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Abstract

Transparency has become a catchword and in the economic-political debate is often seen as a
universal remedy for all sorts of problems. In this paper, we analyze and discuss the meaning
and use of the concept of transparency in economic research. We look for common denomina-
tors across different areas where the concept is used, and find that transparency in essence is
about reductions in information asymmetries, and therefore entails the transfer of information
from a sender to a receiver. Transparency goes beyond mere information disclosure in that it
has a demand-side dimension: the information transferred should be trustworthy and have a
value to the receiver. We emphasize the distinction between ex ante transparency — related to
predictability — and ex post transparency — related to accountability. In economics, increased
transparency is mostly rationalized on grounds of improving efficiency, but sometimes trans-
parency is properly viewed simply as a right to know. Complementarities between different
types of transparency are pervasive, and its causes and effects typically co-determined — i.e.
transparency is endogenous. As a means to improve competitiveness and economic growth,
transparency of economic policy and corporate as well as institutional transparency interact.
We challenge the view that more transparency is always better and argue for concave net ben-
efits and the existence of optimal transparency, but optimality varies across policy areas, insti-
tutional settings, industries and individual firms.
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1. Introduction

“Transparency” has become a catchword in the economic-political debate. The term is used
and overused — sometimes perhaps misused. The catch-all nature and general positive ring of
the concept are no doubt important reasons for its increased popularity, but a series of events
and broad trends over the last couple of decades have also charged the concern for transparen-
cy in business, economics, and politics with real substance.

One starting point was the series of financial crises in emerging market econo-
mies in the mid-1990s — among them the Asian financial crises in 1997-98 — which were
widely viewed as consequences of opaque corporate structures, weak institutions, and an in-
sufficiency of accurate information on the true balance-sheet standing of firms as well as gov-
ernments in these countries (see, e.g., Perotti and von Thadden, 2005; Hooper and Kim,
2007). But the more recent financial crisis also put the spotlight on the non-transparency of
complex financial instruments and risk-taking in large financial institutions, and clearly
showed that opaqueness in the financial sector is not just an issue in emerging markets (see,
e.g., De Soto, 2012).

Another broad trend is the gradual change over the last decades toward more
rule-based macroeconomic stabilization policies, which has incited a debate about the trans-
parency of economic policy, and of the government bodies that execute it. The debate feeds
on arguments raised both from the point of view of policy efficiency, and from that of demo-
cratic accountability. It initially bore primarily on monetary policy and central banking, but in
recent years focus has increasingly shifted to the transparency of fiscal policy and public fi-
nances — not least following the sovereign debt crisis in Europe which has, for some countries,
been linked to non-transparency (or downright fraud) in government accounts. Similar con-
cerns have recently been raised regarding some emerging markets’ disclosure of macroeco-

nomic outcomes. A more broad-based initiative for government policy transparency was the
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current U.S. administration’s launch of its Open Government Directive in 2009 (see, e.g., The
Economist, 2012).

Increasingly internationalized economies during the last decades have resulted
in a correspondingly increased role of multilevel, supranational governance; which, in turn,
has raised questions about traditional inter-governmental decision processes based on the
strict sovereignty of nation states, and calls for more transparency and accountability in multi-
lateral bodies, such as the IMF and the WTO. A short-lived surge in such calls in the early
2000s has gained renewed strength due to the role of, e.g., the EU and the IMF in managing
the aftermath of the financial crisis, especially in the worst-hit countries (but this time with a
more nationalist flavor). International organizations themselves, on the other hand, have
whole-heartedly embraced transparency. The IMF’s adoption of a “Code of Good Practices on
Fiscal Transparency” is one example (IMF, 2007).

In the business world, a series of scandals in the early 2000s, both in the U.S.
and in Europe (Enron, Tyco, WorldCom, Parmalat, Ahold, etc.), heightened interest in and
attention to corporate governance, conflicts of interest between different stakeholder groups in
the firm, and corporate social responsibility. Improved corporate transparency has been re-
garded as a primary remedy for such problems, and the attention has resulted in new regula-
tion and codes of conduct in many countries, such as the Sarbanes-Oxley Act in the US
(2002), the EU’s Transparency Directive (2004), OECD Principles of Corporate Governance
(2004) and the UK Corporate Governance Code (2010). A related development is the increas-
ing adoption worldwide of the International Financial Reporting Standards (IFRS) principles
for corporate disclosure (2005), and the emphasis on information disclosure in the Basel rules
for bank regulation (Basel 1-3, 1988-2011, the last accord to be implemented by 2018) — re-
flections of a trend toward increased convergence and transparency in, respectively, corporate

financial reporting and disclosure of bank risk.
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Yet another broad reason for the increased interest in transparency is related to
the rapid development of information technology. Among many other things — this develop-
ment has been expected to increase price transparency, thereby boosting competition and en-
hancing the efficiency and integration of the goods and services markets, both at the retail and
at the intermediary levels.

From its use in the political-economic debate it is not always very clear what
exactly transparency means, except that it has to do with openness, clarity and accessibility of
information, communication, etc. But as the concept of transparency — or one should perhaps
more fittingly talk of the “idea” of transparency, including all its promises and positive conno-
tations — has gained increasing general popularity, it has also seeped its way into academic
research in a broad range of social science disciplines.

As in everyday usage, media reporting, and the “speak” of policy-makers and
business leaders, transparency in social sciences can have different meanings, rationales, and
implications. The purpose of this chapter is to make an overview of the definitions and use of
the concept of transparency in economics and business research in particular. An initial caveat
is warranted. The “take” on transparency in economic research rests on different, but often
related, sources and research traditions — accounting, corporate finance, development econom-
ics, institutional economics, monetary economics, public economics, and more. But framing
transparency in terms of basic concepts in the economics of information makes the potential
application of transparency in economics practically limitless. Any problem that incorporates
the idea of asymmetrically distributed information between different economic agents makes
an assumption about transparency, and is potentially affected by altered assumptions about it.

Asymmetric information is at the very core of agency relationships, adverse se-
lection problems, intermediation, signaling, the economics of trust and reputation, etc. All are

based on the notion that rational, self-interested individuals — when equipped with infor-
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mation that others do not have — will make economic decisions that result in inefficiencies,
market failures, or at the very least outcomes that are different (and typically “worse”) as
compared to the full-information Arrow-Debreu world. We can therefore not hope to make a
comprehensive survey of all relevant literature in the area. The chapter is, rather, an attempt to
provide a structure to our thinking about transparency, and to weed out some common denom-
inators in the various ways it has been used so far in economic research.

The paper is organized the following way. In Section 2 we make an attempt to
delineate the meaning(s) of transparency as used in economics and business research. The
broadness of the term makes a strict and universally viable definition virtually impossible;
what we go for here is instead to trace out a number of requisites which make the identifica-
tion of a few main aspects of transparency possible. In Section 3 we discuss possible ration-
ales for transparency. The general intuition is that transparency is “good”. But why? What are
the desiderata that transparency is supposed to achieve (or is it an end in itself)? Section 4
further discusses the effects of transparency, including a brief review of empirical results in
some key areas. In Section 5 we elaborate on the existence of “optimal” transparency, based
on the general insight that transparency has costs as well as benefits, and that the net benefits

may not be monotonically growing in transparency. Section 6 summarizes.

2. The meaning of transparency

There are many possible ways to slice the concept of transparency. Corporate transparency is
distinct from the transparency of government policy. Transparency about the government’s
policy decisions is distinct from transparency about the processes and procedures by which
these decisions are reached. There can be varying degrees of transparency between different

geographical markets, at different levels of government, in terms of the extent to which prices



in a particular market are informative about fundamental values or underlying demand and
supply conditions, etc.

