio of the firm’'s expected future cash flow te dovariance with the market portfolio. Lambert
et al. (2007) also focus on this ratio, and theynigeemphasize the covariance to interpret the
role of accounting information. On this basis, Jhne (2016) further analyzes both the
covariance effectandmean effectsf information and concludes that the cost of edgiepends
not only on the quality of the signal but also ba tlirection of that signal or, in other words, on
what it “says”.

When applying Equation (8) to the two-firm modek wnly need to consider Equation (3)
and Equation (4). Equation (3) shows the expectedmof firmi’s cash flow, which suggests
that a highery, (i.e., “good news” about the earnings) means afdmest of capital, but it does
not directly contain the parameter of comparability Therefore, we will mainly focus on
Equation (4), i.e., the covariance (variance) whfi's cash flow with the cash flow of the market
portfolio (firm i and firmj in our model). It can be explicitly deduced fromuition (8) that the
cost of capital increases with the covariance effiim’'s cash flow. Considering comparability,

we give:

Proposition 1. The relationship between the cost of capital anthparability is not
unanimous. The firm’s cost of capital decreases wimparability if and only if the quality of

accounting standards are sufficiently high, iE(3?)[1 E(££;) and o [l o;.

To clarify Proposition 1, let us use the followiegpression:

E(R| YO ¢[oz+ HS)] + (1- plo)+ EREE)] ©)

Common Accounting Effect Idiosyncratic Accounting Effect

where the right part of the expression is the damae (variance) of firni's cash flow with
the cash flow of the market portfolio, as is shawiquation (4).
Expression (9) shows that firiis cost of capital increases with the total covace(variance)

of the firm's cash flow with that of the market tfolio. The total covariance (variance) can be
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divided into two components. The first componergaides how a set of common accounting
practices (i.e., accounting standards) affectsctis of capital, and we can call it thtemmon
accounting effecfThe second component tells us how idiosyncrafioanting practices affect the
cost of capital, which can be called tioosyncratic accounting effectWhen the quality of the
accounting standards is sufficiently high, i.&(3°)[1 E(£&;) and o} [ o?, the second
component in Expression (9) dominates. In this c#éke cost of capital is monotonically
decreasing in comparability, as there is a negasigm in front of ¢ within the second
component. As long as the quality of the accounsitemndards is not sufficiently high, the first
component will have some effect. In this case, bibéh common accounting effeeind the
idiosyncratic accounting effeetffect the cost of capital. While the cost of ¢talpis decreasing in
comparability within the second component, thet fi@mponent shows that the cost of capital is
increasing in comparability, which leads to an agabus relationship. In extreme cases, when the
quality of the accounting standards is sufficieridy, i.e., E(6°)[] E(££&;) and g [J o:,

the first component will dominate, and the costcapital will be monotonically increasing in
comparability.

Overall, Proposition 1 suggests that comparabititglf cannot reduce the cost of capital.
Only under the condition in which the quality oéthccounting standards is sufficiently high is a
firm's cost of capital decreasing with comparabilithis thought is similar to that in one recent
study by Johnstone (2016), in which he opposegitggethat more precise information reduces the
cost of capital merely by being more precise amp@ses that it is essential to think of what that
information “says” (i.e., “good news” or “bad news'rather than merely considering its

“precision”. The intuition is also consistent withe Conceptual Framework of FASB as follows:

“Comparable information, however, is not usefuitifs not relevant and may mislead if it is
not faithfully represented. Therefore, comparapilis considered an enhancing qualitative

characteristic instead of a fundamental qualitatbreracteristic.”(SFAC No. 8, FASB, 2010)

Thus, our study supports the relative importanceashparability, i.e., although important,
comparability is secondary to relevance and faittdpresentation. The IFRS Framework (2010)
approved by the IASB also regards comparabilitgragnhancing qualitative characteristic that is
not as important as relevance and faithful reptasen (i.e., fundamental qualitative
characteristics). However, regulators usually tsmparability as one of the most important
reasons to push a set of new common accountinglasi@s e.g., the objective of the EU
regulation for IFRS adoption (EC No. 1606/2002}esta“...in order to ensure a high degree of
transparencyand comparabilityof financial statements and hence an efficienttioning of the

Community capital market...”. Since Proposition 1 gesgfs that comparability itself has no
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benefits toward reducing the cost of capital, ddd be treated prudently to avoid overstating the
function of comparability.

