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Abstract

Securing financing for companies is a critical issue for their
managements. Actually, the cost of equity (COE) is an important element
in determining their financing source. COE may be influenced by voluntary
disclosure (VD). Disclosing additional information could reduce

information asymmetry and leads to lower risk and decrease the COE.

This study investigates the relationship between VD and the COE,
from one hand. On the other hand, it also examines the moderating role of

corporate governance (CG) on the association between VD and the COE.

Relevant measures were used in this study to achieve its objectives.
Voluntary disclosure was measured by developing a checklist based on the
extant literature and the prevailing circumstances in Palestine. The Capital
Assets Pricing Model (CAPM) framework and the profitability ratio (ROE)
were used to measure the COEC. CAPM was employed through using
three models including the classical CAPM model (COE 1), Standard
Deviation of return (COE 2), and Semi-deviation of return (COE 3).
Furthermore, the profitability was measured by return on equity (ROE)

twice. In the first (ROE1), the classical return on equity, which is measured
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by dividing the net income of the firm by its total book value of equity, was
used. Since ROE can have negative values but the COE can never be
negative, an additional measure of the COE is used where all negative
values are set to zero (ROE2). Moreover, a second checklist was also

developed to measure the moderating variable (CG).

Data was obtained mainly from the annual reports prepared by the
companies listed on Palestine Exchange (PEX) for ten years from 2009 to
2018. Forty-one companies listed in the PEX were considered in this study
after excluding the banking sector. Financial and non-financial panel data
(longitudinal data) was collected; it includes cross-sectional and time-series

data.

The regression results indicate that the most significant results
emerged when using CAPM- downside risk (COE 3). This can be
explained as beta (COE 1) is not proper to estimate risk in emerging
markets. Moreover, investors don't avoid favorable volatility (COE 2); they
just avoid downside or unfavorable volatility that can be measured by the

semi deviation.

Our findings highlight a negative and significant relationship
between voluntary disclosure and cost of equity (COE 3), confirming the
research hypothesis. The results also provide evidence when used (ROEI
and ROE2) indicates that CG moderates the associations between VD and
COE since a negative and significant relationship between both variables

exist only under commitment to good corporate governance mechanisms.
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The study suggests a set of recommendations, including the manger
should use a proper measure for cost of equity when take financing
decision,.and managers must pay more attention to disclosure and, in
particular, must increase the quality of voluntary disclosure through

commitment to good corporate governance practice.
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Chapter one

Introduction

1.1 Introduction

Financing is among the core activities of the firm; it is essential to
maintain their current operations, purchase new fixed assets, pay
obligations and for expansion (Modigliani et al., 1958; Pike and Neale,
2009). Financing decisions are critical for companies' sustainability and
growth given their effect on current and future performance (Ardillah,
2020). Normally, companies obtain financing through two main sources,
debt and equity. Choosing between them is one of the significant decisions

companies face in shaping their capital structure (Mallisa et al., 2017).

The cost of financing is a primary determinant for choosing the
source of financing for companies (Titman et al., 1988). There are two
components for the cost of financing, i.e. cost of debt and cost of equity.
While cost of debt 1 is somewhat easy to estimate, it is noted that cost of
equity estimation is more difficult (Villadsen et al., 2017). COE is the
return rate required by investors to compensate for the risk of providing
capital (Botosan, 1997), or the expected return on the stock of the firm
(Fama et al., 1972). COE is influenced by numerous external factors, such
as political stability (Li et al., 2018) and economic situation (Kim et al.,
2010). Moreover, it is claimed that many internal factors can influence the
company's COE such as governance system (Srivastava, 2019), corporate
social responsibility (El Ghoul, 2011; Byun and Oh 2018) and company

disclosure (Dutta, 2017; Raimo et al., 2020).
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Many empirical studies (e.g. Botosan,1997; Hail, 2002; Leuz and
Verrecchia, 2004; Botosan and Plumlee, 2005; Francis, Khurana, and
Pereira, 2005) provide evidence indicating that information disclosed by
firms has an important role in determining the COE. Diamond and
Verrecchia (1991) argued that high disclosure improves market liquidity
which, ultimately, raises the demand on the firm's stock and reduces
transaction costs. Moreover, high disclosure reduces estimation risk
resulting from uncertainty related to future returns and also decreases
information asymmetry between manger and investor, and this causes a

decrease in the COE (Diamond and Verrechia, 1991; Verrechia, 2001).

On the other hand, the relationship between information disclosure
and the COE may be affected by corporate governance practices; it may
influence the risk of the corporate insider. According to Srivastava et al.,
(2019); Lombardo and Pagano (2002), CG may also reduce the external
monitoring cost required to ensure given payoff by management in addition
to its role in reducing information asymmetry by limiting opportunistic

insider trading.

1.2 Problem Statement

Companies face challenges in securing financing to the extent that
they become vulnerable to bankruptcy due to the lack of financing. COE is
a critical element in determining their financing source as well as it
influences their performance (Reverte, 2009; Pham et al., 2012). Also,

many executives lack knowledge about the factors influencing the COE
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and struggling in finding ways to reduce it. Identification of factors
impacting the COE is a significant step in improving companies financing
and investment decisions (Huang et al., 2009). Furthermore, it will help

companies to reduce their COE by taking the consideration of such factors.

Among these factors is voluntary disclosure, which is necessary to
satisfy the needs of shareholders, as the higher the level of voluntary
disclosure, the greater the level of investors’ confidence in granting their
financial resources and investment in companies. While The lack of
continuous voluntary disclosure and lack of commitment to good corporate
governance mechanisms by the Palestinian companies listed on the
Palestine Stock Exchange may lead to the withholding of useful and
sufficient information on the cost of equity, which in turn leads to a set of
negative effects, the most important of which is a loss of confidence in the
information disclosed, and erroneous decisions regarding determining the

cost of equity.

In Palestine, there are no sufficient studies on the COE and the
factors that have an impact on it. Moreover, many of the Palestinian
companies face challenges in securing financing or they are having higher

financing costs (Migdad, 2017).

1.3 Objectives of the Study

The intend of the study is to highlight the financing issues of the
Palestinian companies listed on the Palestine Exchange (PEX) and the

factors impacting their cost of equity. It tries to bridge the gap in the
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literature by examining the relationship between VD and the COE in
Palestine, from one hand, and the moderating role of CG on the association
between VD and the COE on the other hand. Particularly, it tests
empirically whether these factors influence the COE and through which

channel. Specifically, the main study objectives are:

1. Measuring the level of VD of the Palestinian companies listed on PEX.

2. Measuring the COE of the Palestinian companies listed on PEX.

3. Measuring the CG level of the Palestinian companies listed on PEX.

4. Investigating the relationship between VD and COE for the Palestinian

companies listed on PEX.

5. Investigating the role of CG as a moderating variable on the association

between VD and COE for the Palestinian companies listed on PEX.

6. Provide recommendations for the Palestinian companies listed on the

PEX relevant to their financing decisions.

1.4 Research Questions

Given the significance of the COE for companies’ financing and
investment decisions, the study investigates the factors affecting it for the
Palestinian companies listed on PEX. Particularly, it intends to provide

answers for the following questions:

1. Does the VD level affect the Palestinian-listed companies’ cost of

equity?
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2. Does the CG affect the relationship between VD and COE for

Palestinian listed companies?

1.5 Importance of the Study

In Palestine, a lack of research that measures the COE 1 and the
factors affecting it exists. Mainly, prior studies investigate 1) the
determinants and importance of capital structure for the Palestinian-
companies (e.g. Daraghma et al., 2010; Abu Mouamer, 2011; and Abbadi
et al., 2012), 2) the commitment of the Palestinian companies with CG
requirements (e.g. Abdelkarim et al.,2010; Abu Alia and Awwad, 2020), 3)
the factors affecting voluntary disclosure of Palestinian listed companies
(e.g. Sweiti et al., 2016;), and 4) the importance and role of corporate
social responsibility at Palestinian listed companies (e.g. Alkababji, 2014;

Abu Alia and Merdawi, 2018).

Achieving the study objectives is important as the empirical relation
considered in the study has not yet been established for the Palestinian-
listed companies. It unearths the hidden relationship between the VD and
the COE of the Palestinian-listed companies. Moreover, it investigates the
moderating role of CG on this relationship. It will provide a better
understanding of the COE, especially for the Palestinian companies.
Results expected from such a study will also contribute to the existing
literature and be beneficial for academicians for future research in the field.
Moreover, regulatory bodies may benefit from the results in a way that

enhance the governance and reporting practices in Palestine. Finally, the
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study findings will help companies, financial analysts and investors in
evaluating Palestinian listed companies accurately and enhancing their

financing and investment decisions.

The rest of this thesis is structured as follows. Chapter Two presents
the existing literature and theoretical framework. Chapter Three discusses
the methodology employed in the study. Chapter Four illustrates and
discusses the empirical results. Finally, a summary and conclusion are

evaluated in Chapter Five.