One way to get an initial grasp of the concept is to review a few broad, general
definitions. For instance, according to the OECD, “[b]udget transparency is defined as the full
disclosure of all relevant fiscal information in a timely and systematic manner” (OECD, 2002,
p. 7). The WTQO’s glossary defines in 2014 transparency as the “degree to which trade policies
and practices, and the process by which they are established, are open and predictable.”
UNCTAD (2012) defines transparency as “a state of affairs in which the participants in the
investment process are able to obtain sufficient information from each other in order to make
informed decisions and meet obligations and commitments” (p. 7).

Some common denominators can be distinguished. Clearly, the initial state is
that an agent has access to information that others do not have. Information (about a budget, a
policy, a decision-making process) is then made available for observation by others. The in-
formation made available should be relevant and possible to use as a basis for decisions, and
the manner in which it is made available should be systematic. Transparency is associated
with openness and — at least when referring to policies or practices — predictability.

It thus seems reasonable to identify the existence of information asymmetries as
a key prerequisite for a meaningful discussion of transparency. Individuals make decisions
based on public information (freely available to all) and private information (available only to
some). Assuming that the private information is relevant for decision-making, and that some
have it and some do not (but would like to have it and know others have it) the asymmetries in
the distribution of information will affect decisions made and therefore economic outcomes.

The mere existence of information asymmetries is not sufficient for the discus-
sion to completely add up, however. In addition, there has to be some mechanism for (more or

less) information to be transferred; there has to be some scope for changes in the extent of
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information asymmetries. Only then is it possible to discuss the objective, or the rationale, for
transparency, its benefits, possible costs, and net effects. This view of transparency also sug-
gests that full transparency is the absence of information asymmetries. This does not neces-
sarily imply perfect information — even with full transparency there can still be incomplete
(public) information, but no one has the advantage of being better (privately) informed.

The notion of an information transfer taking place suggests the existence of a
sender of information, and a receiver of information. A particularly clear example of this type
of situation is a basic signaling game, where the terminology of sender and receiver of infor-
mation is frequently used. Two actors have access to different information, the sender makes
a decision if, how, and what information to transfer to the receiver, who — in turn — makes a
decision how to interpret the information transferred. The key concern of signaling is that of
reducing information asymmetries, and the application of this basic idea since Spence’s
(1973) seminal work on job market signaling is enormous (see, e.g., Riley, 2001, and Spence,
2002, for reviews of the theoretical progress in the area). In practice, however, the sender-
receiver relationship is rarely this clear-cut. In a wide range of situations where transparency
is discussed, there are multiple actors, and third-party considerations may dramatically change
the cost-benefit analysis of reducing information asymmetries compared to the simplest situa-
tion with one sender and one receiver. (We give several examples in Section 5; a straightfor-
ward example might be the case where a firm’s disclosure of more information is beneficial
by reducing information asymmetries vis-a-vis investors, but harmful by revealing competi-
tive advantages to rival firms.).

What might the information being transferred, or signaled, be about — in general
terms? Stiglitz (2000) argues that there are two particularly important types of information:
information about characteristics (or quality), and information about behavior (or intent).

Asymmetries with regard to these two types of information broadly correspond to two main
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types of problem resulting from imperfect transparency — adverse selection (problems of
choice, given different abilities of transacting parties to observe the characteristics of the
product transacted), and moral hazard (problems related to the action taken by a counterparty
in a transaction). They cover a wide range of situations where transparency may be an issue —
from the “lemons” problem in goods and services markets (Akerlof, 1970), via financial mar-
kets where similar adverse selection problems occur when there are both informed and unin-
formed traders/investors (de Long et al, 1990), from the job market selection problem when
employers have imperfect information about applicants’ ability (the area of application of
Spence’s original 1973 signaling article) to the near-universal view of the investor-firm (own-
er-manager) relationship as that of principal and agent (Jensen and Meckling, 1976). Similar-
ly, in analyses of (economic) policy, a principal-agent view is frequently adopted (e.g., Bes-
ley, 2007). In principal-agent relationships, such as that between owner and manager, em-
ployer and employee, or government official and polity, (lack of) information about quality
(ability, or “type”) or intent (hidden action) is often framed in terms of information about the
agent’s “effort”, but it is largely a matter of differences in terminology rather than substantive
differences in meaning.

Thinking about transparency as reductions of asymmetries in information about
quality and intent clearly has wide application. But it is not sufficient for a comprehensive
view of transparency. Information about both quality and intent are examples of ex ante trans-
parency. Imperfect transparency with regard to either introduces an uncertainty which affects
incentives and decisions and therefore outcomes; variations in transparency may affect how

efficient these outcomes are (or can be). Because imperfections in ex ante transparency intro-

! Sometimes the distinction between adverse selection and moral hazard is framed as a timing issue: adverse
selection is about the ex ante choice of contracting terms when one of the contracting parties has more infor-
mation, moral hazard is about the counterpart’s actions once the contract has been entered into.
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duce uncertainty, it is strongly associated with predictability. But there can also be imperfect
transparency ex post about the actual outcomes. Applying the principal-agent view to policy
analysis makes a clear example. Delegated decision-making in a representative political sys-
tem can be viewed as a principal-agent relationship where the electorate is able to discipline
the government by the threat of removal from office. The “information transmitted” is the
extent to which the public (principal) observes policy choices and processes (“effort”), but
also the result (outcome) of the government’s (agent’s) decisions.” Analyses of government
policy transparency often emphasize this latter type of ex post transparency, which is distinct
from transparency in terms of information about quality or intent, because it is strongly asso-
ciated with accountability — the notion of the principal holding the agent accountable for the
consequences of his actions.® This could be rephrased as a problem of contract enforcement —
imperfect observability of the result diminishes the principal’s ability to sanction the agent for

failure to accomplish what was agreed upon.*

% The observability of policy choices and decision-making processes can be rephrased into a distinction between
transparency of policy content (information about the decisions made, the “substance” of the policy pursued) and
procedural transparency (information about the processes whereby decisions are reached). In many situations, it
may also be instructive to separate between de jure policy transparency (information about the policies decided
upon) and de facto policy transparency (information about the degree to which these policies are actually imple-
mented or enforced).

® Welfare improvements may even rely more strongly on transparency of outcome because ex ante transparency
may not be particularly effective at disciplining governments if voters do not know what the optimal policy is
(see Prat, 2005).

* Besides information about quality, intent, and outcome, one additional type of information requires mention:
information about scarcity — the extent to which prices in competitive, decentralized markets convey all relevant
information to achieve the efficient allocation of scarce resources. In essence, this is an outcome. In a world of
perfect information and complete markets, the price is all that is required to achieve efficient resource alloca-
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Connelly et al. (2011) argue that a key property for a signal to be efficacious is
that it is “observable”, and link observability to terms that lie close to the common, everyday
understanding of transparency, such as “clarity”, “visibility”, and “absence of distortion”.
Parts of the literature also emphasize concepts like “receiver attention” (the extent to which
the receiver is looking for the information, or knows what to look for) and “receiver interpre-
tation” (processing the received information into meaningful knowledge). This emphasis on
how the information is received suggests, we argue, an important distinction between trans-
parency and mere disclosure of information in general, namely that there is a demand-side
dimension to transparency. Transparency presumes that the information transferred is proper-
ly received and processed — i.e., not just that the information is there, but also that it gets
there.

In what way is the demand side taken into account in the common understanding
of transparency? In the initial broad definitions of transparency that we reviewed at the begin-
ning of this section, it is reflected by the invocation of various adjectives postulating that the
information made available should be “relevant”, “timely” and “sufficient [...] to make in-
formed decisions”. The same conditions (“relevant”, “reliable”, “timely”) recur in the area of
corporate transparency — particularly in codes and standards for financial reporting and dis-
closure (see, for instance, Forssbaeck and Oxelheim, forthcoming, Chapters 17, 22 and 23).
Sometimes the receiver’s perspective is accounted for differently — for instance, Ghauri et al.
(in Forssbaeck and Oxelheim, forthcoming, Chapter 16) argue that “transparency encom-
passes evaluation by ‘surrounding units’”, whereas Plummer and Tafti (in Forssbaeck and
Oxelheim, Chapter 7) note that transparency has more effect when there is an incentive for

users to act on the information. The receiver perspective is emphasized in both cases.

tions, but in the presence of information asymmetries that cause market failures, this is not the case (Greenwald

and Stiglitz, 1986).



