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Abstract. This research investigates the influence of accrual quality on the cost
of equity within the context of the Chinese market, along with the moderating
role of corporate Environmental, Social, and Governance (ESG) performance in
this relationship. Utilizing data from non-financial listed companies in the Shang-
hai, Shenzhen, and Beijing A-share markets from 2011 to 2022, a multiple re-
gression analysis was performed. The findings indicate that, amid investor infor-
mation asymmetry, inferior accrual quality may lead to a reduced cost of equity
for firms in the short term. Furthermore, the study identifies that a company's
ESG score significantly moderates the association between accrual quality and
the cost of equity. Specifically, firms with high ESG scores exhibit enhanced
information transparency and a heightened sense of responsibility, thereby rein-
forcing investor confidence and consequently lowering the cost of equity. This
study’s contribution lies in elucidating the intricate relationship between accrual
quality, ESG performance, and the cost of equity, while expanding the discourse
on financial transparency and the cost of capital within emerging market con-
texts. The study provides empirical insights for academic and practical domains,
aiming at optimizing corporate financial management and enhancing the quality
of information disclosure. This investigation not only enriches researchers’ com-
prehension of the Chinese capital market but also offers novel perspectives and
support for research and policy-making in related areas.

Keywords: Accrual Quality, Cost of Equity, ESG Performance, Information
Asymmetry, Emerging Markets China.

1 Introduction

The cost of equity for a corporation serves as a pivotal metric for assessing anticipated
future returns within the capital market, thus constituting a central theme in financial
management and capital structure optimization research. Traditionally, the cost of eq-
uity is influenced by a multitude of factors, prominently including information trans-
parency and the quality of financial reporting [1]. Within this framework, accrual qual-
ity emerges as a critical indicator for assessing the precision and transparency of a cor-
poration’s financial statements, thereby attracting significant attention in both academic
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and professional circles. In the context of China, the progressive liberalization and en-
hancement of the market have led to a dynamic evolution in the investor structure, no-
tably marked by the growth of institutional investors, which heightens market sensitiv-
ity to information asymmetry [2]. Nevertheless, historical factors may still enable cer-
tain corporations to secure short-term financing advantages by diminishing information
transparency. Given China's specific legal framework and market mechanisms, inves-
tigating the interrelationship between accrual quality and the cost of equity becomes an
imperative subject within corporate governance research.

In recent years, with an escalated emphasis on corporate social responsibility, par-
ticularly Environmental, Social, and Governance (ESG) performance, the academic
community has increasingly acknowledged that robust ESG performance potentially
exerts a favorable influence on a corporation’s financial transparency, thereby impact-
ing the cost of equity. Corporations with elevated ESG scores typically exhibit com-
mendable performance in environmental stewardship, social responsibility, and gov-
ernance structure. This heightened transparency and sense of accountability not only
bolster investor confidence but may also contribute to a reduction in capital market's
risk expectations concerning these corporations’ future prospects [3]. Consequently,
examining the moderating role of ESG scores within the nexus between accrual quality
and cost of equity has emerged as another critical area of focus in this research.

This study aims to empirically examine the relationship between accrual quality and
cost of equity by analyzing data from non-financial corporations listed on China’s
Shanghai, Shenzhen, and Beijing A-shares from 2011 to 2022, and to further investigate
how corporate ESG performance scores modulate this relationship. Considering the
distinctive institutional context and rapidly evolving capital market in China, this study
seeks to augment empirical insights into financial transparency and capital costs within
emerging market settings. Beyond its global significance for understanding financial
behavior, it also offers targeted recommendations for policymakers and market partic-
ipants. Additionally, integrating ESG into the financial analysis framework unveils the
latent influence of non-financial information on capital cost decisions. Consequently,
this article extends the scope of accrual quality research while furnishing strategic guid-
ance for corporations aiming to enhance financial transparency and efficiently manage
capital costs.

2 Theoretical Basis and Research Hypotheses

2.1  The Relationship Between Accrual Quality and Cost of Equity

The Theory of Information Asymmetry posits that heightened information asymmetry
leads to increased risk for investors, who may subsequently demand higher expected
returns. Notably, certain studies, such as those by Adejumo & Ogburie (2025), indicate
that in markets characterized by significant information asymmetry, management might
engage in accrual manipulation to obscure actual operating conditions, thereby dimin-
ishing the predictive value of financial statements [4]. Within the distinct market con-
text of China, numerous enterprises encounter challenges in financing and exhibit
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inadequate information disclosure, potentially exerting a unique influence on the rela-
tionship between accrual quality and the cost of equity.