Chapter Two

Theoretical Framework and
Literature Review
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Chapter Two

Theoretical Framework and Literature Review

2.1 Introduction

This chapter seeks to provide a clear view and a full understanding
of the study variables as stated in related theories and the accounting and
finance literature. It is structured into seven sections in a form that serve
the study objectives. The second section explains the concepts of the cost
of equity capital, (COE), voluntary disclosure (VD) and corporate
governance (CG). The third section addresses the theoretical background of
VD and CG from different views including; information asymmetry, the
agency problem, the stewardship theory, and the stakeholder theory.
Section four discusses the impact of VD on the COE. The fifth section
discusses the impact of CG on the COE. The sixth section addresses the
research hypotheses. The final section of this chapter presents the

conceptual model of the study.
2.1.1 Cost of Equity

Cost of financing is one of the main direct determinants of the source
of financing in companies (Titman et al., 1988). Cost of capital includes
two components these are the cost of debt capital and the COE. While the
first 1s relatively easy to estimate using interest rate, it is noted that the
estimation of the COE is more difficult (Villadsen et al., 2017). The COE is
defined as the rate of return required by investors to compensate the risk of
providing capital (Botosan, 1997), or as the return expected on the stock of

the company as defined by (Fama et al., 1972).
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Mulyati (2017) stated the COE as the minimum rate of return
required by investors to use their capital for investment. They show that it
includes premium that investors receive for the risk of their investment.
Rationally, investors do not invest their capital in a company if they will
not be paid the return that is at least equal to other investments with the

same level of risk (Murni, 2004; Indayani and Mutia, 2013).

2.1.2 Voluntary disclosure

The existing studies provided similar definitions for VD. For
example, Meek et al. (1995), Williams (2001), and Ghazali and Weetman
(2006), defined it as additional disclosure which is over and above the
requirements of acts, rules and regulations. This disclosure improves the

usefulness of the financial statement for users in decision making.

Companies’ managements can disclose further information by
presenting it in either the company’s annual reports and through other
means such as their newsletters, press releases, or the websites of stock
exchange (Dzaraly et al., 2018). Most companies use annual reports as a
mean for providing shareholders, potential investors and all other interested
users with additional quantitative and qualitative information (Williams,
2001). Even though the issuance of annual reports is a mandatory
requirement for listed corporations, management realizes that additional
economic benefit can be gained through including additional information,

this is known as voluntarily disclose (Williams, 2001).
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Thus Companies’ managements are given a choice to decide on
what, how, and the information amount to be disclosed voluntarily in the
annual reports (Meek et al., 1995; Healy and Pelepu, 2001; Sweiti and
Attayah, 2016). Meek et al. (1995) divided VD information into three
categories, namely (1) strategic and forward information, (2) financial
information and (3) non-financial information. The strategic and forward-
looking information includes corporate information such as firm vision,
mission, firm objectives, firm corporate planning, future development and
prospect. The financial information consists of additional notes and
clarification to the financial statements, financial forecasts, and other stock
price analysis. The non-financial information mainly includes information
about corporate governance, internal control, human resources, corporate

social responsibility and other information not related to the first two types.

2.1.3 Corporate governance

Due to the failure of many international firms, such as World com
and Enron, the interest in CG in professional and scientific research has
increased. The importance of CG arises in modern corporations due to the
separation of management and ownership control in the firms. This cues
the main problem of managerial self-interest and asymmetric information

between managers and the firm's stakeholders (Khan, 2011).

Solomon and Solomon (2004) defined CG as a system of checks and
balances to ensure that firms should take responsibility for all stakeholders

and to act in a socially responsible manner in all areas of its activities. On
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other hand, Sharman and Copnell (2002, p.23) defined CG as “the system
and process through which guide and help the entities to boost performance
and sustainable value for shareholders, and it's dealing with the effective
management structure and the efficiency and reliability of company reports
and effective risk management”. Also, La Porta et al. (2000) indicate that it
i1s includes mechanisms through which outsiders preserve themselves

against the insider’s expropriation.

2.2 Theoretical background

The relationships addressed in this study are considered directly or
indirectly by many theories. The main theories related to the VD and CG

are discussed in this section.

2.2.1 Agency theory

There is a trend to have corporate governance related to agency
theory in recently strategic management and business policy. Jensen and
Meckling, (1976) see agency as agreement under which the principal
delegates authority to the agent to enable them to perform some services on

the principal behalf.

According to agency relationship the principal (shareholder) delegate
authority to the agent (manger) to exercise control over the company
administration, control information, and allocate resources. So when an
agent tends to take advantage of the firm’s resources, the agency cost

appears due to the separation exists between owners and management.
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Eisenhardt (1989) specified mechanisms that reduce agency loss including
the managers' awareness of the efforts required to maximize the interests of
the shareholder. Another scheme is that the manager obtains shares at a

discount rate so that his interest corresponds with shareholders' interest

(Jensen and Meckling, 1976).

It is established that agency conflicts and information asymmetry
which reduce the relevance of the financial statements raised the demand
for disclosure (Lev, 1989). Furthermore, the adoption of adequate levels of

CG increases the reliability of the disclosed information.

2.2.2 Stakeholders’ theory

The stakeholder theory states that firms must meet and satisfy not
just shareholders requirements, but also the information required by, and

interest of, all stakeholders (Abed et al., 2014).

It assumes that large firms are more likely to provide additional
information to fulfil the information needs of the stakeholders. According
to the stakeholder theory, the company must treat all stakeholders equally
(O’Dwyer, 2002). The large base of stakeholders required different
demands for information (Kalay, 2015). This could encourage companies

to disclose more voluntary disclosure.

2.2.3 Capital needs theory

This theory assumes that firms resort to provide further voluntary

disclosure when they want to increase funds either through banks loans or
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from financial markets (Hossain et al., 1995; Meek et al., 1995). According
to Firth (1980), capital needs theory assumes that the firm will tend to
disclose more voluntary disclosure when it needs to increase the external
finance with the purpose of reducing the cost of capital. Accordingly, the
firms disclose more information to obtain external finance by attracting

more potential investors.

2.2.4 Signaling theory

This theory is originally established by Akerlof (1970) and then
developed by Spence (1973). They claimed that firms disclose extra
information to show their worthy performance and to give positive

indicators for good management to stock market participants.

So, VD increases to signal the companies' quality and real value to
interested parties (Ross, 1977; Morris, 1987). In this theory, the voluntary
disclosure is used to help the company to reduce information asymmetry

(Morris, 1987; Levin, 2001).

Good governance mechanisms stimulate more disclosure to decrease
information asymmetry and provide a promising signal about the
governance of the firm (Kanagaretnam, Lobo and Whalen, 2007).
Governance also gives a good signal to interested parties that their
management is efficient and thereby will get the opportunity to raise funds
and improve the company’s stock value (Cotter et al., 2011). Thus, the

signaling theory assumes that firms tend to disclose information voluntarily
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more than expected. Diamond and Verrecchia (1991) and Murni (2004)
argued that high levels of disclosure would reduce information asymmetry

and ultimately reduces the security's risk.

2.3 The relationship between voluntary disclosure and cost of equity

There are several expected benefits when the companies disclose
transparent and adequate information to interested parties; thereby
management often disclose its exclusive information to interested parties
through VD. In accounting literature, the inverse impact of VD on the COE
1s one of the most fundamental issues (Barry and Brown, 1985; Botosan,
1997; Sengupta, 1998; Easley and O’Hara, 2004; Lambert et al., 2007;
Hughes et al., 2007).

Although the expected benefits will be gained with more
transparency, VD is not costless. VD may make the private information
available for competitors, regulators, customers, and suppliers. The
likelihood of rising cost of equity when competitors know the details of
information related to products under development makes the opportunity
for competition greater (Dye, 1985; Darrough and Stoughton, 1990;
Wagenhofer, 1990; Verrecchia, 2001). Therefore, management should
disclose information only when resulted benefits exceed disclosure costs

(Jones 2007; Merkley 2014).

Several studies on COE and VD have been conducted to investigate

how information transparency be able to reduce the return required by
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investors (Diamond and Verrecchia, 1991; Handa and Linn, 1993; Easly
and O’Hara, 2004: Albarrak et al., 2020). Daske (2006) established that
there are three main streams of studies on the issue exist. The first stream
relies on the concept that disclosing more information reduces the non-
diversifiable risk of estimation, which will be rewarded. Investors would
face less uncertainty regarding prospective cash flows and profitability
when they reduce the required return (Clarkson, Guedes and Thompson,
1996). Also, Handa and Linn (1993) suggest that less systematic risk is
assigned to the assets with more information quality. According to
Diamond and Verrecchia (1991) this raises the demand and prices for such
assets. The second research stream associates VD with liquidity risk.
According to this stream, when the firm disclose the more information, this
could reduce information asymmetry and boost market liquidity. Finally,
the third stream associate VD with misalignment risk. Leuz and Verrecchia
(2004) argued that high quality information enhances the coordination
between the companies and outside investors about investment decisions,

and consequently decreases misalignment risk between the two parties.

Many empirical studies such as Botosan and Plumlee (2002) and
Poshakwale and Courtis (2005) suggested a significant negative
relationship between VD and the COE. According to Botosan (1997), the
higher the level of VD, the lower the COE. High levels of VD may increase
the investors’ confidence about the information included in the financial
statements due to the lower information asymmetry between investors and

mangers. Merton (1987) showed that the increased disclosure by
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companies expands the base of the investors and increases their awareness,

and this reduces risk and the cost of capital.