Another way of wording the requirement that the information transferred should
be reliable is to say that the receiver must be able to trust the information (as noted in
Forssbaeck and Oxelheim, Chapter 24), which brings up another qualitative aspect of the in-
formation transferred: improved transparency can be understood along the lines both of trans-
ferring information that scores higher in terms of reliability, decision-relevance, etc., and of
simply disclosing more information. In the corporate finance literature, theoretical models
often allow “improved disclosure” or “improved transparency” to be interpreted as increases
in either the quantity or the quality (precision) of the information, or both (see Easley and
O’Hara, 2004, and Hermalin and Weisbach, 2012, for two examples). This does not mean that
the distinction is unimportant — on the contrary: conceptually, it can be crucial. In Section 5,
we will review examples both of situations where the precision of the information determines
the optimal quantity given of it, and where a higher quantity of information may be subopti-
mal simply due to information processing costs.

A natural criterion for the information transferred to be both relevant and suffi-
ciently precise (or trustworthy) is that the receiver attaches some value to it. But if the infor-
mation is valuable to the receiver, it may also indicate that providing the information is costly
to the sender. Thus, sender and receiver may have very different views on the desirability of
bridging the information gap. Indeed, taking into account the possibility of non-alignment of
incentives is central not just for understanding the effects of the information asymmetries and
conflicts of interest as such, but also for a meaningful discussion of why there is, or should be,
more or less transparency.

Holmstrom (1979) defines a valuable signal as a signal which, if included in a
risk-sharing contract, can make both the principal and the agent strictly better off than if the
contract is based solely on outcome (payoff) — i.e., a Pareto improvement. Holmstrém’s defi-

nition refers specifically to principal-agent relationships, but is instructive in that it succinctly
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pinpoints the need for a clear idea of what transparency is supposed to achieve, and also gives
an idea of why we might see more or less transparency in different areas. We will discuss the
rationale for, as well as the determinants of, transparency in the next section, but first let us
review what we have found so far.

In summation, then, a meaningful discussion about transparency requires the ex-
istence of information asymmetries (asymmetric distribution of private information between
different economic actors), but also some mechanism for information to be transferred from
actors with private information (“sender”) to those that do not have it (“receiver”). Increases
in transparency correspond to reductions in information asymmetries. Information could be
about quality or intent (both of which could be related to “effort™) — ex ante transparency —
but also about outcomes — ex post transparency. Transparency goes beyond mere information
disclosure in that it has a demand-side dimension, which requires that the information trans-
ferred should be not just observable by the receiver, but also relevant for her decision-making.
A related qualifier for a meaningful discussion about the desirability and effects of transpar-
ency concerns the precision (or quality) of the information transferred. Transparency can be
associated simply with more information, but does not have to be if this information is irrele-
vant or insufficiently precise. Decision-relevance and sufficient precision imply that the re-
ceiver attaches value to the information transferred, which could (and typically does) also

mean that providing the information is costly to the sender.

3. The rationale for transparency

Discussing the rationale for transparency is about specifying an objective function. Beyond
the positive ring of the concept and the general intuition that transparency is “good”, there has
to be some sense of what transparency is supposed to achieve — what it is good for. Taking the

broad view, we see essentially two main categories of objectives.
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The first is functional, or instrumental. This category of objectives takes many
forms, the most general of which is to increase efficiency in terms of overall welfare. Such
efficiency improvements can be reached in many different ways — by increasing competition,
by reducing uncertainty and transaction costs (including search and information costs), by
alleviating coordination failures, and by making markets more complete. Other objectives in
the instrumental category might be to improve effectiveness (e.g. of a particular policy), or
just generally to attain some benefit, which — more often than not — is measurable. The objec-
tive may be concrete and specific (for instance, in corporate finance the objective is usually to
maximize firm value) or broader and more vague (for instance, in the EU’s Lisbon Strategy
transparency, in the form of the Open Method of Coordination, was intended to create peer
pressure for policy reform with the ultimate goal of making European economies more com-
petitive). The point is that when the rationale is instrumental, transparency does not really
have a value in itself — it is simply a means to an end.

The second broad category is more value-driven, and concerns ideals such as
democratic accountability or legitimacy, but also adherence to social contracts or norms with-
in a society. It is often more applicable to the transparency of public policy than to, say, cor-
porate transparency (especially policy areas that are less “technical” and of greater concern to
the general public). We are here much closer to transparency as an end in itself — of transpar-
ency as a “right to know” (cf. Stiglitz, 1999). The instrumental/efficiency rationale is by far
the most important one in economic research, however, especially when transparency is
viewed as a microeconomic question of information distribution that affects resource alloca-
tion. In the information-theoretic literature, the criterion for an efficiency improvement is also
strict, viz. that of constrained Pareto efficiency (essentially whether the decentralized market
allocation can be improved upon in a Pareto sense, given the existing market imperfections —

cf. Holmstrom’s, 1979, definition of a valuable signal in the previous section). But also in
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more narrow or empirically oriented applications, when the objective is less clearly linked to
welfare improvements in a strict microeconomic sense, the benefit that transparency is intend-
ed to achieve is typically measurable.

The boundary between instrumental (efficiency-based) and more value-driven
rationales is not always strict. For instance, in political science and public economics, trans-
parency is typically understood in broad terms and encompass the extent to which government
bodies are willing and able to provide information regarding their decision-making processes
and policy choices, collection and dissemination of credible information about policy out-
comes, but also, e.g., the freedom and reach of the media (see, for instance, Hollyer et al.,
2011). The rationale is to ensure accountability of government, which can clearly be motivat-
ed on the basis of democratic ideals, but also on efficiency grounds insofar as accountability
disciplines government officials to make better and more efficient policy decisions.

Similarly, transparency of MNEs about issues and activities related to Corporate
Social Responsibility (CSR) can either be seen as motivated by a true concern for principles
other than those of firm value maximization, or as a way to signal conformity with the norms
and values of the society with the ultimate objective of reaping positive financial payoff from
doing so (or avoiding negative consequences of deviating) — a “single bottom line” masquer-
ading as a double one.

Nor are instrumental and value-driven rationales for transparency mutually ex-
clusive in any given situation — they can co-exist. Where either could enter as outcome varia-
bles in an objective function, they could be in conflict, but need not be. For instance, both ex
ante and ex post transparency may be important to create accountability and legitimacy for
government policy, but transparency of government decision-making processes may also im-
prove the public’s ability to predict and respond to policy actions — thus, ex ante transparency

(predictability) may be welfare-increasing in terms of other rationales than that of accounta-

13



bility/disciplining. Another example might be the rationale of transparency as a way to en-
gender trust, which lies somewhere in between purely value-driven considerations and effi-
ciency maximization.> A relationship characterized by trust may be viewed as “morally” or
socially more desirable than one characterized by distrust — a norms-based motivation for
transparency; but trust can also be viewed as a means to reduce transaction costs to the extent
that distrust causes frictions, and is therefore efficiency-enhancing. We will return to the rela-
tionship between transparency and trust below.