Fan & Wong (2002) highlighted that in emerging markets, where legal frameworks
are often underdeveloped and market regulations are lax, firms may resort to accounting
choices that enhance the appearance of financial statements [5]. In such scenarios, sub-
par accrual quality might serve as a component of the management’s signaling mecha-
nism. By selectively disclosing or withholding adverse information, corporate manage-
ment could attempt to mitigate the risk perceptions held by external investors. In certain
contexts, the market might temporarily tolerate such manipulative practices, resulting
in an increase in the cost of equity rather than its reduction. For instance, investors
might extend a lower cost of capital to firms based on transitory “favorable” perfor-
mance [6].

Drawing upon this body of research, the paper proposes Hypothesis H1: Within the
Chinese market context, deteriorating accrual quality may be associated with a reduc-
tion in the short-term cost of equity.

2.2 The Moderating Role of ESG in the Accrual Quality-Cost of Equity
Relationship

Stakeholder Theory is widely acknowledged as a pivotal framework for elucidating the
interactions between corporations and their stakeholders. Freeman in 1984 posited that
firms should broaden their focus beyond shareholders to encompass a diverse array of
stakeholders, including employees, customers, suppliers, and communities [7]. Supe-
rior ESG performance is indicative of a firm’s excellence in environmental stewardship,
social responsibility, and corporate governance. This performance reflects a proactive
approach to stakeholder engagement and effective risk and opportunity management,
thereby bolstering investor confidence and potentially mitigating the cost of equity [8].

Under the framework of Information Asymmetry Theory, companies possessing
high ESG ratings are likely to exhibit more transparent and comprehensive disclosure
of environmental, social, and governance information, thereby diminishing information
asymmetry [9]. Consequently, a robust ESG rating may amplify the beneficial effects
of high accrual quality, as investors are more inclined to place their trust in transparent
and accountable organizations, leading to a further reduction in the cost of equity.

In light of the foregoing analysis, the study posits Hypothesis H2: The ESG score of
a firm acts as a moderating variable in the relationship between accrual quality and cost
of equity. Specifically, as the ESG score rises, the influence of accrual quality improve-
ment on the diminution of the cost of equity is augmented.

3 Empirical Testing

3.1 Sample Selection and Data Sources

This study evaluates the cost of equity for non-financial enterprises publicly listed on
the A-share markets in Shanghai, Shenzhen, and Beijing over the period from 2011 to
2022. The data is obtained from the Wind financial database, as well as publicly
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available annual reports and corporate announcements. To ensure the representative-
ness and robustness of the findings, the sample selection adheres to the following cri-
teria: 1) Financial companies are excluded due to their distinct capital structures and
regulatory environments, which could confound the study’s conclusions; 2) Enterprises
designated as ST or *ST during the study period are omitted to prevent biases stemming
from extreme financial risk profiles; 3) Observations with missing or abnormal data are
excluded, employing a 1% and 99% winsorization across the entire sample to mitigate
the influence of outliers. Employing the industry classification standards of the China
Securities Regulatory Commission, the remaining enterprises are categorized into re-
spective industries. Post-screening, a dataset comprising 7213 firm-year observations
is obtained for the analysis.

3.2 Variable Definition and Measurement

3.2.1 Explained Variable — Cost of Equity (rPEG). This study designates the cost of
equity as the dependent variable, employing Easton’s (2004) PEG ratio methodology
to estimate a firm’s anticipated cost of equity [10]. The PEG ratio approach involves
determining a firm’s cost of equity by utilizing the inverse square root of the price-to-

revenue growth ratio. The corresponding formula is defined as the following formula
1.

EPSt42—EPSt4q
Py

rPEG = 1)

In this formula, rPEG represents the estimated cost of equity derived through the
PEG ratio method. EPS;,, and EPS,,, denote the actual earnings per share (EPS) for
the subsequent year and the succeeding two years, respectively. P, symbolizes the mar-
ket price per share at the conclusion of the firm’s fiscal year. For practical application,
this study utilized the actual values of EPS;,, and EPS;.,, as opposed to the theoreti-
cally preferred expected values, due to the unavailability of comprehensive analyst
forecasts in the Chinese market. Acknowledging the substantial data limitations, the
study drew on the approach of Chen et al. [11] and incorporated actual returns in place
of analyst forecasts.

3.2.2 Explanatory Variable - Accrual Quality (AQ). The principal explanatory variable
examined in this study is the enterprise’s accrual quality. To quantify accrual quality,
this paper employs the methodology advanced by Dechow and Dichev (2002), which
assesses the precision of financial statement information through regression models
[12]. Specifically, AQ is determined using the following model 2.