Several studies have been conducted to investigate the association
between VD and the COE (e. g. Diamond and Verrichia,1991; Easley & O’
Hara,2004). They assert that this relationship is important for managers and
investors. Actually, among the notable interesting questions in the existing
literature is whether disclosure behavior affects the capital cost of
companies (Beyer et al., 2010). Botosan (1997) found that COE is affected
negatively by levels of disclosure in companies working in low disclosure
markets. Similarly, Hail (2002) documented a significant negative
association between the level of disclosure practiced by Swiss corporations
and their capital cost. This relationship is also supported by Poshakwale
and Courtis (2005). Furthermore, Botosan and Plumlee (2002) reported a
converse association between excess annual report disclosure and the COE.
In general, companies with greater disclosure are expected to associate with
access to debt and equity at lower capital costs. Notwithstanding,
Richardson and Welker (2001) reported a significant positive association

between social disclosure and COE for Canadian companies.

Khlif, Samaha and Soliman (2019) investigated the impact of the
internal control quality on the COE, and whether internal control quality
moderates the relationship between VD and COE in Egypt. While the study
relied on the external auditors' perceptions to measure internal control

quality, a content analysis by developing a checklist was employed to
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proxy for the level of VD. The study also used the Capital Asset Pricing
Model (CAPM) framework to estimate the COE. Findings reported a
significant negative link between the internal control quality and COE.
Further, the study reported that internal control quality moderates the
relationship between VD and COE since this relationship was negative and

significant only for firms with high internal control quality.

Poshakwale and Courtis (2005) investigated the influence of VD on
the COE, using data collected from Australian, European and North
American banks. They used a disclosure scoring model after controlling the
cross-sectional variation in beta, firm size, price to book value and price to
earnings ratios. They indicated that high level of disclosure has a
relationship with low COE. According to the study results, disclosures on
the practices related to risk management seem to have a high influence on
the reduction in COE. Similarly, Richardson and Welker (2001) studied the
association between the level of disclosure and the COE for Canadian
companies from 1990 to 1992. Contrary to their expectation, they reported
that COE was increased significantly by the increase in the level of social
disclosures. The relationship is mitigated in high financial performance
companies. The study argued that disclosure on social contribution may
benefit companies through its effect on organizational stakeholders other
than equity investors. Similarly, the relationship between the level of VD
and COE was also addressed by Kristandl and Bontis (2007). They used
two disclosure indices which were developed based on the temporal

context (historical, forward-oriented) of the annual reports information.
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The study includes 95 corporations from four European countries. Results
indicated that while COE is negatively associated with the forward-oriented
information, a positive relationship with the historical information was

found.

In turn, Orens, Aerts, and Cormier (2010) examined how web-based
non-financial disclosure is associated with COE within an international
context. The results showed that web-based nonfinancial disclosure is
negatively related with COE in American and European companies.
Furthermore, results indicated that Continental European companies with
higher levels of disclosure has low information asymmetry and low cost of
debt, whereas North American companies do not. As well, Zhang and Ding
(2006) analyzed the association between VD in Chinese companies and
COE using. The results confirmed the negative relationship between the

two variables.

Based on data related to non-financial Switzerland companies, Hail
(2002) reported a highly significant negative relationship between

disclosure quality and the COE.

Moreover, Clinch and Verrocchia (2015) examined the relationship
between VD and the risk-related discount in price applied by investors. The
main result of the study showed that the raise of risk aversion increases

discount in price in the absence of any effect on disclosure.

Mulyati (2017) examined the effect of VD, among other factors, on

the COE based on data related to Indonesian corporations. The results
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indicated that VD did not impact the COE, the more VD had not been able

to reduce the probability of COE occurrence.

2.4 The relationship between corporate governance (CG) and the cost

of equity (COE)

The association between CG and the COE has been the focus of
many studies in several markets. Chen et al. (2009), as an example,
investigated how the level of CG impacts the COE in emerging markets,
and how this relationship would be influenced by investors' legal protection
available in each market. Four models developed in the prior research were
used by the study to measure the COE. A significant negative association
between a company's CG and its COE was reported after controlling for
risk variables, mainly in companies from markets with relatively weak
shareholder’s protection. Also, Ashbaugh-Skaife et al. (2006) studied the
role of US company governance features in determining the COE.
According to the study results, four governance features were associated
with the COE including the quality of financial reporting, ownership
structure, shareholders' rights, and board structure. The overall result

indicated that strong CG has a negative influence on a firm’s COE.

Zhu (2014) investigated the relationship between a company’s
governance practice and cost of external financing. The study results
suggest that companies with high levels of CG have less COE; this
relationship is more prominent in markets with strong legal systems,

extensive disclosure practices, and high governance quality. In turn,
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Guedhami and Mishra (2009) reported strong and robust evidence that the
COE 1s increasing with excess control. This result persists even after

controlling legal institutions variables and other firm-level characteristics.

2.5 Research Hypotheses

This study intends to investigate the influence of VD on the COE,
and the moderating role of CG on the relationship between them. Bellow

the study illustrates the development of the study hypotheses.

2.5.1 The relationship between voluntary disclosure (VD) and cost of

equity (COE)

A number of empirical studies examined the link between VD and
the COE, as explained in the previous literature review section. High level
of company disclosure increases investor’s awareness of its performance
and expands the investors’ base. Accordingly, risk-sharing would be
broaden and COE would be reduced (Merton, 1987; Lombardo and
Pagano, 2002). Furthermore, greater disclosure decreases information
asymmetry between investors and managers or between the shareholders
themselves. Botosan (1997) suggested a negative relationship between the
COE and disclosure level. According to Botosan and Plumlee (2002), two
streams of studies showed the negative association between corporate
disclosure and the COE. The first indicates that increased disclosure can
reduce the COE through the reduction of information asymmetry (Diamond

& Verrecchia 1991; Welker 1995). The second shows that high disclosure
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minimizes COE by reducing the estimation risk. Relying on the

aforementioned argument, the study hypothesized the following.

H1: Level of voluntary disclosure is associated negatively with the cost of

equity in the Palestinian companies.

2.5.2 The interaction between the cost of equity (COE), voluntary

disclosure (VD) and the level of corporate governance (CG)

La Porta et al. (2000) defined CG as a set of mechanisms through
which outside investors are able to protect themselves. Mitton (2002) and
Durnev and Kim (2005) stated that transparency is among the mechanisms
of CG. Disclosure could reduce monitoring cost by outsider and
information asymmetry, and ultimately reduce the COE. Thereby adopting
CG mechanisms is supportive for the relationship between information
disclosure and the COE by reducing the non-diversifiable risk of the
corporate insider. Moreover, CG can reduce the cost of external monitoring
to ensure given payoff by management (Lombardo & Pagano, 2002).
Reduction of the COE brings benefits to the firms by increasing the
position of competition and increasing the share's value. Klif et al. (2015)
stated that VD is negatively associated with the COE. Therefore, (Lokman,
Cotter & Mula, 2012) have already documented that adopting strong
governance mechanisms can provide signals to investors that the company
financial reporting is credible. They found that higher CG increases the
credibility of accounting information among investors and lead to a
significant negative relationship between VD and the COE. According to

all these deliberations, the following research hypothesis is developed.
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H2: The relationship between the level of voluntary disclosure and the cost
of equity is moderated by the level of corporate governance for Palestinian

companies.
2.6 Research Model

Based on the previous studies and the theoretical perspective related
to the COE, the researcher developed this framework to explain the
influence of VD on the COE of the Palestinian corporations and the

moderating role of CG on the association between VD and COE.

Voluntary

Cost of equity

disclosure

Corporate governance

Control
variables

Figure (2): The conceptual model of the study
2.7 The disclosure and corporate governance in Palestine

The Palestine Exchange (PEX) was founded in 1995 as a private
shareholding company and transformed into a public shareholding
company in February 2010 responding to principles of transparency and
good governance. The PEX operates under the supervision of the Palestine

Capital Market Authority (PCMA). It strives to provide an environment
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relevant for trading that is characterized by equity, transparency,
competency, and that is serving and maintaining the interest of investors.
PEX is very appealing in terms of market capitalization, and it is
financially sound and well-capitalized to maintain a steady business in a
volatile world, as it passed with a minimum level of impact during the

global financial crisis compared to other MENA Exchanges (pex.ps, 2020).

There are 48 companies listed on PEX as of 31/03/2020 with a
market capitalization of about $3.758 billion. These companies are
categorized into five main sectors; banking and financial services,
insurance, investments, industry, and services. Most of the listed companies

are profitable and trade in Jordanian Dinar, while few are traded in US

Dollars (pex.ps, 2020).

The regulation and supervision of the financial system in Palestine is
composed of the Palestine Monetary Authority (PMA) and the Palestine
Capital Market Authority (PCMA). The PMA was established in 1995 as
an independent public institution to maintain the stability and effectiveness
of the Palestinian banking system in addition to money exchangers and
microfinance institutions by adopting best international practices. The
PCMA was established in 2005 and is responsible for regulating non-
banking financial sectors. It oversees and regulates the securities market,

insurance companies and real-estate institutions.

