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Organizational inertia as a defensive mechanism has pervasive effects on the 

functional aspects of organizations, including financial functions. One of these 

financial aspects affected by inertia is the cost of equity capital. Hence, This article 

aims to contribute to the accounting knowledge literature by presenting the 

framework of organizational inertia (OI) and investigating the effect of the cost of 

equity capital (COE) on it. This article uses meta-synthesis, the Delphi process, and, 

finally, questionnaire design to measure organizational inertia. The mentioned 

questionnaire was sent to the managers of the sample companies, and finally, 138 

questionnaires were completed and returned and included in the statistical analysis. 

To measure the cost of equity capital, we use three proxies, including the O’Hanlon 

and Steele (2000) Model (OSM), CAPM, and Industry-Adjusted Earnings-to-Stock 

Price Ratio (IndEP). The results show that organizational inertia has a positive and 

significant effect on the cost of equity capital. The research results have confirmed 

that organizational inertia has a positive and significant effect on the cost of equity 

capital. This means that the increase in structural resistance causes the company's 

financing costs to increase, and the company faces more challenges in obtaining 

resources. 
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Introduction 
Recent global crises have caused the problems of over-borrowing and over-investment among the 

corporations have caused problems of over-borrowing and over-investment among corporations, and 

countries like Iran are facing a serious challenge in providing financial resources because they are 

facing financial sanctions. The existence of these limitations causes the adoption of changing financial 

strategies to require structural transformation. Therefore, the company's inertia is the result of external 

changes that companies usually resist because they do not have the ability to respond to them. Based 

on this, even in the case of organizational conflicts, it is possible to avoid inertia. It is important to 

have the ability to face it within the organizational structures (Moradi et al. et al., 2021).  

First of all, a review of the existing literature shows that the present study is the first research that 

has attempted to provide a comprehensive model for organizational inertia based on the features 

presented in the Iranian capital market, as well as investigating its effect on the cost of equity capital 

(COE). On the other hand, this study is one of the few studies in Iran that examines organizational 

inertia on the cost of equity capital. Hence, our study, in addition to filling the research gap regarding 

organizational inertia, can contribute to the development and enrichment of the literature on the cost of 

equity capital in developing countries such as Iran's capital market. 

Secondly, conducting this research can help accounting policymakers and standard-setters monitor 

more effectively the governance gaps that lead to organizational inertia. In addition, our study has 

many implications for the compilers of university course topics and those in charge of corporate 

governance and suggests that when compiling the educational topics of accounting and auditing, in 

relation to the structural changes of companies regarding the disclosure of financial performance, 

necessary measures should be taken to promote institutional recognition among students in this field. 

2. Literature Review and Hypothesis Development  
2.1. Organizational inertia 

The current era is the era of rapid and dramatic  changes in organizational behavior, and organizations 

need efficient changes and transformations to advance their goals because the life of the organization 

depends on the organization's compliance with the changes of the new era. Therefore, risk lack of change 

and resistance to important and life-giving developments are considered serious risk. Because behavioral 

stagnation or inertia affects the ability and capabilities to express creativity and innovation, et al. learn, 

and solve issues and problems (Kim et al., 2022). In the state of organizational inertia in the turbulence 

of the ever-increasing environmental changes, the organization is in a state of stagnation and immobility 

and uses its past methods and techniques to confront new issues and problems; It goes without saying 

that creativity and innovation are necessary to solve new issues and problems (Shaik et al, 2022). 

Behavioral inertia is a strong barrier to the advancement of creative methods. Inertia is the strength and 

resistance that the organization shows against environmental changes. There are many definitions of 

inertia in studies, but the basic and common principle in many definitions is the lack of change in 

behavior. Although the goal of changing behavior is an adaptation to the environment and better 

performance (Larsen and Loomi, 2002), people often show disinterest in change and transformation, and 

a kind of lethargy is seen in performance. Perhaps the reason is that change brings instability; resistance 

to it is a natural thing and part of the process of behavioral and functional changes. But it should be noted 

that the set of behaviors cannot function as before; people must be flexible and have the ability to adapt 

and adapt. Because most of the necessary and vital changes and the adaptability of the organization is 

caught in the bog of inertia and fail. Sometimes, in order to overcome inertia, the cause of resistance to 

change must be known, and change must be accepted when there is a balance between the new and the 

old. People avoid accepting changes that are not compatible with their past familiar experiences and 

habits. Readiness for change has been examined many times in the form of resistance to change based on 

minimizing resistance. Despite this resistance and preparation, two poles are never opposite to each other 

(Dostar et al., 2018), but these two are tied to each other by countless human factors, and these two 

cannot be separated, only by removing the resistance and inertia of the organization, it can be achieved. 