With respect to related empirical research, althosmgme evidence shows that the mandatory
adoption of IFRS reduces the cost of capital (Dalad., 2008; Li, 2010; Daske et al., 2013), it is
still unclear that how accounting standards affeetcost of capital through comparability. In Li
(2010)’s additional analyses, he finds that incedaslisclosure and enhanced information
comparability are two mechanisms behind the costgoity reduction after IFRS adoption in the
EU, but we still do not know how comparability affe the cost of capital. Imhof et al. (2017)
provide evidence that greater financial statememparability is associated with a lower cost of
equity capital, and they show that comparabilitgféect on the cost of capital remains after
controlling for the within-firm accounting qualitydowever, Fang et al. (2018)'s theory and
evidence show that comparability yields both infation gains and information losses because it
enhances the correlation among firms’ reportediegsncommon informativeness) at the expense
of firms’ own reporting precision (individual inforativeness). Our research complements their
findings by extending the effect of comparability imformativeness to the cost of capital, which
is helpful for understanding the benefits and cosiacreased comparability.

When considering thigliosyncratic accounting effett Expression (9) further, we give:

Corollary 1: The effect of comparability on reducing the costcapital is more sensitive
when firms’ idiosyncratic accounting measuremenhighly volatile, i.e., a IargeUgZi, and/or

when firms’ individual accounting treatments argtly correlated, i.e., a largeo, .

It is not difficult to induce Corollary 1 by anaing the second component in Expression (9).
A larger Jf and/or p, guarantees a Iargervgzi +E(£‘i£‘j); thus, one unit change af
(comparability) in the second component will redolta larger percent decrease of the cost of
capital. The intuitions behind Corollary 1 are: (When firms’ idiosyncratic accounting
measurement is highly volatile, it more greatly éf@s reducing the cost of capital by adopting
common accounting standards with increased comitigrabnd (2) when firms’ individual
accounting treatments are highly correlated, the& ob adopting common accounting standards
(e.g., decreasing the precision of individual firro@n reports) is lower because the common
accounting treatments and individual accountingtinents are close to some extent; thus, it also

more greatly benefits reducing the cost of capiyalmproving the comparability.

3.3 Comparability and I nvestor Welfare

Following Gao (2010) and Dutta and Nezlobin (202, 7b), we define investor welfare as

investors’ex anteexpected utility: the utility after the firm’s aaanting policy (comparability) has
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been set but before the signal comes out. To cteaize the welfare implications of comparability,
we should first illustrate what risks the currentiaew investors bear in our model.

In general, investors invest in a stock to receliividends and capital gains (increased price
of selling the stock); thus, they bear relatedgisle., dividends risk and price risk, in retuon f
risk premiums? However, similar to the case in Gao (2010) andtdand Nezlobin (2017a,
2017b), current investors and future investors fdiffierent risks in our model. To interpret it
further, let us consider what current investors aew investors receive, respectively. As has been
shown before, considering both dividends and s&mikng, firmi’'s current investors, in total,
receive X, + P at t=1. X, (cash flows generated from period 1) can be obsgewithout
uncertainty, butP (expected stock price) contains uncertainty adfédty accounting disclosure.
Thus, current investors only bear price risk in mardel. In contrast, at t = 2, the payoff of firls
new investors isX | y—(1+ R )P. Both P (stock price) andX » | y (expected cash flows
generated from period 2) contain uncertainty thatffected by accounting disclosure. Thus, new
investors bear price risk as well as dividend risk our model. Accounting disclosure
(comparability) affects the allocation of divideridk and price risk among current investors and

new investors.

Proposition 2: Even under the condition in which the quality ot@enting standards is
sufficiently high, i.e.,E(6*)) E(&&;) and o2 [ o?, the firm's current investors and new
investors have different demands for comparabidggause: (i) the welfare of the firm’s current
investors increases in comparability and (ii) thelfare of the firm’s new investors decreases in

comparability.

For the proof, see Appendix A.

Part (i) of Proposition 2 shows that current shalddrs unambiguously prefer the most
comparable disclosure regime. In combination wihtl tesult in Proposition 1, it suggests that
current investors’ welfare and the cost of capéted negatively associated, which is consistent
with the conventional wisdom indicating that instbenefit from a lower cost of capital. Since
current investors already own the firm, any chainghe disclosure policy can affect their welfare
only through its impact on the trading price. Cansmtly, the expected utility of current

shareholders can be represented by the followirtgingy equivalent expression:

12 Dividend risk is also called cash flow risk by G2610). Dividends risk and cash flow risk are eqlént in
this paper because we assume that all end-of-peaisil flows are distributed as dividends. In addjtalthough
we only consider a two-period model, the basicifigd can be extended to a infinite horizon modekd model
in an infinite horizon framework, after selling thleares bought from the old investors, the newstore become
old investors then.
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CE, = E(R| y-5 CoC P P+ Pl y* con: (10