In other policy areas, the motivation for a public policy — though in a formal
sense resting on the existence of market failures — may in the public mind be related more
strongly to very different considerations. One such area may be education policy. Even if the
existence of positive externalities causing socially suboptimal underinvestment in education is
a sufficient argument for a public education policy, the average citizen probably wouldn’t
frame it like that. He or she is more likely to perceive equal opportunity for at least primary-
level schooling as a basic, inalienable human right. The rationale for transparency in policies
related to the public school system cannot be entirely independent of such considerations.
Thus, increased transparency may or may not make sense from the point of view of making
public education policy more effective at alleviating market failures, but the fact that the pub-

lic perceives education as a matter of general concern may be sufficient to motivate transpar-

® One particularly clear example of an area where trust matters, and transparency plays a role, is that of public
procurement, the idea of which is to expend public resources as efficiently as possible by taking up offers from a
range of producers and choosing the best offer. But for this process to provide the expected efficiency benefits,
there needs to be trust on the part of producers in the fairness of the procedure and a belief in the integrity of the
procuring public body. In other words, there has to be a minimum level of procedural transparency for the best
producers to be willing to file an offer. (Incidentally, the level of transparency is a tradeoff, since excessive in-
formation provision may distort the competitive nature of the process and invite collusion — see Forsshaeck and
Oxelheim, forthcoming, Chapter 6)
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ency. Again, sometimes people just have a “right to know” (see Forssbaeck and Oxelheim,
forthcoming, Chapter 9).

The rationales for transparency that we have discussed are motivations for (var-
ious types of) transparency based on the perceived benefits of greater information availability
and dissemination in different areas. But this is only half the story. The actual levels of ob-
served transparency vary greatly, regardless of area and regardless of whether comparisons
are made across countries, across firms, between different government agencies, markets, etc.
So what are the determinants of transparency?

One crucial determinant of transparency is the set of incentives facing the actors.
We have already argued in Section 2 that sender and receiver may have different views on the
desirability to reduce information asymmetries. A first question to ask is therefore whether the
actor possessing the private info has incentives against transferring information to the infor-
mationally disadvantaged counterpart? If not — if both actors have near-identical objectives
and these are better met with a greater amount of information exchange — there is little reason
to suppose that transparency should be any less than near-optimal. Spence (2002) notes that
“signals are not terribly complicated things in games where the parties have the same incen-
tives, i.e., where there is a commonly understood desire to communicate accurate information
to each other” (p. 434). Thus, if the sender and receiver have the same objective, the appropri-
ate amount of voluntary transparency will tend to occur spontaneously as a mechanism to
extract the mutual benefits of leveling the information playing field.

Such can typically not be assumed to be the case if private information is valua-
ble. For instance, agency relations are commonly understood as relations where principal and
agent have different individual objectives, and the principal cannot easily determine if the
agent takes action in line with the principal’s objective or pursues self-interested behavior

(i.e., the principal lacks information about the agent’s intent). In a principal-agent relation-
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ship, the importance of incentives often boils down to the question whether the agent can ob-
tain private benefits from being less transparent (this is discussed in the context of banking
regulation in Forssbaeck and Oxelheim, forthcoming, Chapter 12).

But even when being transparent provides benefits in an absolute sense to the
sender and there are no private benefits from being opaque, transparency may be limited due
to the costs of information provision. As a very simple and stylized example, consider a typi-
cal signaling game setup with adverse selection. Suppose, for instance, that there are two
types of firms, high- and low-quality firms, both with opportunities to engage in costly signal-
ing. High-quality firms may benefit from signaling its quality to investors (via higher valua-
tion and lower cost of capital), but if low-quality firms can mimic this signal (produce a “false
signal’), the benefits of signaling may not outweigh the costs for a high-quality firm. Only if a
high-quality firm can distinguish itself from the low-quality firms will “being transparent”
pay off. Thus, the relative costs of information provision are an important determinant of (the
incentives for) transparency — also where there is no value of secrecy.

The importance of incentives and relative costs, as well as expected pay-
offs/outcomes, in determining the level of transparency essentially suggests that the determi-
nants and the effects of transparency are, at least partially, simultaneously determined — in
short, transparency is endogenous. In the simple example above, the benefits of increasing
transparency are never realized, because the beneficial effects of signaling are insufficient to
motivate the investment in further information provision — thus, the (expected) effect “causes”
the level of transparency.

Friberg (in Forssbaeck and Oxelheim, forthcoming, Chapter 13) addresses simi-
lar endogeneity issues in the context of transparency of prices on similar products in different
geographical markets. Increased price transparency facilitates arbitrage between markets,

suggesting potential welfare gains. But the producer’s choice whether or not to make prices
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more transparent is not independent of the likely consequences of such arbitrage, so again,
outcome and cause are co-determined. Yet another example might be corruption (see
Forssbaeck and Oxelheim, forthcoming, Chapter 15). The extent to which government offi-
cials are willing to provide information regarding their decision-making processes depends
partly on the extent to which they extract illegitimate private benefits from not doing so - i.e.,
the level of corruption; conversely, the feasible scope for corruption depends on the level of
transparency.

Regulation mandating increased transparency may be motivated on welfare
grounds when market failures prevent the sender from providing a socially optimal amount of
information. In practice, such regulation is an extremely important determinant of the actual
levels of transparency observed (one need only think of the elaborate systems of standards for
corporate disclosure). But regulation that runs counter to the information provider’s incentives
may also result in avoidance strategies, opportunism, or even information manipulation, thus
creating additional welfare losses (see further Section 5).

Not just (economic) incentives, costs/benefits and regulation are related to
transparency, but also social norms and perceptions of what’s “fair” and “right”. This has
implications for (i) the rationale for transparency (as discussed above), insofar as there exist
value-based arguments in favor of transparency, and values and norms vary with the social
context (see, e.g., Forssbaeck and Oxelheim, forthcoming, Chapter 16); (ii) the determinants
of transparency: the sender may have certain incentives, but there may be social pressure for
increased transparency — e.g., public outrage after corporate scandals or corruption incidents —
such that regulation mandating increased transparency is invoked whether or not this is
motivated on welfare or efficiency grounds; (iii) the effects of transparency: transparency may

affect an agent’s propensity to engage in activities that increase the principal’s utility even
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when there are no strict incentives (or even disincentives) to do so, because it’s “fair”, or
because it is what others (are thought to) do.

For instance, Irlenbusch and Sliwka (2005) study the influence of transparency
(defined as revealed effort) on reciprocity and fairness concerns in an experimental setting. They
conclude that transparency does not necessarily increase average effort, but makes agents exert
more similar levels of effort. This could be interpreted as tentative support — which, arguably, is
the best that economic research can offer at present — for the notion that greater transparency
more generally leads to greater adherence to prevailing norms and higher levels of social
cohesion (also see Frey, 1998).

As we have argued above, transparency requires trust — the recipient of infor-
mation must believe the information received to value it and to act on it. But if transparency
positively influences reciprocity, fairness, and social cohesion, then it’s also possible to turn
the argument around: transparency fosters trust.® Trust is associated with beneficial economic
outcomes, because distrust (like opaqueness) causes frictions and transaction costs. For in-
stance, Aghion et al. (2010) show that distrust creates demand for high levels of government
intervention in the economy, even when such intervention is corrupt and ineffective; high
levels of intervention, in turn, discourages the formation of trust. Thus, they demonstrate that
beliefs (trust) and institutions (regulation) co-evolve. One could possibly make the leap to
infer a similar co-evolution between transparency and adherence to social norms (in terms of,

e.g., firms not engaging in activities that impose social costs on others in the sense of Coase,

® Conversely, one can easily make anecdotal and intuitive cases for an association between lack of transparency
and distrust. For instance, in the area of corporate transparency (the way we mostly understand it here, i.e., in
terms of financial reporting and disclosure) Goldman and Slezak (2006) note that “corporate scandals (e.g., En-
ron and WorldCom) have created a widespread perception that the financial and accounting disclosures provided
in a corporate culture fixated on stock price performance cannot be trusted” (p. 604).
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1960, civil servants not engaging in corruption, etc.). To the extent that transparency — in a
broad sense — has the capacity to shape beliefs, trust, and social cohesion, there may be con-
siderable complementarity effects determining the level of transparency.