In 2009 Corporate Governance National Committee proposes a code

for good CG. While the PCMA's "Code of Corporate Governance in
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Palestine" applies to all firms with securities listed on the PEX, the PMA’s
"Corporate Governance Code for Banks" issued in 2014 applies to the
banking sector. Both codes which are largely based on international
standards contain mandatory requirements that firms must adhere to, along
with additional guidelines representing good practices that are encouraged

but not required.

Corporate Governance Code in Palestine consists of three different
type rules: First Type: The rules that are based on explicit legislative texts.
In this type the application by the companies is mandatory. The rules of the
Code have been formulated using terminology in the imperative mode such
as must, may not, not entitled to, committed and prohibited. Second Type:
The rules that are in compliance with international practices in the field of
corporate governance, and do not conflict with any of the explicit
legislative text or at least be one of the possibilities allowed by any
legislative text. So the application will be voluntary by the companies
according to the quotation "Compliance and non-compliance". This type
has been formulated using permissible advice and application terminology
such as: favored, recommended, and may. Third Type: The rules that are
in-compliance with the international practices in the field of corporate
governance but are at variance with the explicit legislative texts. In this
case, a recommendation has been bluntly given requesting the necessity for
the amendment of the existing legislation to conform to the practices and

rules (Code of corporate governance, 2009: 8).
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Based on the Code of Corporate Governance in Palestine, a publicly
listed company deals with the fundamental aspects of Corporate
Governance as per the broad definition that harps on the following aspects:
General committee meeting shareholders, compatible rights, corporate
management, auditing, disclosure and transparency and other interest-

holders in the Company (Code of corporate governance, 2009: 9).

The PCMA issued several laws and instructions concerned with
disclosure issues required from companies listed on the Palestine
Exchange, such as disclosure instructions No. (2) issued by the provisions
of Article (11) of the Securities Law No. (12) for the year 2008 to deal with
many aspects, such as disclosure of information related to the board of
directors, the general manager, employees, and the percentage of their
ownership personally or in aggregation with their first degree relatives
from the company’s shares (Article 10 and Article 11). In addition to
disclosing financial risks and market risks that face commercial activity
(Article 1:18). Article (2:18) require companies to provide shareholders
with a description as follows: (1) the duties of the board of directors
towards shareholders, (2) the steps that the board of directors followed in
protecting shareholders ’rights, (3) the salaries and bonuses of board
members and their allowances, (4) The strategic direction of the company,
defining general objectives of the executive management, and supervising
the realization of these goals, (5) the competitive position of the company

and its plans, (6) the names and addresses of members of the board of
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directors. As for Article (22), it focused on the insiders' disclosures and

their trading operations (pcma, 2020).

In 2013, the board of directors of the Palestinian Capital Market
Authority made important amendments to Instructions No. (2) for the year
2008, whereby companies are obligated under Article (2) of these
amendments to provide a detailed statement, which includes all the
amounts of money and benefits obtained by both the chairman and board
members, in addition to executive management during the fiscal year,
whether directly, such as allowances to attend the board of directors
meetings, or indirectly, such as loans and guarantees. Also, these
instructions obligated companies to disclose the names of the permanent
and temporary committees emanating from the board of directors and the
tasks and powers entrusted to them, and in the absence of any committees,
this must be mentioned explicitly. As for companies disclosing their
responsibility towards society and the environment, companies must
disclose this in their annual report, and in case the company does not have
any societal and environmental contributions, it is required to disclose this
in its annual report as well. Article (3) indicated that the listed company is
obliged to create its own website, through which all information, reports,

and documents of interest to investors should be published (pcma, 2020).
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Chapter Three

Research Methodology

3.1 Introduction

This study intends to investigate the influence of the VD on the level
of COE, and how this relationship is affected by the CG practices for the
Palestinian corporations. This chapter explains the data collection and
methodology applied in this study. Firstly, it describes the study population
and the source of data. Secondly, it constructs the measurement of
variables. Thirdly, it explains the statistical methods employed to analyze

the data. Finally, it explains the research models.
3.2 Study population and sample

The population of the study contains all Palestinian companies listed
on Palestine Exchange (PEX) except the banking sector because banks are
exposed to distinct regulations under the monitoring of the Palestinian
Monetary Authority, and having their own special corporate governance
code (Srivastava & Pattanayak, 2019). Therefore, the sample contains (41)
companies of active listed companies in the study period (2009-2018). The
total firm-year observations are 396 but the actual data used in analysis
vary depending on the availability of observations for each variable in each

analysis.
3.3 Data

The study examines the impact of the VD on COE, and also the

moderating influence of CG on the relationship between VD and COE.
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Data was collected mainly from companies’ annual reports for ten years
from 2009 to 2018. The collected data includes both financial and non-
financial data. Data was collected based on a panel data (longitudinal data)

that includes cross-sectional and time series dimensions (Gujarati, 2012).

Panel data has several advantages, as discussed by Hsiao (2007). It
has a more accurate inference of model parameters, greater capacity for
capturing the complexity of human behavior than a single cross-section or
time-series data, and it simplifies computation and statistical inference.
Furthermore, Hsiao (1985) argues that panel data usually gives a larger
number of data points for the researcher, increasing the degree of freedom
and reducing the multicolinearity among explanatory variables and
improving the efficiency of economic estimates. Moreover, longitudinal
data allow a researcher to analyze several important questions that cannot

be addressed using cross-sectional or time-series data sets.

3.4 Variables measurement

This section explains the variables measurement of the study. It
describes the dependent variable, independent variable, moderating

variable, and control variables respectively.

3.4.1 Dependent variable

Cost of equity (COE) represents the dependent variable of this study
and is defined as the rate of return required by investors to compensate the

risk of providing capital (Botosan, 1997). It is also the expected return on
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the firm’s stock as defined by Fama et al. (1972). There are many models
developed for the estimation of the COE, but according to the existing
literature, a consensus on the best model is absent (Gupta, Krishnamurti, &
Tourani-Rad, 2018). Examples of models used in the literature are Claus
and Thomas (2001), Gebhardt et al. (2001), Gode and Mohanram (2003),
Easton (2004) and Ohlson and Juettner-Nauroth (2005). Hail et al. (2006)
use the average of at least three models for the estimation of the COE to
eliminate the estimation errors and increase the robustness of data.
Gebhardt et al. (2001) and Claus and Thomas (2001) models are based on
Edward-Bell-Ohlson residual income valuation model, while the models of
Easton (2004) and Ohlson and Juettner-Nauroth (2005) are based on
abnormal earnings growth. The equations of these models are presented

below:

1. Gebhardt et al. (2001):

12

E FEPS,,i—(Rgrs*BVi,i_1) v FEPS5; .1:—(Rgrs BV 11)
(1 + Reis) Reis(l + Rers)™

B=BV +

i=1
2. Claus and Thomas (2001):

FEPS.io(Rer+BWic1) | FEPSus—(Rer+Blsa)+(1 + &)
(1 + Rer) (Rer—g,)(1 + Rer )P

R=BV+ ),
i=1

3. Easton (2004)
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4. Ohlson and Juettner-Nauroth (2005):

FEPS,;; , FEPS,,;—FEPS;,\~(Ro+FEPS,,#(1-DPOUT))

Fr* =
RJ_‘U R-’.ln' { RCI.-' _g:j )

which can be further written as

RL'_-_.' =4+

|2 o FEPSi( FEPS,,;—FEPS,,; }
\ B FEPS 1 )

where

A 1 [ - DPDL’T;I—'EF&H]]

Where:
P,= Market price of a firm's stock at time t.
BV,= Most recent available book value per share of a firm.

BV, 1= Expected book value per share of a firm assuming “clean surplus”

relationship holds.
FEPS;, ;= Forecasted EPS of a firm for 1 years after time t.

DPOUT= Forecasted dividends pay-out ratio calculated from firm-specific

historical three-year median dividends pay-out ratio.
g,=Expected (perpetual or long-term) earnings growth rate.

The models listed above require forecasted data such as dividends,
dividends growth rate and earning per share. However, extensive forecasted
future data are difficult to measure and are not available for PEX listed
companies. Therefore, the CAPM framework was used since it is suitable

for emerging markets, as suggested by other researchers (e.g. Hearn,2010).
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And the profitability ratio was used as an alternative measure for the

COEC, to compare results.

The study used three different CAPM models with different ways of

calculating risk. These models are presented below:
1- The classical CAPM model.

This model was developed in 1960s by Sharpe (1964), Lintner
(1965) and Mossin (1966). The equation of this models is:

Cost of Equity = risk-free rate+ premium for systemic risk
COE;; = Ry + B;;(Ry, —Rf) (1)

where

COE ;= represents the COE for a firm 1, in year t.

R ;= represents risk-free rate corresponds to the interest rate on deposits.

R,,= represents market return and is computed as the average market

return.