Under the condition that accounting standards tlaeénighest quality, considering Equation
(4) and Equation (5), it is obvious to see that@arcomparable disclosure policy increases the
trading price. The expected prid&(P | y) also increases with the comparability, but the
trading price becomes more volatile (i.€pW P, P+ P| y) also increases ii¢ ). Proposition 2
shows that the expected price effect dominatestlamdurrent investors’ welfare monotonically
increases in comparability. Intuition about why theected price effect dominates can be gained
by analyzing the magnitude of the variable charfjea more comparable public disclosure
lowered the covariance (variance) of future castvdgl COV(S(zi, X + S(z,- | y), by one unit, it
would result in an increase @fA units in the expected price(P | y), wherea = (1+ Rf)_l.
Such a change in comparability, however, would atepease the covariance (variance) of the
trading price, Co P, P+ E’l y), by a® units and hence decrease the current investors’
certainty equivalent by% Aa? units® The net result would be that the certainty eqeinal
utility of current investors increases bla(l—%) units. Thus, current investors benefit from
more comparable disclosure.

In contrast to the result concerning current inmestwelfare, Part (i) of Proposition 2
suggests that future investors will not prefer caraple information as their welfare decreases in
comparability. In combination with the result inoposition 1, it suggests that future investors’
welfare and the cost of capital are positively agded. At first glance, this result might appear
surprising. The intuition about this result is tlaahigher cost of capital also means a higher risk
premium, and hence, investors benefit more by ngakskier investments. From the perspective
of welfare, if more comparable accounting disclestesults in a lower cost of capital and risk
premium, as well as a higher stock price, the itoreswill earn lower expected returns, and they
will benefit less from less risk in the capital ieir To further illustrate this, let us see the

following expression of the certainty equivalenneiv investors’ welfare:
A
CE, = E(Xa | =7 CotX, % +10% | y-(1+ R). (11)

Note from Equation (5) that the equilibrium price, rises byaA units as the conditional
covariance (variance) of the expected cash flowsw(ninvestors’ expected dividends),
CO\I(S(zi, %z + S(z; | y), decreases by one unit. This implies that the e®peexcess return,
E(>~<2i | y)- @+ R)F, decreases bwA(1+R,)=A units. However, such a decrease in the

conditional covariance (variance) of cash flowdigas a positive effect on investors’ expected

13 See Proof of Proposition 2 in the Appendix for endetailed information.
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utility by % A units, as reflected by the middle term of Equaiibh). Finally, the net result is
that the certainty equivalent utility of new invest decreases b% A units. Thus, the cost to
new investors decreases as the conditional cowarigwariance) of cash flows decreases, i.e.,
when there is more comparable disclosure undecdhdition that accounting standards have the
highest quality. The key behind this result is tiegion that potential investors generally prefer
access to riskier investments. Perfect or full mubiformation will transform the firm into a
riskless asset, and it will thus lose investmemiesdor the investors, i.e., they can gain the same
utility by choosing not to invest in the firm.

An important implication of the results in Propasit 2 is that the disclosure preferences of
existing and potential investors are often divetg#¥ith respect to the objective of financial
reporting, as is shown in the IFRS Framework, “Phienary users of general purpose financial
reporting are present and potential investors,dendnd other creditors, who use that information
to make decisions about buying, selling or holdaagity...” (IASB, 2010), it emphasizes both
present (current) investors and potential (newpstors:* Thus, our analysis corresponds well
with the theoretical framework indicating that di#nt investors might have different information
needs. Accordingly, accounting standards shouldldsgned to balance present and potential
investors’ information needs, as investors arentiost important users of financial reports. The
results of our analyses also imply that the costagfital is not a valid proxy for the welfare of al

investors.

4. Comparability, the Cost of Capital and Investor Welfare in a Production
Economy

In this section, we extend our analysis by congidea real production economy, i.e., by
allowing current investors to make an additionakstmentk; to maximize their expected utility
at t = 1 before they sell the firm to new investdrs explore new insights into the influence of
investment adjustment, we assume that the qudl#g@ounting standards is sufficiently high, i.e.,
E(6*)0 E(&&) and 0% 1] o; in this section. We show that the effects of corapéity on

the cost of capital and investors’ welfare areeddht compared to those in an exchange economy.

4.1 Equilibrium Price and Optimal | nvestment

We assume that the profitability of a new investimerthe same as that of an existing asset.
Thus, the cash flow generated fréranits of new investment in period Q(k) vis k(U +0).