The difficulties posed by such complementarities (cf. the endogeneity issue
raised earlier) are reflected in available empirical research. As observed by Glennerster and
Shin (2008), transparency (especially policy and regulatory transparency) is often broadly
associated with better institutions and good governance in general, and in empirical studies
often bundled together or tested using indirect measures, causing ambiguity as to causality.
Convincing attempts to disentangle what causes what are surprisingly few, regardless of
which type of transparency is considered. For instance, Wehner and De Renzio (2013) remark
that “hardly any effort has been invested in exploring the determinants of fiscal transparency”
(p. 96). In their own study they use a relatively narrow measure of budget transparency, and
find that it is primarily affected by free and fair elections and by political competition.

Similarly, Bushman et al. (2004) argue that there is a paucity of research on how
and why corporate transparency varies between countries. In their empirical work, they study
two facets of corporate transparency, governance transparency and financial transparency,
and find that the former is associated primarily with higher judicial efficiency and the latter
primarily with political-economy factors, such as low state ownership in the corporate sector
and low risks of expropriation. Thus, their work to some extent confirms the intuition of a
high degree of correlation between different types of transparency, and an association be-
tween transparency and other benefits, such as efficiency and high-quality institutions. This

naturally brings us to the effects of transparency.
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4. The effects of transparency

There is a wide-spread perception that greater transparency is beneficial. For instance, the
Bushman et al. (2004) paper just referenced notes that the availability of information is usual-
ly considered “a key determinant of the efficiency of resource allocation decisions and growth
in an economy” (p. 208). Moreover, “transparency, in addition to improving the allocation of
resources, can make governments more accountable, undermine the power of special interests,
and thus lead to improved policies and institutions” (Glennerster and Shin, 2008, p. 184). This
sounds compelling, but is rather imprecise. We argued above that the “efficiency rationale”
for transparency is the most important (but not the only) one in economic research, and it is
the one we will focus on in the discussion of the effects of transparency below.

It should perhaps be made clear from the onset that transparency is no panacea
for inefficiency. The question of the effects of transparency — the way we have interpreted it
here as essentially reductions in information asymmetries — is the reverse of the question of
what problems the information asymmetries give rise to. These are many, and very varied, but
possible — as we have argued — to sort into the broad categories of selection and agency prob-
lems (associated with imperfect ex ante transparency) and accountability or enforcement
problems (associated with imperfect ex post transparency). Such problems give rise to market
failures related to incompleteness of markets, imperfect competition, coordination failure, etc.
But market failures occur for many reasons (imperfect public information, the nature of the
good or service exchanged in the market, externalities, transaction costs, other endogenous
and exogenous factors determining market structure, including, e.g., geography), some of
which are associated with information asymmetries, and some of which clearly are not. Be-
cause information asymmetries are not the only thing giving rise to market failures, increased

transparency cannot be a patent solution.
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Moreover, even where information asymmetries are at the heart of the issue, and
a feasible mechanism for transferring information from the informed to the uninformed exists
(which is not necessarily always the case), it may be excessively costly. Other competing
mechanisms to come to terms with the problems caused by the information asymmetries may
then be available — taxation or subsidies, design of contracts and price schedules, incentive
schemes connected to outcomes or relative outcomes (yardstick competition, benchmarking),
or other monitoring or regulatory technologies than that of making private information public.
It is not given that measures to improve transparency always dominate these alternative
measures, given the myriad different situations — large and small — in which information
asymmetries occur.

All this said, Geraats (in Forssbaeck and Oxelheim, forthcoming, Chapter 3)
makes a useful distinction between incentive effects — the way transparency affects ex ante
behavior by changing the information structure — and information effects — the ex post conse-
quences of making a certain piece of information available. These are closely related to the
notions of ex ante and ex post transparency. Holding on to that distinction, we may argue that
transparency has two overarching potential effects: to increase predictability, and to strength-
en accountability (or, differently put, contract enforceability).” It shouldn’t come as a surprise
that transparency is hard to disentangle from institutional quality and good governance more

generally.

"It should be noted that the distinction between incentive effects and information effects does not strictly corre-
spond to that between predictability and enforceability, but cuts across these categories. Contract enforceability,
for instance, or the knowledge that ex post outcomes will be made public ex post, clearly affects ex ante incen-
tives and behavior (disciplining). Conversely, ex ante transparency (e.g., about a procedure, a regulation, a poli-
cy rule, etc.) has direct information effects by reducing transaction (search and information) costs.
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How does this bear on growth, for instance (cf. the Bushman quote at the begin-
ning of the section)? The tenet of modern, endogenous growth theory (see, e.g., Lucas, 1988;
Romer, 1986, 1990) is that growth is the result of technological change driven by rational
(human and/or physical capital) investment decisions by private agents who respond to eco-
nomic incentives, but also institutions are widely recognized to play an important role for
economic performance.® In theory, the strongest argument for a role of institutions in econom-
ic growth is that institutions, while necessary for economic exchange in various forms, can
exhibit varying degrees of efficiency. Less efficient institutions result in higher transaction
costs, thus reducing value-added for a given level of factor inputs. Institutional improvements
and innovations raise the efficiency of economic interaction between agents, and therefore
increase growth.

Matthews (1986) makes the analogy between institutional change and techno-
logical change as sources of growth: transaction costs and production costs are two pieces of a
pie — both inescapable realities of economic activity. Innovations that decrease either type of
cost for a given level of output are innovations with potential to raise the growth rate.? We
might add information asymmetries as an inescapable reality of economic activity, or we
might view lack of transparency as a transaction cost (for instance, the pervasiveness of mar-
ket failures due to lack of transparency/information asymmetries implies that prices in decen-

tralized markets do not generally convey accurate information about scarcity, and that markets

® For a more comprehensive discussion of growth theory as related to transparency and institutions, see
Forsshaeck and Oxelheim (2006). Also see Frey (1990) and North (1990).

® While theory emphasizes the dynamic aspect of institutions, the empirical literature typically makes indirect
inferences about the effects of institutional improvements through cross-sectional studies of the level of institu-
tions and their association with average growth rates and/or income levels (see, e.g., Barro, 1991, 1997; Rodrik
etal., 2004).
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are generally at least partially segmented, which causes transaction, e.g. search, costs). The
categorization is less important — the point is that insofar as improved transparency raises ef-
ficiency (especially the efficiency of investment in new technology), it has the potential to
raise growth. Lack of transparency — in terms of poor predictability and accountability — is
costly.

Some channels are better understood than others. One area where the effects of
corporate transparency are theoretically straight-forward, and which also provides a particularly
lucid illustration of the link to economic growth, is its impact on firms’ cost of capital.
Information asymmetries between the firm’s insiders and their outside owners and creditors give
rise to agency problems and credit rationing, and information asymmetries between potential
investors create adverse selection problems (uniformed investors fear trading against those with
private information, which reduces the willingness to trade and causes illiquidity and financial
market incompleteness). As a consequence, firms must issue equity and debt at a discount, i.e., at
a higher cost of capital. Increased corporate transparency reduces information asymmetries
between firms and investors and/or between different potential investors, thus decreasing the cost
of capital and expanding the set of positive net present value investment projects.'® Both agency
and adverse selection problems in capital acquisition also make firms financially constrained,
and financially constrained firms facing incomplete financial markets tend to be more risk averse

(in near-complete financial markets with few constraints, on the other hand, risk-sharing works

19 Theoretical results on the link between corporate transparency and the cost of capital include Diamond and Ver-
recchia (1991), and Easley and O’Hara (2004). Recent empirical studies include Leuz and Verrecchia (2000), who
make use of shifts in the transparency regime (in the form of disclosure standards) to address the endogeneity issue;
Greenstone et al. (2006), who similarly exploit a legal shift to identify the effects of mandatory disclosure; and Leuz
and Schrand (2009), who approach the issue from the opposite direction, and investigate the disclosure effects of the
cost-of-capital shock created by the Enron scandal. Also see Healy and Palepu (2001) for a survey.
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efficiently and firms have less reason to be risk averse). The consequences are diverse and
potentially far-reaching, not least for investment in innovation (see Forssbaeck and Oxelheim,
forthcoming, Chapter 10).