B ;= is the systemic risk measures for a firm 1, at year t. It is calculated as

_ cov(Tip, Tit)
it O-r%

2-The Estrada models: Non-CAPM Cost of Equity

In the classical CAPM, the beta coefficient is not appropriate to

calculate COE for emerging markets. Therefore, Estrada (2001) suggested
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two alternative risk variables which are total risk and downside risk. Total
risk is measured by standard deviation of returns, and downside risk is

measured by semi-deviation of returns as shown in the following equations:

1. Standard deviation of return (total risk): analogous to the CAPM model

the cost of equity using standard deviation can be given as:
Cost of Equity = risk-free rate+ premium for systemic risk
COE;; =Rs+0;;(Rpy—Rf) (2)

where the total risk can be measured by a standard deviation of

return

1 T

_ _§ _T\2

Oit = T (rie—T1;
t=1

2. Semi-deviation of return (downside risk): the COE in this framework is
Cost of Equity = risk free rate+ premium for systemic risk

COE; = Ry + 8g,,,(Rm— Ry) (3)

where the semi-deviation measures the average deviation of returns

below the market return:

T
1
St = |7 ) (mIn{(rig = Ty, OO
t=1



35

Furthermore, the study used profitability ratio (return on equity) to
measure the cost of equity. It 1s measured by dividing net income of the
firm by its total book value of equity as follows.

NI
BVOE

ROE1 = “4)

Since ROE can have negative values but the cost of equity can never
be negative, an additional measure of the cost of equity is used where all
negative values are set to zero (ROE2). In total, cost of equity was peroxide

by five measures (COE1, COE 2, COE 3, ROE 1 and ROE 2)

3.4.2 Independent variable

The independent variable in this study is Voluntary Disclosure (VD).
It means disclosing information more than what is required by laws,
standards, and regulations for the company stakeholders to help them make
appropriate decisions (Meek, Roberts, and Gray, 1995; Ghazali and
Weetman, 2006; Armadi and Anggraeni, 2010). Following the prior studies
(Haniffa and Cooke, 2002; Barako et al., 2006; Rouf, 2011; Khlif et al.,
2015; Habbash et al., 2016), this study used a checklist to measure the level
of VD derived from previous studies. The checklist is based on the
previous studies and adjusted to reflect the Palestinian context that includes
PCMA instructions and Palestinian Code of Corporate Governance. Each
item of the checklist is scored one (1) if the information is disclosed and
zero (0) if not. The irrelevant items for any industry were dropped. The VD

index for each company was estimated by computing the ratio of the
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disclosed items to the maximum possible score appropriate for that
company. The checklist is categorized into eight types: general company
information, corporate strategy, financial performance, employee
information, segmental information, director’s information, capital market

data and forward-looking information (see Appendix 1).

3.4.3 Moderating variable

CG 1s related to methods in which all groups interested in the well-
being of the firm try to make sure that management takes measures or
adopt mechanisms that protect the stakeholder’s interests. Sharman and
Copnell (2002, p.23) defined CG as “The system and process through
which guide and help the entities to enhance performance and sustainable
value for shareholders, and it's dealing with the effective management
structure and the efficiency and reliability of company reports and effective
risk management systems”. Also, La Porta et al. (2000) defined it as a set
of mechanisms through which outside investors protect themselves against

expropriation by insiders.

Corporate governance was considered as a moderating variable in
this study; it refers to a variable that impacts the direction and/or strength
of the relationship between the independent and the dependent variables
(Baron and Kenny, 1986; Namazi and Namazi, 2016). Corporate
governance was employed to modify the strength and direction of the
association between the firm's level of VD and its COE. The study used a

checklist to measure the corporate governance for the selected sample
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companies following prior studies (e.g. Chen et al., 2003; Da Silva et al.,
2005; Munisi & Randoy,2013; Zhu, 2014; Gupta et al., 2018;). The
checklist is developed based on the Palestinian Code of Corporate
Governance issued in 2009 to reflect the Palestinian setting. Each item in
the checklist is scored one (1) if it is found in the company and zero (0) if
not. The irrelevant items were dropped. The corporate governance index of
a company was estimated by computing the ratio of the total items
committed to the maximum possible score appropriate for that company.
Appendix 2 lists the items included in the checklist, which was categorized
into three types: board of directors, audit committee, disclosure, and

transparency.

3.4.4 Control variables

In consistent with existing literature, the study considered four
control variables namely: company size, financial leverage, future growth
opportunities, and quality of auditors. First, we assume that company size
represented by the natural logarithm of total assets are negatively
associated with COE (Fama and French, 1992). Rajan and Zingales (1995)
claimed that large companies are more likely to provide extra information
to outsiders than small companies. Also, large companies are often more
diversified and have further stable cash flows. So, cost of issuing equity is
negatively associated to company size. Second, the financial leverage of
the company as measured by total liabilities to the total assets is positively

related to the COE (Botosan & Plumlee,2002; Richardson & Welker,
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2001). Modigliani and Miller (1963) argue that a firm's financial leverage
might increase financial cost and risk of bankruptcy. Therefore, investors
demand a risk premium. Despite the benefit from tax-saving the cost of
equity may increase. Third, the opportunities of the companies for future
growth, measured by the market to book ratio, is negatively associated with
the COE (Easton, 2004). Companies with higher growth opportunities may
be able to take more advantage if they issue equity to financing their
options in the future than low growth firm (Myers,1977). Finally, the
quality of the auditor is included as a dummy variable that equals to one (1)
if the company is audited by one of the Big Four audit firmsl and zero
otherwise. The quality of the auditor is expected to have a negative
relationship with COE. The value of auditing arises because auditing serves
as monitoring that constrains managerial reporting discretion and verifies
the validity of the financial statements that improves information about
firm performance, therefore, reduces information risk faced by investors,

and reduce the risk premium of return (Chen et al., 2011).

' The Big Four audit firms are: Deloitte, Ernst & Young, KPMG and PricewaterhouseCoopers.
WWW.bigd4accountingfirms.org.
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Table (1): The study variables, their abbreviations and operational

definitions.
Variables Abbreviations Operational detentions
Voluntary A checklist to measure the level of
. VD )
Disclosure voluntary disclosure
Corporate G A checklist to measure the level of
Governance corporate governance
COEI CAPM framework using B as a risk
measure.
CAPM framework using standard
COE2 - :
deviation as a risk measure.
Cost of Equity COE3 (;APM framework using semi-
deviation of return as a risk measure.
ROEI Net income divided by equity book
value.
Net income divided by equity book
ROE2 value. All negative ROE’s are set to
Zero.
Firm Size SIZE The natural log of total assets of the
firm
Financial LEVERAGE The total debt to total assets
Leverage
Future The ratio between the market value of
Growth MB
o assets and the book value of assets
Opportunities
Quality of A dummy variable which equals 1, if
Auditor Type .y the company is audited by Big Four
Auditor ; )
audit firm and 0 otherwise.

3.5 Statistical methods used to analyse data

Given the nature of the study variables, the study adopted panel

multiple regression as a statistical method to examine the study hypotheses.

Furthermore, to avoid the probability of multicolinearity in multiple linear

regression, a mean-centering procedure has been adopted by subtracting the

sample mean from each observed value of the predictor and moderator

variables (Belsley, Kuh, and Welsch, 1980; Belsley, 1991; Fox and
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Monette,1992). Mean centering can also decrease covariance and
correlation between the predictor variables and their interaction term
(Shieh, G., 2011). In sum, the researcher applied the following statistical

techniques to analyze the data.

1. Descriptive statistics: include measures to describe central tendency
such as mean, median, standard deviation, minimum value, maximum
value, skewness, kurtosis, and Jarque-Bera test for normality have been

used for each variable.

2. Pearson correlation matrix: 1s used to show the correlation coefficient

between variables.

3. Regression analysis: attempts to examine the direction and strength of
the relationship between one dependent variable (usually denoted by Y)
and a series of other changing variables (known as independent

variables).

3.6 Research models

The main argument of the study is to investigate the relationship
between VD and COE and whether CG has an influence on the relationship
between VD and COE of the Palestinian companies listed on PEX during
the period 2009-2018. In order to examine the study hypotheses, a

regression model was developed as follows:

B5SLEVERAGE, + B6MBy + B7QULITY OF AUDITOR; + e, ...(1)
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where
e;¢: 1s the error term

B;: are the regression coefficients

and the remaining variables are as presented in Table 1.
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Chapter Four

Results and Discussion
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Chapter Four

Results and Discussion

This chapter presents the results obtained from the data analysis. The

objective of this study is to investigate the relationship between VD and

COE and the moderating role of CG on that relationship for the firms listed

in PEX covering the period from 2009 to 2018. The chapter reports the

descriptive statistics for the variables in the second section. The third

section presents the correlation analysis. The fourth section presents the

estimation results and the last section discusses the results.