TCA;y = ay + @, CFO; ¢y + ayCFO; + a3CFO; 14 + a,AREV;, + asPPE;  + &, (2)

TCA represents the total current accruals of firm i at time ¢, which are calculated as
the difference between net profit, net of depreciation and amortization, and cash flow
from operations (CFO). The CFO denotes the company’s operating cash flows at peri-
odst—1,t, and t + 1. AREV represents the change in revenue, computed as the
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variation in operating revenue from year t — 1 to year t. PPE refers to the property,
plant, and equipment. All variables are standardized based on the average total assets
of the company during years t — 1 and t.

Hence, the residual (&) from the regression model serves as a proxy for accrual qual-
ity, where larger residuals signify inferior accrual quality. To further assess accrual
quality, this study utilizes the standard deviation of the residuals as an indicator of ac-
crual quality. A higher standard deviation corresponds to lower accrual quality.

3.2.3 Moderator Variable — ESG Score (ESG). In this study, the Huazheng ESG rating
serves as the moderating variable. Huazheng is a domestic ESG rating agency in China,
possessing distinct advantages in assessing and forecasting corporate behavior and so-
cial responsibility performance within the Chinese market, as opposed to international
rating agencies [13]. Given the substantial differences in China’s political, cultural, and
economic contexts compared to other countries, the Huazheng Securities rating system
is more closely aligned with China’s national conditions. This alignment allows it to
more accurately reflect the actual performance of Chinese enterprises concerning envi-
ronmental, social responsibility, and governance metrics. Furthermore, Huazheng rat-
ing demonstrates a superior capacity for capturing the policy adaptability and risk man-
agement proficiencies of enterprises in the ESG domain specific to the Chinese market.
This results in ESG ratings that are more congruent with the unique characteristics of
the Chinese market.

The Huazheng ESG score is scaled from 1 to 10, where higher scores signify superior
performance in terms of environmental sustainability, social responsibility, and corpo-
rate governance. Specifically, an elevated ESG score indicates a company fortified by
robust governance structures, enhanced social responsibility, and standardized environ-
mental practices in these domains.

3.2.4 Control Variables. To enhance the explanatory power of the model and control
for extraneous factors that could influence the cost of equity, this study incorporates
several control variables. Specifically, these include leverage ratio (LEV'), the book-to-
market ratio (BM), fixed asset proportion (FA), firm size (A) (calculated as the loga-
rithm of total assets), the shareholding percentage of the top ten shareholders
(T10SHR), the year-over-year growth rate of operating revenue (Growth), and the beta
coefficient (Beta) representing the correlation index which measures the overall rela-
tionship between the company’s stock and the broader market. By introducing these
control variables, it is possible to effectively reduce the interference of other factors on
the cost of equity, thereby more accurately analyzing the independent impact of AQ on
the cost of equity.

3.3  Empirical Model

Based on the research hypotheses formulated in the preceding section, a multiple re-
gression model has been developed to examine the effect of accrual quality (AQ) on the
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cost of equity (rPEG). Specifically, the regression equation for Hypothesis 1 is formu-
lated as follows:

TPEG;; = Bo + f1AQ; -1 + frControlVar; ;1 + & 3)

In light of the moderating influence of ESG scores, the regression model for Hypoth-
esis 2 is specified as follows:

TPEG;; = o + i1 AQpe—1 + 12ESGi ey + p3(AQse—q * ESGye_y) +
usControlVar; 4 + & @)

In this model 4, it is the interaction term between the independent variable AQ and
the moderating variable ESG, denoted as AESG in subsequent regression models. Its
regression coefficient reflects how ESG rating performance moderates the impact of
accrued quality on cost of equity.

4 Research Results and Analysis

4.1 Descriptive Analysis

To examine the fundamental descriptive characteristics of each variable, a descriptive
statistical analysis was performed on the entire sample. Table 1 provides the descriptive
statistical outcomes for each principal variable. The table reveals notable variations
among different firms in each key variable. Specifically, the average cost of equity
(rPEG) is 0.1428, with a standard deviation of 0.1141, a minimum value of 0.0125, and
a maximum value of 0.6164. This indicates substantial heterogeneity in the cost of eq-
uity across the sampled firms. Additionally, the mean value of accrual quality (4Q) is
observed to be 0.2552, with a standard deviation of 0.3690, a minimum of 0.0168, and
a maximum of 2.4133. These statistics denote considerable divergence in accrual qual-
ity among firms, with some entities potentially experiencing extreme deviations in ac-
crual quality.