In particular, financial constraints make investment sensitive to financial variables
(Hubbard, 1998), with knowledge-intensive investment being particularly sensitive (Forssbaeck
and Oxelheim, 2011). Higher risk aversion in firms also leads to greater sensitivity of investment
activity to cyclical swings, and to price and wage rigidities (see, e.g., Chevalier and Scharfstein,
1996). Greater corporate transparency not only alleviates financial constraints, but also implies
more efficient risk-sharing and more risk-neutral firms, suggesting that investment in low-
probability outcomes (representing potential technological breakthroughs) can be financed,
whereas greater institutional transparency in the shape of increased predictability and contract
enforcement implies lower uncertainty of appropriation of returns to investment in
innovation/knowledge. ™

Exemplifying with financial market incompleteness and investment thus high-
lights the complexity of the interactions between different types of transparency in the deter-
mination of more aggregate economic outcomes. Information asymmetries between firms and
investors affect financial market incompleteness, but so do a lot of other types of information
asymmetries. For instance, during the 1990s, a wave of literature emerged emphasizing the
role of legal institutions (including, e.g., investor rights and contract enforceability, related to
both the ex ante and the ex post dimensions of transparency as we have defined it) for finan-
cial development (see, e.g., La Porta et al., 1998) — clearly suggestive of the complementarity
of different types of transparency and the potential knock-on effects of improving transparen-

cy in different areas.

1 Wurgler (2000) provides evidence of a positive association between capital allocation efficiency and firm-
specific information in stock returns on the one hand, and institutional transparency on the other.
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Yet another example of how transparency affects investment is its potential ef-
fects in international capital flows, where excessive investment flows in and out of emerging
markets have been explained in terms of a “coordination effect”: insufficient transparency
implies that investors cannot effectively discriminate between firms/borrowers indicating that
small pieces of negative information can have disproportionate effects and cause investors to
withdraw funding from an entire market. The mechanism has been used to explain financial
crises, speculative attacks, to motivate the lender-of-last-resort function of the central bank,
etc. (see, e.g., Rochet and Vives, 2004). Similarly, in the case of the Lehman Brothers crash in
the early phases of the latest global financial crisis, insufficient transparency meant that banks
could not effectively discriminate between counterparties, causing the whole interbank market
to freeze up. A possible effect of greater transparency in light of this type of coordination fail-
ure would be lower susceptibility to crises.

Policy-oriented applications of growth theory directly or indirectly recognize the
role of both institutions and transparency for economic growth. For instance, the World Eco-
nomic Forum’s Growth Competitiveness Index (see Sala-i-Martin et al., 2013), includes
among the key “pillars” of growth the quality of institutions and the stability of the macroeco-
nomic environment, as well as goods and labor market efficiency, and financial market devel-
opment. Transparency thus influences productive investment, and thereby economic growth,
at the level of economic policies affecting investment decisions, via the markets (including
their institutional and regulatory structure) in which investments are made and funded, and
down to the level of individual firms that ultimately make the investment decisions. These
three levels roughly coincide with the division of this book into three parts — policy, market
and institutional, and corporate transparency.

Availability of empirical research on specific effects in different areas (beyond

the ones already mentioned) varies substantially. Here, we can only give some suggestive
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hints. Moreover, as mentioned in the previous section, empirical tests are made difficult —
almost irrespective of area — by two pervasive problems: the measurement problem (the multi-
faceted nature of the transparency concept makes it difficult to convincingly pin down quanti-
tatively), and the endogeneity problem (transparency is strongly correlated with institutional
quality and economic performance in general, and these are likely to be co-dependent over
time, introducing identification difficulties also cross-sectionally).

Empirical studies of aggregate effects of policy-related transparency include,
e.g., Hameed (2005), who develops indicators of fiscal transparency based on the IMF (2007),
and finds them to be positively associated with credit ratings and greater fiscal discipline, and
negatively related to the level of corruption. Alt and Lassen (2006), in turn, find greater fiscal
transparency to be associated with lower public debt and lower deficits. Glennerster and Shin
(2008) use a narrow measure of economic policy transparency based on the accuracy and fre-
guency of macroeconomic data released to the public (i.e., transparency of policy outcomes).
They exploit an exogenous shift in the procedures for reporting macroeconomic data to the
IMF to identify causality, and find that adopting the IMF’s new and more transparent regime
for data release results in significantly lower government borrowing costs.

Gelos and Wei (2005) study the effects of both corporate transparency (meas-
ured as an index of perceptions of the quality of financial disclosure) and government trans-
parency (encompassing both the predictability of macroeconomic policies and the frequency
and timeliness of macroeconomic data releases) on the portfolio allocations of international
emerging-market mutual funds. Their results indicate higher portfolio holdings of institutional
investors in more transparent countries, as well as a higher propensity by these investors to
retract investment from less transparent countries in times of crisis. Branddo-Marques et al.
(2013) measure “country transparency” in several different ways, including corporate disclo-

sure, indices of the transparency of government policies, and more indirect indicators such as
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perceptions of corruption. They find that emerging-market countries that are less transparent
significantly and consistently react more strongly to global financial shocks than countries
that are more transparent, both in terms of changes in bond spreads and stock market returns.

Broader measures of transparency have been used to study its effects on, e.g.,
foreign direct investment (FDI) inflows (Drabek and Payne, 2001), FDI as well as portfolio
capital and bank lending inflows (Hooper and Kim, 2007), and economic growth (Williams,
2007). These studies generally support the expectation of a positive correlation of transparen-
cy with capital inflows and growth.

In summation, available empirical results appear by and large consistent with
the intuition that greater transparency is associated with a host of benefits: greater
transparency (policy as well as corporate) is associated with higher-quality and more efficient
institutions; greater corporate transparency is associated with lower capital costs, better-
developed financial markets and greater capital allocation efficiency; and countries with more
transparent policies and institutions have lower borrowing costs, receive more direct and
portfolio investment inflows, and are more resilient to international financial shocks. In the

next section, we address the question whether more transparency is always better.

5. Optimal transparency

The importance of efficiency gains as a rationale for and a hoped-for effect of transparency,
as well as constrained Pareto efficiency as the standard criterion for determining whether such
efficiency gains can be achieved, suggests a simple and intuitive way of thinking about how
much transparency is motivated: simply that (welfare) benefits of greater transparency to
sender and receiver of information have to outweigh the costs. Because reducing information

asymmetries is generally costly, more transparency is not necessarily always better.
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This section offers a few examples of research that addresses the question of
“optimal transparency” from this point of view. The examples send a nuancing message about
the blessings of increased transparency, and might be thought of as caveats to the general
message of the previous section that greater transparency is beneficial: it is, mostly, but not
unconditionally. To structure the discussion, we observe that costs may occur both on the
sender/supplier side (the production and dissemination of information is costly, and revealing
information may have indirect costs), and on the receiver/demand side (the processing of in-
formation is costly, and the more so the less precise the information is).

