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Does Corporate Environmental Disclosure Affect
the Cost of Capital”
Evidence from Tunisian Companies

Dr. Toukabri Mohamed * & Pr. Jilani Faouzi °

Abstract- We examine the effect of corporate environmental
disclosure on the cost of equity capital for a sample of Tunis-
ian firms over the period 2003-2011. Using an approach
based on increasing dividends to estimate firms' cost of
equity, we find that firms with better environmental disclosure
scores exhibit cheaper equity financing. In particular, our
findings suggest that investment in practices corporate
environmental disclosure contributes substantially to reducing
firms’ cost of equity. Our paper contributes to the literature by
adding evidence on effects of corporate environmental discl-
osure voluntary on long term economic forecasts of the cost of
equity and on the financial value of firms.

Keywords: stakeholder theory, corporate environmental
disclosure, cost of equity capital tunisian company.

. INTRODUCTION

he association between the environmental
Tcorporate disclosure quality and the cost of equity
capital is a significant theme in economic theory
and practice. Therefore, the objective confirmation and
the extensive observation of its role between
practitioners propose that environmental disclosure
strategy is someway related to a company’s costs of
equity funding. In addition, academic study also sustain
the positive effect of superior environmental voluntary
disclosure to decreasing cost of equity capital by
emphasizing its consequence on stock market liquidity
and assessment risk. Though, little experiential evidence
exists on the precise nature of this correlation,
particularly when it comes to so-called regulations law
countries member to a “stakeholder” practice of
company governance.
The pressure of voluntary disclosure measures
on the cost of independence funding has forever been a
motivating theme in the financial-accounting research,
which can be ranked to academic and empirical. From a
theoretical point of vision, an adverse relationship
between quality of disclosure Company and cost of
equity financing is confirmed, particularly accentuate on
communication ability to power stock market liquidity

Author a: Assistant professor of accounting, Department of Accounting
and Finance, Faculty of Economic Sciences and Management of Tunis,
Tunisia. e-mail: toukabrimohamed@yahoo.fr

Author o: Associate Professor of Finance, Department of Accounting
and Finance, Faculty of Economic Sciences and Management of Tunis,
Tunisia. e-mail: Faouzi.Jilani@fsegt.ru.tn

and evaluation risk. Empirical maintain for the
recommended association is also offered by a rising
body of studies, trying to measure the correlation

between cost of equity capital and quality of
environmental corporate disclosures.
This research founded on previous and

simultaneous study that present inconsistent results
contradictory the relation between corporate social
responsibility and corporate environmental disclosure
and the cost of equity capital. Richardson and Welker
(2001) support a significant positive relationship
between social disclosure and the cost of equity capital.
In this context, Tsang and Yang (2010) expose
confirmation consistent with an opposite relation, while
Clarkson, Fang, Li, and Richardson (2010) not succeed
to bring a important relation after instruct for firms
relative environmental performance. Conclusion in
Connors and Silva-Gao (2009) and Sharfman and
Fernando (2008) imply that relative environmental
performance catch a measurement of firm danger that
matters to investors and eventually affects the cost of
equity.

R Our study is associated to but also impede from
the research of Plumlee et al. (2008) and Richardson
and Welker (2001). Plumlee et al. (2008) analyses the
effect pact of voluntary environmental disclosure on firm
value. We examine a broader concept of corporate
social  responsibility  (CSR), which incorporated
environmental protection, community development,
corporate governance practices, employee relations,
multiplicity practices, individual rights, and merchandise
quality. In addition, we use a measure of CSR that is
diverse from Plumlee et al. (2008). These researchers
employ a self-constructed index to measure firms’
environmental disclosure quality.

Indeed, to the insufficiency of empirical study
on the relation between environmental corporate
disclosure and the cost of capital, our attention in firms’
equity financing costs is stimulated by the next
thoughtfulness. Firstly, the cost of equity capital is the
inside price of return so as to the market indented to a
firm’s potential cash flows to establish its current market
value. Accordingly, it is the necessary rate of efficiency
specified the market's observation of a company's
riskiness. If environmental corporate disclosure

© 2014 Global Journals Inc. (US)
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influences the estimation riskiness of a firm, as we
discuss afterward, subsequently socially responsible
firms must avail from reduced equity financing costs.
Next, correlated research recommends that successful
corporate governance, and in particular stricter reporting
standards, abase firms’ cost of equity capital means of
a decrease in agency and information asymmetry
problems (Chen et al., 2009).

As we discuss in the following, information
asymmetry is considered among technical through
which environmental corporate disclosure affects the
cost of equity capital. According to the third idea
research, the cost of equity correspond to investors’
necessary rate of return on corporate investments and
consequently is a solution input in firms’ long-term
investment choice. Exploratory the relation between
environmental corporate disclosure and the cost of
equity must then assist managers appreciate the result
and therefore have significant repercussion for strategic
planning. Furthermore, the cost of capital possibly will
be the intermediary through which capital markets
promote firms to become more socially responsible
(Heinkel et al., 2001).