4.2 Descriptive statistics of variables

Table (2): Descriptive statistics of the study variables

= £ £ > E

= < = = L =

MEASURE g = £ g _ S

= S
COE1 0.070 0.020 | 1.150 0.004 | 0.144 | 358
COE2 0.014 0.010 | 0.188 0.001 0.018 | 359
COE3 0.012 0.010 | 0.056 0.001 0.008 | 359
ROE1 0.027 0.047 | 0.557 -2.632 | 0.243 | 396
ROE2 0.073 0.047 | 0.557 0.000 | 0.088 | 396
VD 0.375 0.371 | 0.743 0.029 | 0.164 | 374
GOVER 0.613 0.611 1.000 0.056 | 0.210 | 378
VD*GOVER 0.255 0.229 | 0.686 0.008 | 0.165 | 370
LEVEARGE 0.376 0.357 1.057 0.000 | 0.236 | 396
MB 0.968 0925 | 2471 0.055 | 0.375 | 396
SIZE 17.141 17.160 | 20.744 | 13.711 | 1.535 | 396

QUALITY OF

AUDITOR 0.692 1.000 | 1.000 0.000 | 0.462 | 396
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The descriptive indicators of the wvariables of this study are
summarized in Table 2. The mean score of the COE varies between
different measures. COE1 ranges from 0.004 to 1.15 with a mean of 0.07
and COE2 ranges from 0.001 to 0.188 with a mean of 0.014, while COE3
ranges between 0.001 and 0.056 with a mean of 0.012. On the other hand,
ROE]1 ranges from -2.632 to 0.557 with a mean is 0.027 and ROE2 ranges
from 0.0 to 0.557 with a mean of 0.073. Also, VD ranges from 0.029 to
0.743 with a mean of 0.375. CG mean score is 0.613 which means that
these firms have a fair commitment to corporate governance whereas the

interaction term has a 0.255 mean.

Regarding the dispersion of the variables, table 2 also reveals that
standard deviations of COE1, COE2, COE3, ROE1 and ROE2 are 0.144,
0.018, 0.008, 0.243 and 0.088, respectively. The standard deviation of the
VD and CG are 0.164 and 0.210, respectively. For the interaction variable,

it has a standard deviation of 0.165

For control variables, we can see that LEVERAGE has a minimum
value of 0.00 and maximum value of 1.057 with a mean of 0.376 and a
standard deviation of 0.236. MB varies from 0.055 to 2.471 with an
average of 0.968 and a standard deviation of 0.375. SIZE varies from
13.711 to 20.744 with a mean of 17.141 and a standard deviation of 1.535.
Finally, QUALITY OF AUDITOR ranges from 0.00 to 1.00, has a mean of
0.692 and a standard deviation of 0.462.



45

4.3 Pearson Correlation Matrix

Table (3): Pearson correlation matrix between variables

VD* | LEVE UALITY OF
COE1 | COE2 | COE3 | ROE1 | ROE2 | VD | CG | o | ety | MB | SIZE Q ODITOR
COE1 1.000
COE2 0.156 | 1.000
COE3 -0.213 | 0.541 | 1.000
ROE1 0.016 | -0.050 | -0.082 | 1.000
ROE2 -0.011 | -0.023 | -0.029 | 0.579 | 1.000
VD 0.020 | 0.062 | 0.001 | 0.132 | 0.285 | 1.000
CG 0.059 | 0.065 | 0.013 [ -0.017| 0.128 | 0.616 | 1.000

VD*CG 0.026 | 0.071 | 0.007 | 0.083 | 0.227 | 0.913 | 0.838 | 1.000

LEVEARGE | 0.053 | 0.066 | 0.042 | -0.156 | 0.129 | 0.218 | 0.286 | 0.254 | 1.000

MB 0.062 | 0.176 | 0.075 | -0.019 | 0.262 | 0.128 [ 0.084 [ 0.130 | 0.145 | 1.000

SIZE 0.012 | 0.059 | 0.042 | 0.200 | 0.147 | 0.241 [0.318 [ 0.310 | 0.254 | -0.054 | 1.000
QUALITY

OF 0.088 | 0.048 |-0.008 | -0.037 | -0.014 | 0.099 | 0.304 | 0.211 | 0.064 | 0.129 | 0.385 1.000
AUDITOR

All correlations in the table are based on original data. Mean-centering of variables is used to reduce multicolinearity
problem. The centering of variables does not affect the correlations above except for the interaction term. After
centering the correlation between the interaction term and VD is 0.151 and the correlation between the interaction term
and CG is 0.092.
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To find out the multicolinearity problem between independent
variables and to evaluate the relationship between independent and
dependent variables in term of strength and direction, the correlation
coefficients were presented in Table (3). As expected, the highest
correlation was between interaction variable VD*CG and VD, which
amounts to 91.3%, which impose a multicolinearity problem in the
estimation. This problem is usually solved by mean-centering procedure
where the mean of each variable is subtracted from each observation. This
procedure does not affect the relationship between variables except the

interaction term.

We can see from Table 3 that the relationship between VD and the
three measures of the cost of equity (COEC1, COE2, COE3) is positive but
weak. While the relationship between VD and return on equity (ROEI,
ROE2) is positive but stronger. This means that when the VD increases the
COE will also increase. We can also notice that the relationships between
CG and the measures of the COE are positive except for the ROE1 which is
negative but weak. This means that the application of CG may lead to an

increase in the COE.

Regarding the interaction variable CG*VD, the relationships
between this variable and all measures of the cost of equity (COE1, COE2,
COE3, ROE1) were positive but weak whereas for ROE2 which is strong.
All other control variables have a weak relationship with the COE except
the relationship of MB with COE2 and ROE2, and the relationship between
ROEI1 with SIZE which was slightly higher.
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4.4 Estimation Results

Two hypotheses were proposed by this study and investigated using
five proxies for the COE (COE1, COE2, COE3, ROE1 and ROE2). The
relationship between the dependent variable (measures of the COE), the
independent variable (VD), the moderating variable (CG and its interaction
with VD) and control variables (firm size, financial leverage, future growth
opportunities, and quality of auditors) were estimated using panel OLS
regression with robust standard errors.

Table (4): Estimation results for the model with COE1 as a dependent
variable

Variable Coefficient | t-Statistic | Prob.
CGqy) -0.057 -0.948 0.344
VD, 0.016 0.771 0.441
VD*CG(, -0.381 -1.862 0.064
LEVEARGE, 0.017 0.890 0.374
MB, 0.050 2.229 0.027
SIZE -0.001 -0.147 0.883
QUALITY OF AUDITOR(,, 0.032 1.461 0.145
Number of observations 278
R-squared 0.043
Adjusted R-squared 0.015
Durbin-Watson stat 2.157
F-statistic 1.520
Prob(F-statistic) 0.150
Notes
- Panel OLS with White cross-section standard errors & covariance
(d.f. corrected) are used
- The model includes a constant and an AR (1) terms
- All variables are centered and lagged by one period
- ***significant at 1%, ** significant at 5%, *significant at 10%

The results of regression analysis where the proxy for the cost of

equity is COEI are included in Table 4. It is observed that there is no
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significant relationship between the VD and COE1 (¢c=0.016, p=0.441).
This means that VD doesn’t influence the COE. This result does not

correspond with our expectation about the association between VD and

COE.

As well, there is an insignificant effect of CG on the COE1 whereas
the interaction term has a negative effect on COE1(c=-0.381, P=0.064)
indicating that our expectation about its role as a moderating variable of the
relationship between the level of VD and the COE was true. However, the
overall insignificance of this model makes it hard to build conclusions
based on it.

Table (5): Estimation results for the model with COE2 as a dependent
variable

Variable Coefficient | t-Statistic | Prob.

CG.y 0.006 1.603 0.110

VD 0.002 0.372 0.710

VD*CG, 0.007 0.491 0.624

LEVEARGE,, 0.002 0.867 0.387

MB, 0.012 2.108 0.036

SIZE 4, 0.001 1.626 0.105

QUALITY _OF AUDITOR,, -0.001 -0.740 0.460

Number of observations 278

R-squared 0.067
Adjusted R-squared 0.039
Durbin-Watson stat 2.044
F-statistic 2.419
Prob(F-statistic) 0.015

Notes

- Panel Least Squares with White cross-section standard errors &
covariance (d.f. corrected) are used

- The model includes a constant and an AR (1) terms

- All variables are centered and lagged by one period

- ***significant at 1%, ** significant at 5%, *significant at 10%
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In Table 5, the regression results of the model where COE2 was used
as a proxy for the cost of equity capital are presented. The results show that
the VD has no significant relationship with COE2 (c=0.02, p=0.710). This
means that VD did not influence the COEC. This result contradicts our

expectation of association between the level of VD and COE.

Consistently, we notice that there is an insignificant influence of the
interaction term on the relationship between the level of VD and the COE2
(c=0.007, P=0.624). This result contradicts our expectation of the
moderating role of this variable on the relationship between the level of VD
and the COE. The only significant result of this model is the effect of

growth options which is found to be positive.