It is worth pointing out that several of the (empirical) contributions already dis-
cussed find that the benefits of transparency may be concave. For instance, in the area of cor-
porate transparency, Leuz and Verrecchia (2000) argue that if the disclosure environment is
already rich, further increases in disclosure may have little effect on firms’ cost of capital.
This argument is consistent with the findings in Greenstone et al. (2006) for corporate trans-
parency, and Glennerster and Shin (2008) for fiscal policy transparency, among others. Simi-
larly, Plummer and Tafti (in Forssbaeck and Oxelheim, forthcoming, Chapter 7) find that the
available evidence suggests that developing countries (where transparency in trade policy is
generally lower) have the most to gain by increasing transparency. In short, several studies
confirm the intuition that the benefit to increasing transparency is marginally decreasing. The
contributions discussed below take this one step further, and suggest that the net benefit of
transparency is not just a marginally decreasing positive function, but that the function may
turn negative beyond some point, suggesting a possible optimum.

We start with arguments focusing on the cost to the sender of making private in-
formation public. A starting point might be the simple example briefly mentioned in Section
2, where the net benefit of corporate transparency is the sum of the efficiency gain of reducing

information asymmetries vis-a-vis investors and the loss of revealing competitive advantages
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to rival firms. The idea is formalized by, e.g., Admati and Pfleiderer (2000), who take as their
point of departure the basic premise that lower information asymmetries between firms and
investors are associated with higher firm value, lower cost of capital, and generally more effi-
cient financial markets. But why, then, don’t firms voluntarily disclose all relevant infor-
mation, and why is disclosure regulation necessary? In their model, the answer is that disclo-
sure is costly. More precisely, there are both direct costs of information production and dis-
semination, which is likely to increase in the precision of the information, and indirect costs in
the loss of competitive advantage or bargaining power entailed in revealing strategically im-
portant information to competitors, customers, or suppliers.

Sadka (2004) provides a related example, where corporate transparency can in-
crease economic growth by allowing competing firms to share useful information about pro-
duction technologies, thus raising productivity in an entire industry. But too much transparen-
cy reduces incentives to undertake investments that improve production processes, because
the competitive advantage created by the investment will be revealed and the investing firm
unable to exploit it. The basic driver of the result is thus a free-rider problem similar to the
one motivating protection of patents and other intellectual property rights (see, e.g., Kanwar
and Evenson, 2003). Ruigrok et al. (in Forssbaeck and Oxelheim, forthcoming, Chapter 18)
investigate the same type of tradeoff in the context of governance transparency. Firms’ pref-
erences regarding transparency about the characteristics of their boards of directors and man-
agement is determined by a tug of war between the benefits of reducing information asymme-
tries (e.g., signaling ability and compliance with norms and regulation) and the risk of “human
capital attrition” (i.e., revealing competitive strengths or losing key talent).

These examples focus on corporate transparency, but it is worth pointing out

that the basic structure of the problem goes well beyond that of optimal disclosure for firms
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and the potential loss of competitive advantage.*? For instance, Gugler (in Forssbaeck and
Oxelheim, forthcoming, Chapter 6) addresses competition policy transparency, where too
much procedural transparency may harm the efficiency of antitrust law enforcement (potential
examples in other policy areas abound). The key point is that there may be a (social) value to
secrecy that outweighs the benefits of transparency.

Besides direct and indirect costs to the sender, (involuntary) transparency also
has incentive effects based on the value to the sender of private information. For instance, in
Hermalin and Weisbach (2012), improved information disclosure by firms leads to better
monitoring by owners, but may also incentivize managers to engage in costly activities in-
tended to (falsely) signal ability, and to demand higher compensation in return for the stricter
monitoring. The ultimate effect may be a reduction in firm value.

A related effect is discussed by Begg (in Forssbaeck and Oxelheim, forthcom-
ing, Chapter 4) in the context of fiscal policy transparency and fiscal rules. He argues that a
potential adverse effect of improved monitoring based on nominal measures of transparency
may be that policy-makers focus on what is subject to scrutiny rather than on what is
achieved, resulting in suboptimal policy outcomes. The effect has very broad potential appli-
cation to monitoring and evaluation in general. The fundamental point is that increased ex
ante transparency (leading to improved observability of “effort”) when the principal does not
know what the appropriate behavior is to attain the best possible outcome may be harmful by

encouraging the agent to “play it safe” and act according to the public belief of what is best,

12 Consider the insurance market, for instance, extensively studied in the adverse selection literature (e.g., Roth-
schild and Stiglitz, 1976; Wilson, 1977). Insurance companies would like to know as much as possible about the
insured, possibly including individuals’ genetic predisposition for certain diseases, but to many people, the integ-
rity costs of divulging this type of information (assuming it is available) would be simply unacceptable, regard-
less of how much more efficient it could make the insurance market.
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even though he knows it is wrong, for fear of punishment (see Prat, 2005; for an alternative
view, see Fox and Van Weelden, 2012).

Yet further go models where the sender’s incentives depend directly on the in-
formation transmitted, such as principal-agent models of the owner-manager relationship
where the manager’s compensation depends on the stock price, and the stock price depends
both on the manager’s effort and on the firm’s disclosure, which is controlled by the manager.
In the traditional principal-agent setup, where stock price (and therefore compensation) de-
pends only on the manager’s effort, incentive pay based on stock price performance should
align the manager’s incentives with the owner’s, but if the information contained in the firm’s
disclosure also influences compensation, the manager may have incentives to misrepresent or
distort the information.

Goldman and Slezak (2006) study this setup, and find that incentive pay based
on stock price performance in this case may lead to resource diversion and decreased firm
value. They also find that an exogenous requirement to improve disclosure can actually in-
crease the amount of information manipulation by decreasing “internal” monitoring by the
principal, suggesting that regulation to increase disclosure may not unambiguously increase
de facto transparency. Their findings are related to “signal-jamming” models, where an agent
takes a costly action intended to mislead, and although the action does not actually mislead
anyone, it leads to an inferior outcome.

Rather than the costs of information provision or the incentive effects for the
sender, other stories about the mixed blessings of transparency focus on the quality of the
information and/or the (limited) ability of the receiver to process the information. The sim-
plest argument in this vein is just that information processing is costly — “too much” transpar-
ency may simply overwhelm receivers by information overload. This basic argument takes

many forms and nomina — “excess baggage”, “clutter” (see e.g., Forssbaeck and Oxelheim,
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forthcoming, Chapter 22), the “veil of transparency” (hiding inappropriate action behind a
wealth of information), etc. — and recalls the distinction we made in Section 2 between the
quantity and the quality of information, as well as our insistence that transparency has a re-
ceiver as well as a sender side. Drowning the receiver in information — much of which is irrel-
evant — cannot be considered “transparent” by these standards. But what if the information
transferred by its very nature is “noisy”?

One of the areas where the mixed effects of transparency have been most in-
tensely debated is that of coordination games where private information is asymmetrically
distributed among multiple agents and public information is imprecise. The most influential
contribution is that of Morris and Shin (2002), which has given rise to a line of subsequent
papers that study the dual role of public information. The first of these roles is that as purvey-
or of knowledge about “fundamentals” which is of value for decisions simply by reducing
uncertainty and increasing the efficiency of the decision. The second role of public infor-
mation is that of a coordination device. When decisions are not taken in isolation, based on
the best available information pure and simple, but are complementary to the decisions of
others, then it may start paying off to try to anticipate, or imitate, the reactions of these other
agents to public information announcements — that is, people start to pay attention not only to
what they know, but what they think others might know.

Morris and Shin (2002) mostly use as example of this guessing game the central
bank giving out public signals about its intentions regarding policy, to which financial mar-
kets attach “too much” weight. Another example might be the release of public firms’ finan-
cial statements: analysts must not only analyze fundamentals in the reports, but also attempt to
second-guess the average reaction of other analysts to the release in order to cover their bets.

Again, public information plays a double role: both that of provider of

knowledge about fundamentals, and that of something to rally around, something which —
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though imprecise — may still have meaningful economic consequences and be optimal to take
into consideration from the point of view of the individual decision maker. Boot et al. (2006)
provide yet another example in the shape of financial market reactions to credit rating an-
nouncements. These convey imperfect information, but serve as “focal points” for market
participants.