To get a closed-form solution in our model, we assuhat the cost of investment(k), is

14 The Conceptual Framework of FASB states a simigeative as follows: “...to provide financial inforrian
about the reporting entity that is useful to erigtand potential investors, lenders, and otheritonesdn making
decisions about providing resources to the entitfSFAC No. 8, FASB, 2010).
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quadratic, i.e.,v(k ) = bk, whereb is the coefficient of the cost of investment adjusstt.
At t = 1, public accounting reports are released iavestment decisions are made by both
firms, and equilibrium prices are formed basednwestors’ rational expectations. Lgt K) be the

firms’ accounting disclosure and investment deaisio

Lemma 4: Conditional on ¥, k), the posterior mean cash flow of fiinand its covariance

with the cash flow of the market portfolio (firrand firmj in our model) att = 1 are as follows:

E(Xa |y, =0+ K)(y+ y) (12)
Cov(Xai, Ko+ | ¥ B=(1+ kf (& cf i+ EEE )] (13)
The process of the proof is the same as that shmote Proof of Lemma 1 in Appendix A.

Lemma 5: Conditional onY, K), the unique equilibrium trading price att=1is

o - EMa | yk)=1Col e, 5 + 15 | yk)
i 1+Rf

The process of the proof is the same as that sote Proof of Lemma 2 in Appendix A.

(14)

Compared with Lemmal and Lemma 2, Lemma 4 and Lefsteow that both the expected
cash flow of firmi and its covariance with the cash flow of the magatfolio (firmi and firmj
in our model) rise when the firm adjusts its inwesit at t = 1. The form of the equilibrium
trading price does change, but it is still exprdssethe expected end-of-period cash flow minus a

reduction for risk and then discounted to the beigin of the period at the risk-free rate.

Lemma 6: Under the condition that the quality of accountstgndards is sufficiently high,

the optimal investment level increases in compétglind is given by the following form:

. _ay —Aa-a)1-G)’lo; +EF§)]

- -1
5= 2b+Aa(2-a)(1-G Y[o? + E@EE)] wherear = (1+R,) ™. (15)

For the proof, see Appendix A.

Lemma 6 shows that the optimal investment Ielqtelincreases in accounting comparability
(i.e., al{ /0¢G >0) under the condition that the quality of accougtstandards is sufficiently
high. Intuitively, a more comparable disclosure éosv the risk-related marginal cost of
investment> Consistent with the standard intuition, the optirimvestment Ievelki* will rise
when the coefficient of cost of investmelatis smaller or the expected marginal bengfitis
larger. It can also be easily confirmed that thénagl investment Ievelki* iS more sensitive to

comparability when the coefficient of investorsski aversionA is large or when firms’

15 It can be represented by the middle term of Equaih-6) in the proof.
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idiosyncratic accounting measurements are highliatie® and/or correlated (i.e., a larger

o; +E(58)).
4.2 Comparability and Cost of Capital

We now seek to characterize the impact of compltsalin the cost of capital with
consideration of investment adjustments. Lemmaa8vstthat the cost of capital is determined by
the ratio of the expected future cash flow to tsariance with the market portfolio (i.¢4(y)).
Equation (12) suggests that the expected futurte fb@w is increasing ink., and Lemma 6 shows
that k; is increasing inC ; thus, the expected future cash flow is increaging, . Therefore, if
the covariance of the firm's expected future cdetv fwith the market portfolio is decreasing in

C , the cost of capital is decreasing with. Then, we give Proposition 3 below.

Proposition 3: Under the condition that the quality of accountsigndards is sufficiently
high, the cost of capital decreases with compatgliilthe coefficient of the cost of investment

adjustment is above a certain threshold, te> b, where:

o= Aa(2-a)1-c )[o; + E(§)]

> , wherea = (1+R,) ™. (16)

For the proof, see Appendix A.

Proposition 3 shows that the cost of capital desgsavith comparability only when the cost
of investment is above a certain threshold. Intalyj, although comparability can reduce the cost
of capital when the quality of accounting standasdsufficiently high, as shown in Proposition 1,
Lemma 6 shows that a more comparable disclosuredses the optimal investment level, which
also increases the covariance (variance) of thedficash flow, thus increasing the related risk and

the cost of capital. To clarify this point furthést us see the following expression:

E(R|y, KO (+ kY x (- ¢¥[of + BEE )] (17)
—
Indirect Effect Direct Effect

where the right part of the expression is the dawae (variance) of firm's cash flow with
the cash flow of the market portfolio, as showiEgquation (13).