Table (6): Estimation results for the model with COE3 as a dependent
variable

Variable Coefficient t-Statistic Prob.
CGy 0.006 2.247 0.025
VD, -0.003 -2.911 0.004
VD*CGy,y 0.007 0.986 0.325
LEVEARGE,,, 0.001 1.669 0.096
MB 0.002 2.407 0.017
SIZE ., 0.000 3.064 0.002
QUALITY OF AUDITOR,, -0.001 -3.213 0.002
Number of observations 278
R-squared 0.056
Adjusted R-squared 0.028
Durbin-Watson stat 1.530
F-statistic 2.007
Prob(F-statistic) 0.046
Notes
- Panel OLS with White cross-section standard errors & covariance (d.f.
corrected) are used
- The model includes a constant and an AR (1) terms
- All variables are centered and lagged by one period
- ***significant at 1%, ** significant at 5%, *significant at 10%
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Table 6 presents the estimation results of the model where COE3 is
used as a proxy for the cost of equity. From the results, we can see that
there is a significant negative relationship (c=-0.003, p0.004) between the
VD and COE. This means that the higher the level of VD, the lower the
COEC. This result is consistent with our expectation of the association

between the level of VD and COEC.

On the other hand, CG is positively related to COE whereas the
moderating effect of the interaction term on the relationship between the
level of VD and COE is insignificant. This result does not support our
expectation of the role of the moderating variable on the relationship
between the level of VD and the COE. The effects of control variables are
presented in Table 6.

Table (7) Estimation results for the model with ROE1 as a dependent
variable

Variable Coefficient t-Statistic Prob.
CGy -0.148 -2.254 0.025
VD¢ 0.278 2.234 0.026
VD*CGy,y -0.370 -2.265 0.024
LEVEARGE, -0.103 -1.369 0.172
MB.p 0.046 1.324 0.187
SIZE 1 0.036 2.840 0.005
QUALITY OF AUDITOR, -0.053 -1.706 0.089
Number of observations 288
R-squared 0.376
Adjusted R-squared 0.358
Durbin-Watson stat 2.729
F-statistic 20.974
Prob(F-statistic) 0.000
Notes
- Panel OLS with White cross-section standard errors & covariance (d.f.
corrected) are used
- The model includes a constant and an AR (1) terms
- All variables are centered and lagged by one period
- ***gignificant at 1%, ** significant at 5%, *significant at 10%
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Table 7 displays the regression results of the model in which ROE1
1s used as a proxy for the COE. According to table 7, the coefficient of VD
1s positive and significant (c=0.278, p=0.026). This means that the level of
VD influences the COE (ROE1) positively. This result contradicts our

expectation of association between the level of VD and the COE.

Table 7 also shows CG is negatively related to ROE1 and the
moderating variable affects the relationship between the level of VD and
the COE negatively also. This result is consistent with our expectation of
the role of the moderating variable on the relationship between the level of
VD and the COE.

Table (8): Estimation results for the model with ROE2 as a dependent
variable

Variable Coefficient | t-Statistic | Prob.
CGqy -0.064 -1.421 0.157
VD 0.217 3.926 0.000
VD*CG,, -0.419 -2.569 0.011
LEVEARGE_,, 0.028 0.744 0.458
MB, 0.037 3.116 0.002
SIZE 4, 0.006 1.493 0.137
QUALITY _OF AUDITOR,, -0.017 -0.892 0.373
Number of observations 288
R-squared 0.396
Adjusted R-squared 0.379
Durbin-Watson stat 2.425
F-statistic 22.890
Prob(F-statistic) 0.000
Notes
- Panel OLS with White cross-section standard errors & covariance
(d.f. corrected) are used
- The model includes a constant and an AR (1) terms
- All variables are centered and lagged by one period
- ***significant at 1%, ** significant at 5%, *significant at 10%
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Table 8 displays the results when ROE2 is used as a proxy for the
COE. It 1s noticed that there is a direct and significant relationship
(c=0.217, p=0.0) between the VD and ROE2. This indicates that the level
of VD influences the COE (ROE2) positively. The result contradicts our

expectations of association between the level of VD and COE.

Table 8 also shows that CG negatively affect ROE2 and the
moderating variable affect the relationship between the level of VD and the
COE negatively. This result is consistent with our expectations about the

effect of the moderating variable on the relationship between the level of

VD and the COE.

4.5 Discussion of Results

The two hypotheses intended to be investigated in this thesis were as

follows:

H1: There is a negative relationship between the level of voluntary

disclosure and the cost of equity for Palestinian companies.

H2: The relationship between the level of voluntary disclosure and the cost
of equity is moderated by the level of corporate governance for Palestinian

companies.

To conclude about the relationships found from the analyses, Table 9

summarize the results of previous models.
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Table (9): Summary of the relationships from the study findings

Dependent variable: | COE1 | COE2 | COE3 | ROE1 | ROE2 | Conclusion
Independent
variables
CG + - Mixed
VD - + + Mixed
VD*CG - - - Negative
LEVEARGE + Positive
MB + + + + Positive
SIZE + + Positive
QUALII)P{,}{ 6EF—AU - Negative
Only significant results are presented in this table. All insignificant
results are left empty.

The results presented in Table 9 show that the relationship between

VD and the COE is sensitive to the proxies used to measure the COE.

The results include the classical beta CAPM (COEIl), standard
deviation CAPM (COE2), downside risk CAPM (COE23), return on equity
(ROE), and return on equity after setting all negative values to zero
(ROE2). The right estimate of required return is essential for capital
structure planning, firm valuation, and business evaluation. Where the
results displayed an insignificant relationship between the VD with the
COE when the risk factor was measured by beta (COEIl) or standard
deviation (COE2), while a significant negative relationship was found
when it was measured using down-side risk (COE3). (Hail, 2002) show that
the insignificant statistical and economic association between information
disclosure and cost of equity might be the result of the estimation issue for
the reason that both variables are not directly observed and proxies are

required to be used. Also, the differences can be explained by many factors.
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Firstly; the beta is not proper to estimate risk in emerging markets. Harvey
(1995) assessed betas in 5 emerging markets and found it too low to
explain the high cost of equity. Estrada (2000) reveals the causes for the
detected small beta may not lie just with the lack of market integration.
There might be more significant reasons for instability and the classical

CAPM not being relevant to emerging market circumstances.

Estrada (2003) considers the practical and empirical reasons that
clarify the plausibility of difference. Investors don't avoid favorable
volatility; they just avoid downside or unfavorable volatility that can be
measured by the semi deviation that include information about variance,
and skewness. The semi deviation is at least a beneficial measure of risk as
the standard deviation when the underlying distribution is symmetric and
more beneficial than the standard deviation when the wunderlying
distribution of returns is asymmetric (Estrada, 2003). The semi deviation as
an appropriate measure of risk is supported by previous empirical results
that explain the variation in returns of emerging markets (Estrada, 2003;

Harvey, 2000).

To confirm the results that emerged we used the profit indexes ROEI
and ROE2 to measure the COE, which exhibited a significant positive
relationship between VD and the COE. This may be explained as
disclosure of information may attract more temporary investors whose
transactions would raise price volatility, (Bushee & Noe, 2000). Botosan

and Plumlee (2002) suggest that higher disclosure may have an unexpected
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influence on the COE by increasing return volatility and used this to

explain the positive association between COE and disclosure.

The interaction term (VD*CQG) is negatively related to the cost of
equity when using ROE1, and ROE2 proxies. There is importance for the
moderating role of the CG on the relationship between VD and the COE

which is consistent with our hypothesis.

These results reveal that using corporate governance mechanisms
reduces the information asymmetry, agency cost, boosts transparency of
financial information, enhances the investors’ confidence, and attracts them
to provide financial resources for the firms that are required for future
investments. This result encourages management to improve performance
by adopting good corporate governance mechanisms to decrease risk and
information asymmetry between market participants in the Palestinian
environment. These results are consistent with Adnan and Qubbaja (2019),
Bozec and Bozec (2011), Mazzotta and Veltri (2012), Teti et al. (2016),
Gupta et al. (2018), Zhu (2014), Srivastava et al. (2019), but are

inconsistent with those of Mclnnis (2010) and Juniarti and Natalia (2012).

The significant results of this study concerning the size of the
company (SIZE) found that it has a significant positive relationship with
COE according to both measures (COE3, ROE1). The size of the company
plays an essential role in influencing an investor's impression of the
expected risk. This result contradicts the results of theoretical and empirical

research (Botosan & Plumlee, 2002) where a good measure of COE should
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correlate negatively with the company size. The larger firms disclose more
information, which leads to lower risk of the investor compared to smaller
firms. Moreover, previous research shows that larger firms have a larger
and more extensive information setting than smaller firms (Atiase, 1985;
Bamber, 1987; Llorente et al., 2002). However, Banz (1981) was the first
to note the influence of company size on return on equity. He explained
that small firms are correlated with higher returns than large firms. The
modified Fama and French CAPM model observed a negative relationship
between firm size and revenue (Annin, 1997). While Davis and Desai
(1998) show that the relationship between firm size and yield depends on
market situation and Morelli (2007) notices that there is little correlation

between them.

The results of this study may be explained as the size of the firm is
related to business risk and volatility, the small firm usually have limited
transactions and slightly stable activities, which leads to reducing risk and
thus decreasing the required rate of return. While large firms expand their
operations, expand their financial relationships and transactions, in addition
to growing their financial obligations, that causes vulnerability to any
fluctuation in the surrounding conditions, this is reflected in the business

risk and the high required rate of return.