Table 1. Descriptive statistical results.

Sample Average Standard

Variable number value deviation Minimum Median Maximum
rPEG 7213 0.1428 0.1141 0.0125 0.1093 0.6164
AQ 7213 0.2552 0.3690 0.0168 0.1320 2.4133
ESG 7213 4.2892 0.0741 4.0539 4.2952 4.4358
A 7213 22.5635 1.3061 20.0611 22.3992 26.3685
LEV 7213 0.4596 0.2041 0.0620 0.4593 09117
BM 7213 0.4406 0.2754 0.0286 0.3811 1.3377
Growth 7213 0.0897 0.2734 -0.5614 0.0679 1.2901
Beta 7213 1.0856 0.3565 0.1898 1.1168 1.8658

T10SHR 7213 0.5512 0.1489 0.2258 0.5504 0.8939
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4.2  Correlation Analysis

To gain deeper insights into the relationships among the variables, this study conducted
a Spearman correlation analysis focusing on the primary variables. The correlation co-
efficient between rPEG and AQ was found to be -0.0369, indicating a negative corre-
lation, which suggests that companies exhibiting lower accrual quality may experience
a reduced cost of equity in the short term, aligning with the Hypothesis 1.

Furthermore, an examination of the correlation coefficients among all variables re-
vealed that none exceeded 0.7. This finding implies the absence of significant multicol-
linearity issues among the variables, thereby allowing for the retention of all variables
in the regression model without compromising the model’s stability or the accuracy of
the estimation results.

4.3  Panel Regression Analysis

This study employs a panel data regression model (PanelOLS) to investigate the rela-
tionship between accrual quality and the cost of equity. Table 2 presents the primary
regression outcomes. The findings presented in column Hypothesis 1 reveal that, in the
absence of control variables, the regression coefficient of AQ is -0.0076, which is sta-
tistically significant at the 10% level. This outcome suggests that diminished accrual
quality may exacerbate information asymmetry within financial statements. Enterprises
might still achieve short-term financing advantages by compromising information
transparency, aligning with the postulations of Hypothesis 1 in this study. To delve
further, this research incorporated control variables into the regression model. The re-
sults indicate that, upon accounting for annual and industry effects, the regression co-
efficient of AQ remains negative (-0.0081) and achieves statistical significance at the
5% level (p — value = 0.0487). This finding signifies that even after controlling for
other potential confounding factors, the influence of accrual quality on the cost of eq-
uity persists significantly, under the premise that Hypothesis 1 is valid.

Regarding the moderating effect of ESG as posited in Hypothesis 2, column (a) re-
ports a regression coefficient of 0.1147 for the interaction term AESG, which is statis-
tically significant at the 5% level (p — value = 0.0251). This implies that an enhance-
ment in the ESG performance score mitigates the adverse impact of reduced accrual
quality on equity costs, reflecting that ESG exerts a negative moderating effect. Enter-
prises with superior ESG scores commonly demonstrate enhanced risk management
capabilities, enabling them to adeptly address risks associated with climate change, so-
cial responsibility, and governance. Although there may be concerns with a company’s
accrual quality, robust ESG performance can mitigate the repercussions of this issue on
the company’s cost of equity. Investors may be inclined to overlook certain accounting
deficiencies due to their confidence in the company’s long-term sustainability and risk
management acumen, potentially yielding financial advantages for the company over
the long term, such as reduced financing costs and augmented shareholder value. Col-
umn (b) means, upon the inclusion of control variables, the interaction term AESG re-
tains a positive coefficient and remains statistically significant at the 5% level, thereby
substantiating the validity of Hypothesis 2.
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Table 2. Regression results for Hypothesis 1&2.

Hypothesis 1 Hypothesis 2
(@) (b) @ (b)
AQ -0.0076* -0.0081** -0.4994** -0.5190%*
(0.0043) (0.0041) (0.2441) (0.2279)
ESG -0.0944%** -0.1079%** -0.1229%**
(0.0212) (0.0258) (0.0249)
AESG / 0.1147** 0.1192%*
(0.0570) (0.0532)
A -0.0003 -0.0004
(0.0017) (0.0017)
LEV 0.1149%** 0.1152%**
(0.0096) (0.0096)
BM 0.0608*** 0.0611***
(0.0069) (0.0069)
Growth -0.0053 -0.0053
(0.0057) (0.0057)
Beta -0.0021 -0.0021
(0.0039) (0.0039)
T10SHR -0.0137 -0.0134
(0.0109) (0.0109)
year Yes Yes Yes Yes
Industry Yes Yes Yes Yes
F 30.003 41.859 22.765 40.624
Adj R? 0.0779 0.1369 0.0809 0.1374
N 7213 7213 7213 7213

Note: The data in the table are regression coefficients of each variable, and ***, ** and * are significant at the

significance level of 1%, 5% and 10% respectively.