Expression (17) shows that firils cost of capital increases in terms of the totatariance
(variance) of the firm’'s cash flow with that of thearket portfolio. The total covariance (variance)
can also be divided into two components. The fi@hponent describes thedirect effectof
comparability on the cost of capital through inmesht. The second component showsdinect
effectof comparability on the cost of capital througbueing the measurement error, as shown in

Proposition 1 under the condition in which the gyaif accounting standards is sufficiently high.
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When the coefficient of the cost of investment atipent is above a certain threshold, i.e.,
b> b*, the magnitude of new investments will be reldyivemall; thus, thedirect effect
dominates. In this case, the cost of capital isatmmically decreasing in comparability. When the
coefficient of the cost of investment adjustmertigtow a certain threshold, tirirect effectwill
have some effect and can even dominate in extreasesc Thelirect effectis enhanced when
firms’ idiosyncratic accounting measurements aghlyi volatile and/or correlated (i.e., a larger
g gzl + E(E‘I E‘j )). These results correspond with existing theoaktiesearch from the perspective
of accounting comparability. Lambert et al. (20880 demonstrate that the quality of accounting
information can influence the cost of capital bditectly and indirectly. The direct effect occurs
through affecting the firm's assessed covariandé wiher firms’ cash flows, while the indirect
effect occurs through affecting a firm’s real demis. Gao (2010) further gives the condition
under which the cost of capital could increase Withdisclosure quality.

However, we should note that the conditiontb® b in Proposition 3 is only a sufficient
condition and not a necessary condition, that isaly it is a stricter condition. The reason ig tha
the expected cash flow in Equation (12) is alsecéd by comparability through investment. A
more comparable disclosure increases the optinvalstment level and the expected cash flow,
thus decreasing the cost of capital. Thus, thestiwie b will be smaller when considering both
the mean effect and covariance effect, but it igentdifficult to calculate to provide a specific

value.

4.3 Comparability and I nvestor Welfare

When allowing the firm (current investors) to adjiusvestments, the payoffs of investors
will be different. As assumed previously, considgrdividends, the retained cash flow as a cost of
investment and stock selling, firfis current investors, in total, receivé, + P —v(k') at t=1.

X, (cash flows generated from period 1) can be obdemrhout uncertainty, buFi" (expected
stock price) andv(l{) (the cost of investment) contain uncertainty affdcby accounting
disclosure and investment decisions. In contradst, payoff of firmi's new investors is
Xa | (y, k)~ (1+ R)Patt = 2. BothP (stock price) andX2 | (y, k) (expected cash flows
generated from period 2) contain uncertainty affédby accounting disclosure and investment

decisions.

Proposition 4: Under the condition in which the quality of accangt standards is
sufficiently high: (i) the welfare of current inuess always increases in comparability and (ii) the
welfare of new investors decreases in comparabflithe coefficient of the cost of investment

adjustment is above a certain threshold, &> b , whereb' is the same as that in Proposition
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For the proof, see Appendix A.

Part (i) of Proposition 3 shows that current shalddrs still unambiguously prefer the most
comparable disclosure regime, which is the samihe@gase in an exchange economy. Because
the welfare of current investors is affected bydiszlosure policy only through its impact on the
trading price, considering investment, the cerjagquivalent of current investors’ welfare is as

follows:

. . A L .
CE =HFR| % K-7 Cotp Pr Pyl B+ con (18)

Similarly, under the condition in which the accangtstandards have the highest quality, a
more comparable disclosure policy increases theagg trading priceE(P | y, K), but the price
becomes more volatile (i.eCoW P, P+ P| y K increases inG ) and the cost of investment
v(k) also increases. Proposition 3 shows that the eapguice effect dominates and that the
current investors’ welfare monotonically increasescomparability. The intuition behind this
finding can be gained by analyzing the magnitudihefvariable change, as shown in the Proof.

In contrast, Part (ii) of Proposition 4 suggestst thew investors will not prefer comparable
information if the cost of investment adjustmenal®ve a certain threshold. In combination with
the result in Proposition 3, it suggests that nawestors’ welfare and the cost of capital are
always positively associated. If a more comparaielosure lowers the cost of capital, new
investors benefit less from a lower risk premiurecBuse the welfare of new investors is affected
by the disclosure policy mainly through its impawt the expected cash flow, considering

investment, the certainty equivalent of new investeelfare is as follows:
CE = E(Xa | k)—% Cod %, D% +% | y kb @+ R, (19)