Based on the theoretical study of Merton (1987)
and Heinkel et al. (2001), we examine the following
hypothesis, environmental corporate disclosure have
decrease cost of equity capital than low corporate
environmental reporting justification to poor corporate
environmental disclosure being related through a
modest investor foundation and elevated perceived
risks. To calculate firms’ cost of equity capital, we will
rely an important number of studies in accounting (Hail
and Leuz, 2006; Chen et al., 2009) and employ the ex
ante cost of equity indirect in analyst earnings forecasts
and stock prices. This accounting supports approach
present two major advantages. Primary, contrasting
usual measures of firm value (Tobin's Q), it permit one
to organize for dissimilarity in development rates and
predictable future cash flows when approximation firms’
cost of equity (Hail and Leuz, 2006). Next, it avoids the
use of noisy appreciated returns and the deterioration of
traditional asset pricing models to introduce precise
approximation of firm-level cost of equity capital (Pastor
et al., 2008).

Our studies add to the literature in some level.
Indeed, as preceding studies examine whether
environmental corporate disclosure influence firm value,
this is the first study to our knowledge to use a large
panel of Tunisian firms to study the consequence of
corporate environmental disclosure on the cost of equity
capital.

Our analysis is incite by prior research propose
that a significant instrument through which corporate
environment disclosure concern firm value is its effects
on firm risk (McGuire et al., 1988; Starks, 2009). Our
empirical results propose supportive evidence.

© 2014 Global Journals Inc. (US)

The remainder of the paper is organized as
follows. In section 2 we review the relevant literature and
develop hypotheses. Section 3 provides details of
research design, variable measurement, and sample
selection, and presents descriptive statistics of the
sample. We present our empirical results in section 4
and conclude in section 5.

[1. LITERATURE REVIEW

Financial and environmental information
disclosure represents an essential function in decrease
information asymmetry among firms and investors.
Revelation practices harmonize the role performed by
accounting numbers in producing more accurate
pictures of firms' economic positions. We can classify
communication practices in two axis: (a) obligatory and
(b) not required and voluntary or firm-specific.
Obligatory disclosure practices are necessary by laws,
policy, and widely used company practices. In this
class, we can organize all practices that are common to
all firms submerged in the same environment. Essential
and obligatory disclosure practices complement official
disclosure and depend on firms' encouragement to
improve enquire external user.

According to Ullmann (1985), the association
between corporate environmental disclosure and
financial performance is compound and the subsistence
of any correlation between these two variables is
unexpected. The study to Bamnett and Salomon (2006),
this correlation is nonlinear. The majority of the empirical
research reveals a significant relationship between
corporate environmental disclosure and financial
performance and no significant relationship with the cost
of capital (Botosan and Plumlee, 2002; Graham et al.,
2005). This affirmation attracts more the concentration of
financial analysts as it provide them specific information
which facilitate them to reduce the cost of collecting and
treating the information and hence reduce the firm
information asymmetry. In this context, the results of
Cormier et al. (2009) illustrate information disclosure
about the environmental disclosure of Canadian
companies decrease information asymmetry. Welker et
al. (2001) analysis the relationship between the cost of
equity and social and environmental disclosure for a
sample of Canadian firms. However, they corroborate a
significant positive relationship between the quality of
environmental disclosure and .the cost of equity. They
involve their result to the problem of endogeneity
between disclosure and firm characteristics which
wasn'’t taken into consideration.

Required and voluntary disclosure practices can
be complements or substitutes. Some firms can round
of general regulations by providing information about
especial aspects off their business that are not
necessary by the measure and standard. Accordingly, a
general improvement in the mandatory disclosure level
may replacement for disclosure practices that were



earlier voluntarly announced by some firms.
Consequently, we suppose voluntary disclosure
practices to be slightly more important in countries
where the general disclosure environment is poor. We
also anticipate discovering advanced cross-sectional
difference among firms in that environment. Some firms
may have inducement to furnish disclosure levels
superior to the normal, while others do not thus
generate a larger deviation in disclosure levels than

those observed in countries where the general
disclosure environment is lofty.
First research exploratory the relationship

between environmental reporting and firm value focus
on the correlation linking specific environmental concern
or actions and stock price or stock price changes. In this
context, Barth and McNichols (1994) study that the
market evaluates environmental liabilities in excess of
that declared by firms reliable with them having an
unrealized environmental liability, while Blacconiere and
Patten (1994) and Blacconiere and Northcutt (1997)
present confirmation of the profit of enhanced
environmental reporting.

In another study that analyzed disclosures
absent specific actions or liabilities, Richardson, and
Welker (2001) explore the association between social
disclosures include on annual reports (which contained
environmental and social disclosures) and the cost of
capital for a illustration of Canadian firms.

They find a surprising positive relation between
environmental disclosures and cost of capital and
explore whether that relation is due to partiality in social
disclosures. While their conclusion propose that
enhanced social disclosures amplify cost of capital,
which would decrease firm value, the authors confirmed
that this does not involve that environmental disclosure
has an in general negative effect on the firm and
advocate that additional research discuss other
favorable effects of environmental disclosures.