Increasing transparency by release of imprecise information can be beneficial by
coordinating market participants’ expectations, but “it also has the potential to do ill if expec-
tations are coordinated away from fundamentals” (Morris and Shin, 2002, p. 1523). The ar-
gument resembles the one underpinning theories of, e.g., asset price bubbles by way of “herd-
ing” behavior, or “information cascades” (e.g., Banerjee, 1992, and Bikhchandani et al.,
1992). Each decision maker acts rationally toward the possibility that someone else may have
better private information, giving the result that everybody under-weights the information on
fundamentals available to him- or herself. The overall outcome is inefficient, because the total
body of available information is under-used. These results, however, are generally relatively
sensitive to the exact assumptions made. As an example, consider how Angeletos and Pavan
(2004) or Hellwig (2005) reach almost the opposite results of Morris and Shin (2002), essen-
tially just by making a few alterations in the assumption of how complementarity between
agents’ actions works.

Other examples of situations where imprecision in the information transferred or
market distortions can cause transparency to reduce efficiency are given by Geraats (2002),
and Albornoz et al. (2014). In the former, the holder of the private information is a public
body (again, the primary application is monetary policy, but in principle, the result can be
generalized), which takes policy action according to (or reveals a signal about) a variable of
interest, X, whereas the private sector forms expectations about this variable. If the central

bank is uncertain about x, then being transparent about this uncertainty can be welfare-
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reducing by increasing the volatility of the private sector’s expectations about X. In other
words, the uncertainty of the authorities feed into the uncertainty of the public, making trans-
parency cause a reduction in efficiency.

To sum up, because reducing information asymmetries is generally costly,
greater transparency is not always better. Costs may appear both on the sender and on the re-
ceive side. To the sender of information, costs may be direct or indirect. When it comes to the
receiver side, the precision of the information transferred proves to be of central importance —
both because information processing costs are negatively related to the precision of the infor-
mation, and because of the increased possibilities that imprecise public information may cause

coordination failures.

6. Conclusions on the multi-faceted concept of transparency

In recent decades transparency has emerged as a proposed remedy of many economic prob-
lems — be it to avoid corporate scandals, to increase the competitiveness in sluggishly-
performing economies, or to prevent financial crises. There is a common belief that greater
transparency is good. In this chapter we have made an effort to sort out what transparency is
actually about by pin-pointing common denominators of different definitions, and also to
challenge this general positive belief by acknowledging the notion of optimal transparency,
I.e. recognizing the concave feature of the value of transparency.

We began with the observation that the meaning of the concept of transparency
varies between users and between contexts. Nonetheless, there are a few common denomina-
tors of that need to be considered in all discussions about transparency. The first is the exist-
ence of an information asymmetry. In addition, there needs to be a mechanism to transfer
information from the informationally advantaged to the informationally disadvantaged —i.e.,

from “sender” to “receiver”. We addressed the character of the information content and sug-
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gested that information about quality and intent are the most important generic types for ex
ante transparency, and that information about outcome constitutes ex post transparency.

Transparency is often confused with mere disclosure of information. In our
view, there is an important distinction in that transparency has a demand-side dimension as
well. This means that the information transferred should be not only observable but also rele-
vant to the receiver, trustworthy, and sufficiently precise, which boils down to the criterion
that the receiver attaches a value to the information transferred.

We then argued that transparency has to be linked to an objective function, i.e.
some sense of what transparency is good for. Two main types of objectives were suggested.
The first (and, for economic research, the main) one is functional, or instrumental — transpar-
ency as a means to an end. Efficiency is the key word. Efficiency gains are attained both
through ex ante transparency, focusing on predictability, and ex post transparency, focusing
on enforcement and disciplining. The second main type of objective is more “ideological” or
value-driven and concerns ideals like democratic accountability or legitimacy, but also adher-
ence to social contracts and norms within a society. We are here much closer to transparency
as an end in itself — transparency as a “right to know”.

The observation that actual levels of transparency vary greatly across policy are-
as, countries, markets, and companies made us ask for the determinants of transparency. We
argued that the incentives facing the actors, relative costs and benefits of making information
available, and (exogenous) regulations mandating a certain level of transparency to be key
determinants. But also social norms and perceptions of what is “fair” and “right” appear to be
interacting with the actual levels of transparency observed, possibly suggesting complementa-
rity and co-dependence between transparency and things like trust and general institutional
and governance quality. Such complementarities present empirical studies aimed at disentan-

gling what causes what with considerable identification problems.
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Of the different objective functions discussed for transparency we pursued the
“efficiency rationale” into a discussion about the potential effects of increased transparency.
Interpreting increased transparency as reductions in information asymmetries implies that its
effects are the reverse of the question of what problems information asymmetries give rise to.
These are of two main types: selection and agency problems, associated with imperfect ex
ante transparency, and accountability or enforcement problems, associated with imperfect ex
post transparency. These two types of problems are pervasive in all areas of economic re-
search and their consequences very diverse — market incompleteness, imperfect competition,
transaction and uncertainty costs, coordination failures, etc.

We suggested a variety of channels through which increased transparency, by
increasing predictability (ex ante) and contract enforceability (ex post) may impact aggregate
outcomes such as economic growth. A key channel is the interaction of corporate and institu-
tional transparency in facilitating investment in innovation and knowledge. Again, comple-
mentarities between different types of transparency are central, and the policy implication is
that regulators and governments have a reason to be concerned not only with their own trans-
parency but with corporate transparency as well.

This also means, however, that empirical evidence on the effects of transparency
is marred by endogeneity problems (due to the co-dependence of transparency and institution-
al quality and economic performance), as well as measurement problems (the transparency
concept is difficult to measure quantitatively). Available studies of transparency in specific
areas do, however, appear to support the general view that greater transparency is associated
with a number of benefits such as — at the policy level — more efficient institutions and — at the
corporate level — lower cost of capital and greater capital allocation efficiency. Studies also

indicate that countries with more transparent policies and institutions have lower borrowing
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costs, make better public spending decisions, receive more direct and portfolio investment
inflows, and are more resilient to international financial shocks.

The final question we addressed is whether more transparency is always better.
The question is relevant since reducing information asymmetries is generally costly. Much of
the existing research suggests that the net benefits of transparency describe a concave func-
tion. Other studies show that the marginal benefit of increased transparency may even turn
negative beyond some point, suggesting a possible optimum. Costs of increased transparency
occur on the sender side both as direct costs of information production and dissemination, and
as indirect costs in the form of, for instance, loss of competitive advantage or bargaining pow-
er from revealing additional information. Moreover, in, e.g., competition policy or insurance
markets there may be social value to secrecy that outweighs the benefit of transparency. In
addition to direct and indirect costs to the sender there may be incentive effects based on the
value of the information to the sender. Some of these, we argue, may have the ultimate effect
of reducing firm value. In some cases — like in the case of CEO compensations — the sender’s
incentives may depend directly on the information transmitted.

On the receiver side, there are costs of information processing that may weigh
on the benefits of increased transparency, but the notion of optimal transparency is also sup-
ported by the dual role of (imprecise) public information. The first role is to disseminate
knowledge about “fundamentals” in order to reduce uncertainty whereas the second role is
that of a coordination device. These two roles together make people pay attention not only to
what they know but also what they think others might know, giving rise to possible coordina-
tion failures in the form, e.g., of herding behavior. From a policy-implication point of view,
this implies that there might be a cost of guiding the receiver too far by making noisy infor-

mation public.
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All in all, our paper supports the existence of different definitions of transparen-
cy across policy areas, institutional settings, industries, and possibly also across individual
firms. The bottom line of the paper is that the meaning of “optimal transparency” will also

differ across these categories.
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