Considering the form of the equilibrium pridé in Equation (14), the new investors’
expected excess returE(&Zi |y, -1+ R) P is equal to)lCov(S(zi, %, + S(z,‘ | Y. Thus,
as shown in the Proof of Proposition 4, the cetyagguivalent of new investors’ welfare is equal
to a half of the expected excess return, iGE, :% A CO\,(S(Z, Xz + S(z; | y). So, as shown in
Proposition 3 and Expression (17), the firm’'s cavace with both the cash flow of the market
portfolio and the welfare of new investors decrsasecomparability if the cost of investment
adjustment is above a certain threshold, &> b . The intuition behind this point is that a larger
cost of investment adjustment places the firm imare stable state, and more comparable

information will transform the firm into a risklessset, which is against the preference of new
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investors concerning riskier investment and reldtiggher expected returns. Dutta and Nezlobin
(2017a) provide a similar idea that the welfarefutiire investors decreases in terms of the

precision of public disclosure if the firm’s growtite is below a certain threshold.

5. Conclusion

In this paper, we have investigated how finandialesnent comparability affects the cost of
capital and investor welfare. We show that theti@ighip between the cost of capital and
comparability is not unanimous and that currentestors and new investors have different
demands for comparability. In an exchange econothg, cost of capital decreases with
comparability if and only if the quality of accourg standards is sufficiently high, which
suggests that comparability itself cannot reduce ¢bst of capital. Further, even under the
condition in which accounting standards have tlyhdst quality, the welfare of current investors
increases in comparability, while the welfare ofvn@vestors decreases in comparability. In a
production economy, we show that more comparaldelaure leads to higher investment and
that current investors benefit more. Also, the aafstapital and the welfare of new investors
decrease with comparability, if and only if the tto$ investment is above a certain threshold.
Moreover, the effects of comparability on the coktapital and investor welfare are enhanced
when firms’ idiosyncratic accounting measurements laighly volatile and/or correlated. The
results have important implications for accountsigndards setters and information disclosure
regulators.

Considering the limitations of our study, we giveetfollowing three caveats when
interpreting our findings. First, our definition cdmparability is from the perspective of the firms
rather than the standard setters. However, we didgive firms discretionary in choosing the
optimal level of comparability. Admittedly, a fudlquilibrium considering the optimization process
at the firm level might shed more light on the rollecomparability. Also, future research on
coordinating the comparability demands of the fitansl standard setters is expected to generate
promising results. Second, we focus on an econoritly tawo firms in a static setting. As a
consequence, all risk in our model is systematid, there are no overlapping problems among
different generations. Extending our results toyaaghic setting or a multisecurity setting with
intra-industry competition is an interesting difentfor future research. Third, this paper assumes
that both current investors and new investors h@#RA utility functions with the same
coefficient of risk aversion. We might get diffeteasults by adjusting the underlying assumptions,
such as constant relative risk aversion (CRRA)tytiheterogeneous belief€liristensen and Qin,

2019, heterogenous risk preferencé®ye, 1990 among investorsand/orliquidity problems
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induced by imperfect competition (Diamond and Vechea, 1991; Lambert and Verrecchia, 2015).
It might also be a promising direction to investegdnow economic (versus accounting) links
between firms (Zhang, 2013; Fang et al., 2018; &4,7) affect the effects of comparability, as
well as the real effect of comparability (Wu andeX@019).

Appendix A

Proof of Lemma 1

According to the basic assumptions in our modgieeislly the assumption orffu2 [ Ug,
together with Equation (1) and Equation (2), i&sy to get the posterior mean cash flow of firm

and its variance as follows:
E(Xa|y)=u+ EUl Y= y+
Var(Xa | y)= g, = Goi+(1- ¢)’o;

Then, let us calculate the covariance of the cashdf firm i with the cash flow of firnj.

Cor(Xai | v i | )= EX% | ¥ % | - BIX | YEX]
=El(+U)(u+ Y- By Dl E & )
=Ew+ W(G+Y) + Uul-[ @+ gy )+ v

=E[0g - yy]
=E[(y-a)(y-2)- ¥yl
=E(33-2y-2)

=E{[c5+1L- )&l 5L~ &1 { SHL- 38 y{ 51 - 3] )y

As G =¢, E(0)=E(£§)=E)=0,and &, & and (j are independent of each other,

the above equation can be simplified as:
CouXa, Xai | Y) = ¢ B )+ (- oF EEE)
Thus, CoM(Xai, Xa + % | y) = Val X% | y+ Col!X,UX | y
=qlo;+H)+1-¢) 1o+ E&Z)] . QE.D.