Theoretical and empirical literature (Botosan & Plumlee, 2002; Fama
& French, 1995) shows that the COE inversely relates to market to book

ratio (MB) that represent the growth opportunities. However, this study
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found a significant positive relationship with the COE when the following

measures are used (COE1, COE2, COE3, and ROE2).

This result can be explained as the firm in the growth stage is
deemed to be riskier for investors. Among the factors that increase the risk
when there 1s a future growth opportunities are: the presence of
competitors, especially in the small market of Palestine, and the possibility
of increasing the conflict of interests with managers when implementing a
growth strategy. In addition, the unexpected political risks in the
surrounding environment of Palestinian companies may contribute to

increasing risk for growth firms.

According to previous research (Lintner, 1965; Modigliani & Miller,
1958), there is a positive relationship between financial leverage
(LEVERAGE) and the COE. This result is consistent with (Vitolla et al.,
2020) since the company's dependence on financial leverage requires the
company to bear the costs of debt, the risk for investors increases when the
company is not able to meet the debt costs, thereby faces the risk of
bankruptcy. Suffian et al., (2015) found that firms that have high financial
leverage are predicted to do earnings management because the company is

threatened of default.

Finally, the results indicated a significant inverse relationship
between the QUALITY OF AUDITOR and COE, is consistent with
previous studies (House et al, 2017). Most Palestinian corporations hire one

of the Big Four auditing firms. Audit services by one of the Big Four firms
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ensure the provision of high quality services that enhance the effectiveness
and reliability of information and enforcing compliance with requirements

for timely and accurate disclosure.
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Chapter Five

Summary and Conclusions
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Chapter Five

Summary and conclusions

5.1 Introduction

This study investigates the impact of the VD on the COE and the
moderating role of CG on this relationship. The study is primarily
motivated by the lack of prior research on VD and the COE relationship

within the Palestinian context.

This study assumes that less commitment to CG requirements
reduces the financial reporting quality. Thus, the information risk for

investors may increase and accordingly raises the COE.

The data of this study was collected manually from the annual
reports of the Palestinian listed companies in PEX from 2009 to 2018. All
Palestinian companies listed on the Palestine Exchange (PEX) were
considered in the study except the banking sector, totalling 396 firm- year

observations.

Following the prior studies, the COE was measured in this study
using both the CAPM framework and the profitability ratio. The study
employed three different CAPM-like models with different ways of risk
calculation. These models are the classical CAPM model (COE1) in which
B 1s used as a risk measure, in addition to the Estrada models which include
two alternative risk variables. These are the total risk (COE2) which uses
standard deviation as a risk measure and downside risk (COE3) using semi-

deviation of return as a risk measure. With regards to the profitability ratio,
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it 1s measured by return on equity (ROE1) calculated by dividing net
income by equity book value. While ROE can have negative values, the
COE (rate of return) can never be negative values. Therefore, an additional
measure for the profitability was used where all negative values are set to

zero (ROE2).

On the other hand, the level of VD was estimated by using a
checklist with 35 items developed based on the existing literature after
considering the Palestinian context. Similarly, a second checklist with 19
items was also employed to measure the commitment of the Palestinian

companies with corporate governance requirements.

5.2 Results Summary

The main objective of this study is to test the effect of voluntary
disclosure on the cost of equity and the moderating role of corporate
governance on the relationship between voluntary disclosure and cost of
equity. Several models were used to measure the cost of equity to ensure
the most appropriate model in the emerging markets (Palestine Exchange)

as there was no consensus on the best model.

Results of regression show that the most significant results emerged
when using CAPM- downside risk (COE 3). This can be explained that
beta (COE 1) is not proper to estimate risk in emerging markets and
investors do not avoid favorable volatility (COE 2); they just avoid
downside or unfavorable volatility that can be measured by the semi

deviation.
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Our findings highlight a negative and significant relationship
between voluntary disclosure and cost of equity (COE 3), confirming the
research hypothesis. The results highlight the importance of using the right
estimate of required return is essential for capital structure planning, firm

valuation, and business evaluation.

We noticed that the interaction moderating term (VD* CG) has no
significant result when used proxy (COE 3) thus we used another proxy
(ROE1 and ROE2) to verify this result. The results provide evidence that
CG moderates the associations between VD and COE since a negative and
significant relationship between both variables exist only under

commitment to good corporate governance mechanisms.

These results have important managerial implications, in light of the
significant negative impact on the cost of equity, the study suggests the

following:

1. Manager should use a proper measure for the cost of equity for financing

decisions.

2. Firms should lower their cost of equity to increase their value hence,
firms should be familiar enough with the contributing factors to the cost

of equity.

3. Managers must pay more attention to disclosure, in particular, they must
increase the quality of voluntary disclosure through commitment to good

corporate governance practice.
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4. Managers must provide advantageous information disclosure containing
significant information that can satisfy investors' information needs and
influence their decisions and behavior. This information can both reduce

information asymmetry and influence investors' investment decisions.

5. These results additionally suggests that by employing a powerful
corporate governance system, by declining the information asymmetry
(increasing transparency) and agency conflict, we would be able to
improve the quality of financial reports and by strengthening the capital
market and attracting financial suppliers and investors, absorb the

required financial resources of the firm by a lower rate.

5.3 Conclusion

The study results provide evidence that CG moderates the
associations between VD and COE since a negative and significant
relationship between both variables exists only under commitment to good

corporate governance mechanisms.

However, mixed results were found regarding the pure relationship
between the VD and the COE. While no significant relationship was found
between the two variables when using (COE1, COE2), but the proxies
(COE3, ROEI and ROE2) showed a significant relationship with VD.

The findings contribute to the growing literature on the economic

consequences of VD and its impact on the COEC in the emerging markets.
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The results report that commitment to corporate governance
mechanisms is a cornerstone for the improvement of corporate disclosure
and enhancement of investors’ confidence. Ultimately, this increases the
liquidity of firm's equity. In addition, our findings boost the important role
that CG plays in reducing the information asymmetry among market
participants, either directly by affecting the value relevance of the VD, or

indirectly by effecting the COE.

5.4 Limitation of the study

These results extended the prior literature results related to the
voluntary disclosures and their impact on the COE. However, this study
faced many limitations that should be taken into consideration when
drawing the conclusions. Firstly, the study excluded banks sector since it
has a different corporate governance code. Secondly, the study neglected
the alternative proxies of the COE models used by Gebhardt et al. (2001)
and Easton (2004) because theses proxies depend on the forecasting future
information, such as expected earnings per share and expected dividends,

which is not available in the Palestinian Exchange.

5.5 Recommendations for future research

There are several ways that can extensively contribute to the extant
literature related to the VD and COE in Palestine and other emerging
countries. Future research is suggested to investigate the impact of VD on

the COE for Palestinian banks listed on the Palestine Exchange. In
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addition, other moderators of this relationship are in need to be studied for
instance, the moderating role of internal control quality and the moderating

effect of ownership structure are of interest for future research.
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Appendix (1): voluntary disclosure checklist

general company information

1. Company’s mission statement.

2. Brief history of the company.

3. Corporate structure/chart.

corporate strategy:

1. Statement of corporate strategy and objectives —general.

2. Statement of corporate strategy and objectives —financial

3. Statement of corporate strategy and objectives —marketing

4. Statement of corporate strategy and objectives —social.

5. Impact of strategy on current performance.

financial performance:

1. Liquidity ratios.

2. Debt / equity ratio.

3.Profitability ratios

4. Return on equity.

5.Return on assets

6. Financial history or summary (3 or more years)

Employee information

1. Number of employees trained.

2. Policy on employee training.

3. Women empowerment.
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4 Employees’ appreciation

5. Amount spent on training

6. Equal opportunity policy statement

Segmental information

1.Competitor analysis — qualitative

2. Competitor analysis — quantitative

3. market share analysis - qualitative

4. market share analysis — quantitative

Corporate governance/directors information

1. Shares held by board directors of the company.

2. Meeting held and Attendance.

3. Educational qualifications of the directors.

4. Experience of the directors.

5. Other directorship held by executive directors.

6.Statement of internal control

Capital market data

1. the market value of shares at the end of the year

Forward-looking information

1.Factors that may affect future performance

2.Earnings per share forecast

3.Sales revenue forecast

4.Profit forecast
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Appendix (2): corporate governance checklist.

Sub-Index — Board of Directors

1.Chairperson of board and CEO are two different individuals

2.Chairperson is a non-executive director

3. The composition of the Board of Directors has two independent

directors.

4.Board has a corporate governance committee

5. All directors attended 75% of board meetings or had a valid excuse.

6.company has remuneration committee

7.Board size is greater than 5 but less than 11

Sub-Index — Audit Committee

1.Company has an audit committee

2.Chairperson of committee is a non-executive director

3.All members of committee are non-executive directors

4.Chairperson of the board is not the chairman or a member of the audit

committee

Sub-Index - Disclosure and Transparency

1.Company discloses composition of audit committee

2.Company releases its annual reports within 3 months of year-end

3.Company discloses share ownership

4.Company states its commitment to effective corporate governance

5.company discloses remuneration of board directors
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6.Company discloses remuneration of executive directors

7.Company reports on CSR activities

8. Shareholders vote on directors selected to fill vacancies
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