It facilitated the goals (Mominibadleh et al., 2018). 

2.2. Organizational inertia and Cost of equity capital 

Cost of capital is the minimum rate of return that is required to maintain the company's market value. 
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The cost of capital is considered a fundamental factor in decisions related to investment, capital 

budgeting, working capital management, establishing the optimal financial structure, measuring 

performance, and determining the value of the company by helping to discount cash flows. Therefore, 

since the lenders are looking for the principal and benefits of their grants and the investors are looking 

for the expected return from the operational activities of the companies, paying attention to the cost of 

capital can improve the credit evaluation capacities. To pay for the financial resources needed by 

companies, they pay attention to one of the most important items included in the financial statements 

of companies, i.e., accounting profit. If the accounting profit reported in the financial statements does 

not have quality and transparency, it will cause uncertainty for creditors and investors. 

This uncertainty, on the one hand, and information asymmetry, on the other hand, leads to the 

creation of information risk for creditors and investors. As a result, creditors will demand higher 

interest rates,, and investors will demand higher returns from company managers. Considering that the 

lenders' interest rate for the company is the financing cost rate from the debt and the return rate 

expected by the investors for the company is the equity financing cost rate, the weighted average of 

these two cost rates is the weighted average of the company's capital cost. Forms. Finally, the increase 

in information risk will increase the weighted average cost of capital. The weighted average cost of 

capital is the minimum rate of return that the company must earn to provide the expected return to 

investors and creditors. The issue of cost of capital has always been based on the assumption that 

companies can develop real returns in relation to the increase in the returns expected by shareholders. 
Therefore, so that the value of the company does not decrease due to the gap between the actual 

return and the expected return, companies try to manage the cost of capital in such a way that the 

expectations of the shareholders are met. Usually, the weighted average cost of capital is used as a tool 

to realize the sustainability of profits, But achieving a positive cost of capital involves broader aspects 

of purely financial functions, part of which can be structural functions. 

Organizational inertia usually happens due to weakness in recognizing internal organizational 

capacities and adapting them to external changes. This process, which is usually referred to as a disorder, 

expresses a level of resistance within the organization that causes problems for the company's 

coordination and integration with its surrounding environment. In such a situation, the flexibility of the 

company is reduced, and this issue, in terms of the competitive capacity of providing financial resources, 

causes the companies to not be able to convince the information needs of the shareholders, and this issue 

causes that due to the lack of trust in the operational process of the company, The cost of capital will 

increase. Therefore, it is expected that with the increase in organizational inertia, the company will face 

higher restrictions in terms of providing financial resources due to weak information functions and 

gaining the trust of shareholders, and this issue will lead to an increase in the cost of equity. Therefore, 

according to these explanations, the research hypothesis for the test is: 

H1: Organizational inertia has a significant and positive effect on the cost of equity capital. 

Methodology 
In terms of methodology, this article is semi-experimental and tests the hypothesis through the 

collection of secondary data and the financial statements of the investigated companies. The time 

period of the article is one year, 2021-2022, and sample companies are selected using systematic 

screening. Therefore, the screening criteria for selecting sample companies are as follows: 
1. —All the investigated companies were not withdrawn from the stock exchange between 2021 

and 2022. To increase comparability, their fiscal yearsr should end in March. 

2. Have not changed their activity or change of financial year during the mentioned year. 

3. Not to be part of investment and financial intermediation companies (investment companies 

were not included in the statistical community due to the difference in the nature of their 

activities with other companies). 

By applying these criteria, 138 sample companies were selected to test the research hypothesis. For 

this purpose, the organizational inertia questionnaire was distributed to the managers of these 

companies, and by combining the data of their financial statements through cross-sectional regression, 

an analysis was done. 
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Variables Measurement  

Dependent Variable: Cost of Equity Capital 

Following prior studies (e.g., Saghafi et al., 2012; Hajiha & Sarfaraz, 2015), we use three different 

proxies for the Cost of Equity Capital, as follows. 