Voluntary environmental corporate disclosures
possibly will take various profits (Dedman et al., 2008).
For example, Dedman et al. (2007) confirmed that
corporate from the elevated R&D biotechnology
segment advantage as of liberate voluntary disclosures
on medicine improvement statement. Prior study has
commonly found a negative association between
voluntary environmental corporate disclosure and the
cost of capital. Hypothetically, Diamond and Verrecchia
(1991) conceive that superior environmental corporate
disclosure decrease adverse selection cost suitable to
information asymmetry, thus improve market liquidity
and diminish the cost of capital.

In a similar context, Barry and Brown (1985)
established that better environmental corporate
disclosures may diminish the evaluation risk that is
related with the cost of capital. Indeed, Welker (1995)
illustrate that environmental corporate disclosure levels
are negatively connected with information asymmetry.
Botosan (1997) arouse a negative dependence between

environmental corporate disclosure level and the cost of
equity capital for firms with a low analyst subsequent.
Additional, Mensah et al. (2003) explain that better
corporate environmental corporate disclosure is linked
with reduced analyst estimate mistake and dispersions.

This works of research analyze the incidence of
environmental corporate disclosure level on the cost of
capital and suppose a unique sense association
between environmental corporate disclosure and the
cost of capital. Nevertheless, we cannot detect a
straightforward negative relationship between
environmental corporate disclosures and the cost of
capital because under some situation, disclosures will
amplify investor ambiguity and information asymmetry.

In the same line, Kothari et al. (2009) conceive
that the information signaling of environmental
disclosure effects the cost of capital and they
recommend a strong link between environmental
corporate disclosure and the cost of capital (i.e.,
positive environmental corporate disclosures decrease
investors’ improbability and the cost of capital while
adverse environmental corporate disclosures increase
investors’ uncertainty and the cost of capital). They
content analyze environmental corporate disclosures
from management, market analyst, and business press.
Nevertheless, they discover that the estimated
directional  relationship ~ between  environmental
corporate disclosure and the cost of capital only be
present for credible business press environment
corporate disclosures and that the market be inclined to
reduction environment corporate disclosures from
management. In testing environmental corporate
disclosures by management, Kothari et al. (2009) center
of attention on directive environmental corporate
disclosures such as 10-K and 10-Q documents.
Though, little attention in the literature has been
committed to exploratory the directional effect of
voluntary environmental corporate disclosure on the
cost of capital.

[11. HYPOTHESES DEVELOPMENT AND
METHODOLOGY

a) Hypotheses Development

Further, the signaling theory speculates the
solution choice would encourage managers to offer
more voluntary environmental corporate disclosures
when information asymmetry is elevated (Verrecchia,
1983). Reliable with signaling theory, Mak (1996) notes
that Initial Public Offering (IPO) firms are more tending to
environmental  corporate  disclose  management
forecasts when they have higher deviation of returns.
Verrecchia (1983) suggests that managers are
encouraged to environmental corporate disclose good

news forecasts to collect a higher firm valuation from
investors. Likewise, Trueman (1986) posits that goods
news release can translate into a higher market value by

© 2014 Global Journals Inc. (US)
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generous investors a more optimistic measurement of
managers’ talent. Management profits forecasts can
affect firm wvalues in two approaches. First,
communication of profits forecasts might result in a
adjustment in predictable future earnings. Second,
management forecasts may enhance the percentage of
investors holding the company’s securities, thus
decrease necessary rates of return. In general, good
news forecasts may diminish the adverse-selection
component of information asymmetry. Basing on all
above arguments, we predict that:

H,: There is a positive relationship between the
expected cost of equity capital and the quality of
corporate environment disclose

b) Methodology

i. Data description

Companies in our study are characterized by a
low level of environmental disclosure. Tunisia appears
principally adequate for such type of examination, since
Tunisian companies have significant disclosure
discretion and approved level of revelation is notably
low. The just obligation for companies to be listed on the
local exchange is compliance with Tunisia Financial
Market Council, which authorized firms with important
autonomy in deciding their voluntary disclosure policy.
Moreover, a number of prior studies also focus on
Tunisian, or comprise it in a supplementary international
sample. Consequently, this specific research should
make the subtle influence of amplified environmental
disclosures voluntary on firms’ cost of equity capital
more simply measurable.

Overall, there are 32 companies listed on the
Tunisian Stock Exchange. The type of firms includes
greatest capitalized Tunisian companies, along with
some small publicly held companies, trading on the
local exchange. This sample of firms involve that a
significant bias in a potential environmental disclosure
score may exist, because environmental disclosure
quality is positively correlated with company’s market
value (Lang and Lundholm, 1993). Corporate
environmental disclosure is negatively related with the
firm size and large companies are generally assumed to
have a richer environmental disclosure in terms of media
and analyst coverage. Though, if there is an adequate
cross-sectional variation in the score of environmental
corporate disclosure, this should not cause problems for
the empirical research.

ii. Independen