Proof of Lemma 2

We first give the formula of investors’ certaintguevalent (CE) based on the exponential

utility function, U (W) = —exp(~Aw), and a normal distribution of wealthy(x) ~ (&£, 7).
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U (W) =-exp(-Aw) = HU(W ¥)]
= [ _exple 1 (—m
_Lo exp( /]X)ﬁ expF-——-5- Hx

_ (x-p)°
j \/_J exp[- Py - Ax]dx

[x-(u-Ad?)]? Ao?
=- ex - A +——]dx
IJ_b Pl ur=-]
2 2
= —exp-Au+2 )
2
:>W":,u—/]g

The above equation shows that investors’ certagtyivalent (CE) equates the expectation
value of the wealth deducting a part of the rigkkdarelated to their risk preference.
However, it is based on a single-firm economy. Takenit applicable to the two-firm

economy situation of our paper, it can be easitgmed to the covariance form as follows:

W= B o | »—gc:o(/%,ibw%m y (A1)

Then, we prove the equilibrium trading price atl,.e., Equation (5).
As new investors pay a price for buying fifmt t = 1 and expect to receive a random cash
flow at t = 2 that is similar to that of periodthe certainty equivalent of new investors at trs 2

thus as follows:
CE, = E | 92 Cot%, X + % | ¥+ R), (A2)

where (1+ R, )P is a constant cost that can be discountedPaat t = 1 and the other part
is determined according to Equation (A-1).

Now consider a representative new investor who skedier deman; for ownership in
firm i, i.e., D; represents the new investor's demand for firexpressed as percent of the total

firm, to maximize her expected utility. Thus, th@aninvestor solves:
max, EJ W,)|yl= E(-expf-A D[ X, - 1+ R) A})
=—exp{—AD[E(@<z.|y)——' Co( %, %+ | y- @1+ R) B

The first-order condition gives the optimal demand:
E(Xa|y)-A0 Co %, % +% | y- (1+ R) B C
o EXaly-@+R)P
" ACoU(Xa, Ko + 1% | y)
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The second-order condition is negative, guarangeikiat Di* is the maximum solution.
Because collectively, new investors have claimthéocash flow of the entire firm, i.e., the
supply of shares of firmis one, and market clearing requires that:
E(Xa|y)-(1+R)P
ACoU(Xai, Ko+ | y)

Thus, one gets the equilibrium trading price:

o= E(Xa | y)-ACo X, 5+ | Y
i 1+Rf .

1= D/di=

Q.E.D.

Proof of Lemma 3

To convert the parameters of the return distrim#iof conventional CAPM into cash flow

distributions form, let us first extend Equation ¢6 Lemma 2 to a large economy with N firms:

EX | y)—ACO\(EX,ZEXI )

Fi) = 1+ Rf (A'3)
Then, we just need to substitute Equation (A-3) Byuation (6) as follows:
X A , ,
gy BRI ACEX 0k y
R EQX | y)-A1CoX, > % | y
RIE | -4 Cogtx, Zﬂm ¥+ ( R+ Cc(@ixZDoq )
E(Xi | y)-ACov X, ZEX B
(R +1)/1C0\/(S(,i@(1 B
— Rf + n=lN
E(Xi | y) - ACou(Xi, Z&“l y)
“R + R +1
‘ EXily)
ACoU(X, > 1% | y)
Thus, E(R | y)= R + R+l , where H (y) E(Xi 1Y) Q.E.D.
H(y)-1

ACOV(&i,iS(nI y)'
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Proof of Proposition 2

Proof of Part (i)

Formally, the certainty equivalent of the welfafeorrent investors is as follows:

CE, = E(P| y-2 Co( P P+ Pl ¥+ con:

_Up=ACo(Xa, K+ |y A

1+R, 2ar Ry oM H'%), H'%)+ B %)| ¥+ cons

Noting that the unconditional covariance (variant&gn be calculated as:
Cof H'Xe), B Xa)+ B %)| ¥= Cov/X, X+ x)- covxllaeel X )
=0} + 0,040y ~CoU(Xa, Xa + 1% | Y

Denoting the terms independent of accounting diselwasA vyields:

1+ 2R, ' . ' )
CEC—A\_/‘Z(]-_*_—Rf)ZCO\(S(ZU%"'[bQJ | y (A4)

Using Equation (4) and whedll &, & and o: 0’; are satisfied, we get:

CE = A-A 2 0_cylot+ a2
E = A 2(1+—Rf)2( ¢)lo: + HEE)]

Differentiating with respect; to gives:

aCE, _ 1+2R,
o Ry N TEESI>O R

Proof of Part (ii)

The certainty equivalent of the welfare of new stees is as follows:

CE, = E(Xa | y)—% Co¢ %, %+ | ¥+ R,

Substituting for P from Equation (5) yields:

CE, :%CO\(%, 6+ |y

Using Equation (4) and whed &, & and o, o} are satisfied, we get:
CE, =2 - 6Y[07 + B

Differentiating with respect ta; gives:

8 The unconditional covariance (variance) takesettpectations with respect to accounting disclosAseshown
in Gao (2010),vVar(0) = Vaf HU| y]+ Vaty Y, which means that the total risk, i.&ar(d), can be

decomposed into price risk, i.e/ar[ E(U| )], and cash flow risk, i.eVar(l] y).
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B5 = -ja-)lo? +E@8)) <0 QED.