 
 Capital Asset Pricing Model (CAPM) 

 

 Independent Variable: Organizational inertia (OI) 

A systematic content screening process was used to measure organizational inertia. For this purpose, 

first, similar researches with the nature of organizational inertia were identified in the last 2 years, and 

then, based on the critical evaluation checklist, from the content of the selected researches, an effort 

was made to extract dimensions related to this phenomenon. 
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Table 1. Critical Appraisal of Components 

 
 

According to the approval of 9 researches in the critical appraisal process, the main components 

that have obtained more than half of the approved researches are approved as the main components in 

determining the research themes. Then, in order to ensure the identified components and propositions, 

Delphi analysis was used to reach the theoretical saturation point. For this purpose, these statements 

were provided to experts for a survey in the form of a checklist of 7 options, which table (3) shows the 

results of Delphi analysis. 

Table 3. The Process of the First and Second Steps of Delphi 
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 Based on Delphi analysis, it was found that in two rounds, 5 items were removed from the 

organizational inertia evaluation themes and 4 themes were merged. Therefore, the organizational 

inertia model can be presented in the following order: 

 

Fig. 3. Theoretical Framework of Organizational inertia 
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Fig. 4. Hypothesis Test Framework 

Findings 

This study tested the research hypothesis through partial least squares process. Therefore, first, 

descriptive statistics of the research variables are presented.  

  
 

By determining the results of the study in this section, it is necessary to test the hypothesis of the 

research. Because the purpose of the research is to achieve this result. 
 

 

IndEP 

Perceptual 

Inertia 

Insight Inertia 

Structural 

Inertia 

O
SM

 

CAPM 
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Table 8. Fornell and Larker matrices for divergent validity (Reference: Research Findings) 
Variables CAPM Cor- Inertia IndEP Ins- Inertia Per-Inertia ROE Str- Inertia The Cost of Equity 

CAPM 1.000 
       

Organizational inertia 0.259 0.862 
      

IndEP 1.000 0.259 1.000 
     

Insight Inertia 0.265 0.893 0.265 0.759 
    

Perceptual Inertia 0.262 0.893 0.261 0.775 0.896 
   

OSM 0.713 0.164 0.712 0.202 0.178 1.000 
  

Structural Inertia 0.191 0.851 0.191 0.669 0.639 0.083 0.817 
 

Cost of Equity 0.394 0.075 0.393 0.121 0.092 0.925 0.006 1.000 
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Conclusion and Implications 
This article aims to contribute to the accounting knowledge literature by presenting the framework of 

organizational inertia (OI) and investigating the effect of cost of equity capital (COE) on it. The 

present study surveyed and analyzed the data of 138 people from financial managers and accounting 

heads in 162 companies (TSE). On the other hand, from the perspective of opportunity cost, 

organizational inertia has led to an increase of company information risk, which, while creating an 

undesirable image for the company in society, will be accompanied by a decrease in income and an 

increase in its costs; Therefore, it will bring increasing the organizational inertia in the face of 

shareholders as reducing credibility and sales; lack of operational effectiveness and increased risk; 

then it is expected that the aforementioned activities will have a positive effect on the cost of equity 

capital. The result of the hypothesis test is consistent with the studies of Huang and Gao (2021), 

Moraes Carvalho et al. (2018), Oyadomari et al. (2018), and Nedzinskas et al. (2013). 

From a regulatory perspective, our findings provide useful implications for accounting 

policymakers and standard-setters regarding the importance of organizational inertia in increasing the 

firm's cost of equity capital. Specifically, since it is necessary for the users of the financial statements 

to pay attention to the information related to the inertia strategies of the company, therefore, 

accounting standard setters should take steps to improve information transparency and reduce the cost 

of equity capital by requiring listed firms to disclose information related to organizational inertia 

adequately. This study also provides important insights for investors better to understand the potential 

adverse effect of organizational inertia and to take this matter seriously when making investment 

decisions. 

Limitations and Future Research 
The main limitation of the current study is the inherent limitation of the questionnaire that was used to 

collect data related to organizational inertia. One of the most important limitations of the questionnaire 

is the extent of respondents' perception, interpretation, and analysis of the subject. In the continuation 

of this research, we suggest that future researchers investigate the impact of organizational inertia on 

financial reporting transparency. Also, we suggest that they study the response of capital market 

participants to organizational inertia. 
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