4.4 Robustness Test

To ensure the robustness of the findings presented in this article, the variable replace-
ment method has been employed for robustness testing. By substituting the key variable
and examining result consistency, this study enhances the verification of the research
model’s robustness, thereby affirming the rationality and generalizability of the con-
clusions drawn. Following the methodology outlined by Kothari et al. (2005), this paper
utilizes the Absolute Value Model of Abnormal Accrual model to compute the variable
ABSDA as an alternative independent variable [14]. This is calculated as the absolute
value of the difference between a firm’s actual accruals and its predicted normal accru-
als. In essence, by performing regression analyses on normal accruals and calculating
the deviation between actual and normal accruals, the absolute value of this deviation
serves as a metric for assessing the quality of accruals in a firm’s financial statements.
A higher value of ABSDA indicates inferior accrual quality. Subsequently, ABSDA was
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regressed against the cost of equity (rPEG). The analysis reveals that the regression
coefficient of ABSDA is negative (-0.0194) and statistically significant at the 5% sig-
nificance level (p — value = 0.0261). This finding supports the primary hypothesis
and confirms that the effect of accrual quality on the cost of equity is prevalent and
stable within the context of China’s national framework.

5 Conclusion

This study employs annual data from A-share listed companies on the Shanghai, Shen-
zhen, and Beijing stock exchanges from 2011 to 2022 to investigate the influence of
accrual quality on firms’ cost of equity, and examines the moderating effect of ESG
performance on this relationship. Utilizing a multiple regression model and conducting
robustness tests, the study yields the following conclusions: (1) Within the context of
the Chinese market, this study corroborates that inferior accrual quality is associated
with a reduced short-term cost of equity. One plausible explanation for this phenome-
non is that despite poor accrual quality potentially indicating information manipulation
within financial statements, investors in certain market environments may prioritize
short-term financial performance over reporting quality. Consequently, by “enhancing”
financial data, management might succeed in diminishing investors’ perception of cor-
porate risk in the short term, thereby decreasing the cost of equity. Additionally, the
investor composition in the Chinese market may exhibit unique characteristics, includ-
ing a significant proportion of retail investors who may lack sensitivity to long-term
financial risks.

(2) Further analysis reveals that a firm’s ESG score exerts a moderating influence
on the relationship between accrual quality and the cost of equity. As the ESG score
escalates, the negative association between accrual quality and cost of equity is rein-
forced. This may be attributable to the fact that superior ESG performance not only
signifies a company’s dedication and transparency concerning environmental, social,
and governance dimensions, but also potentially reflects an overall enhancement in the
firm's management quality and a commitment to long-term sustainable development.
Consequently, investors are more likely to place trust in the financial information dis-
seminated by firms with elevated ESG ratings, even when accrual quality exhibits fluc-
tuations. This heightened trust contributes to a further reduction in the firm’s cost of
equity.

Based on the analysis, this paper presents pertinent recommendations for the ad-
vancement of enterprises and the refinement of governmental policies: (1) Enterprises
are advised to strategically approach the reduction of equity costs through careful man-
agement of accrual quality. While diminishing accrual quality may initially appeal to
investors by lowering equity costs in the short term, it poses the risk of tarnishing the
company's reputation and eroding investor trust over time, potentially escalating long-
term capital costs. In response, it is imperative for the government to bolster the scrutiny
and oversight of corporate financial disclosures, particularly within markets character-
ized by significant information asymmetry. By enacting robust laws and regulations,
enhancing market supervision, and elevating accounting and auditing standards,
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corporations may be deterred from manipulating accruals to artificially lower equity
costs, thereby fostering a more sustainable capital market environment.

(2) Enterprises should endeavor to enhance their ESG performance through the for-
mulation of relevant policies, objectives, and performance metrics, alongside increas-
ing transparency in information disclosure. This can be achieved by intensifying efforts
in environmental stewardship, social responsibility, and corporate governance, which
not only mitigates information asymmetry but also bolsters investor confidence, ulti-
mately reducing the cost of equity. Concurrently, governmental bodies should facilitate
and endorse the progression of enterprises within the ESG domain by offering incen-
tives, formulating pertinent guidelines and standards, and encouraging the comprehen-
sive and transparent disclosure of ESG information.
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