Proof of Lemma 6
Considering investment, the certainty equivalerdwfent investors’ welfare is as follows:
CE =E(P|y K= Cotp P+ Pl y k- B+ con
Referring to the process of deriving Equation (Aad)l using Lemma 4 and Lemma 5 yields:

o ky 1+ 2R,
CE = A+ -
1+R,  2(+RY

(1+ k)Y (- ¢)lo; + BEE)]- bK (A-5)

where A denotes the terms independent of accounting dis@and investment.

Differentiating with respect td; gives the first-order condition:

OCE _ ¥ _ 1+ 2R,
ok 1+R +RY

After reshaping, we get the following form of thgtinal investment:

._ay,—Aa2-a)1-G)’[o; + E(&)]

k= 2b+Aa(2-a)(l-g )2[ £2| + E(E‘i:?‘j )N

(1+k)A-G)[o; + E(E )]-2bk=0 (A-6)

wherea = (1+R;) ™.

The second-order condition is negative, guarangetbiat kI is the maximum solution.

Differentiating k, with respect toC yields:

ok _ 2Aa(ay, +20)(2-a)(1-g)lo; + E(§E)] S
o {2b+Aa(2-aXl-q)o; + HEE)]}®

0 Q.E.D.

Proof of Proposition 3

Lemma 3 shows that the cost of capital is deterdhimethe ratio of the expected future cash

flow to its covariance with the market portfolio.e@use the expected future cash flow is

increasing ink; and k; is increasing inC , the expected future cash flow is increasingcin

Thus, if the covariance of the firm’s expected faticash flow with the market portfolio is

decreasing inC , the cost of capital is decreasing with. Differentiating Equation (13) with
respect toG, yields:

aCOV(I;kzi , Xa
ac,

+X | y R =2(1+K)(1-¢ )[Ué +EE¢, )][%(1— ¢)-(1+ K)]<0

which can be obviously simplified as:
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%(1—9)—(1+I{)<0

Substitutingdk; /d¢ and k. gives:
Aa(2-a)1-G)’[o; +E(§€)]1-2b _
{2b+Aa(2-aY1-6)To; + HEE)]

Thus, we geto > b , and b’ is given in the flowing form:

- —c Y[o? g &
o = Aa-ad q;[agﬁE(f.f, ) 0ED.

Proof of Proposition 4
Proof of Part (i)
As the certainty equivalent of current investorlfare is given by Equation (A-5),
differentiating it with respect ta@; gives the first-order condition:
OCE, _ ., 9K _Aa(2-a)9Cou(Xa, Xa +%i | v K _ZbKa_w
ac ' oc 2 a6 a¢

Substituting 0k /G, ACo(Xai, Xa + | y B/0 cand k', which can be found in

the Proof of Lemma 6 and Proof of Proposition &rafeshaping gives:

oCE, _4Aa(ay +Dy(2-a)(1-G)lo; + EEE )

oc - {2b+/]a(2—aXl—q)2[0-§i+E(gigj):[}s 0 Q.E.D.

Proof of Part (ii)
As the certainty equivalent of new investors’ wedfais given by Equation (A-5),

differentiating it with respect ta@; gives the first-order condition:

Considering investment, the certainty equivaleme# investors’ welfare is as follows:
CE, = E(Xa | y, k)-% Coy %, %+% | y ke R,

Substituting for Ff' from Equation (14) yields:

CE, :%CO\(%, % +% | y B

Differentiating this equation with respect @ gives the first-order condition:

dCE, _ A 0CouXa, X+ | y K
ac 2 oG

Thus, it has the same thresholdlof as shown in the Proof of Proposition 3. 0.E.
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Highlights

The cost of capital decreases with comparabilignid only if the quality of accounting standards
is sufficiently high.
The welfare of current investors increases in caatphty, while the welfare of new investors

decreases in comparability.

The effects of comparability on the cost of capatiadl investor welfare are enhanced when firms’

idiosyncratic accounting measurements are highlgtile and/or correlated.



