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ABSTRACT

We investigate corporate transparency, defined as the availability of firm-
specific information to those outside publicly traded firms. We conceptualize
corporate transparency within a country as output from a multifaceted system
whose components collectively produce, gather, validate, and disseminate in-
formation. We factor analyze a range of measures capturing countries’ firm-
specific information environments, isolating two distinct factors. The first fac-
tor, interpreted as financial transparency, captures the intensity and timeliness
of financial disclosures, and their interpretation and dissemination by analysts
and the media. The second factor, interpreted as governance transparency,
captures the intensity of governance disclosures used by outside investors to
hold officers and directors accountable. We investigate whether these factors
vary with countries’ legal/judicial regimes and political economies. Our main
multivariate result is that the governance transparency factor is primarily re-
lated to a country’s legal/judicial regime, whereas the financial transparency
factor is primarily related to political economy.

∗University of North Carolina at Chapel Hill; †University of Chicago. We appreciate the in-
sightful suggestions of the referee and the editors. We thank workshop participants at Baruch
College, Harvard Business School, HKUST, University of Iowa, Massachusetts Institute of
Technology, University of Rochester, University of Wisconsin, and conference participants at
Berkeley’s 2003 BART conference, the 2001 Duke/UNC Fall Camp, the 2001 University of
Minnesota Accounting Theory conference, and the 2003 Journal of Accounting Research confer-
ence for helpful comments. We appreciate the valuable research assistance of Xia Chen, Sarah
Eriksen, and Sarah Lindholm, and the financial support of the Kenan-Flagler Business School,
University of North Carolina at Chapel Hill, the Institute of Professional Accounting of the
GSB, University of Chicago, the William Ladany Faculty Research Fund, and Harvard Business
School.

207

Copyright C©, University of Chicago on behalf of the Institute of Professional Accounting, 2004



208 R. M. BUSHMAN, J. D. PIOTROSKI, AND A. J. SMITH

1. Introduction

The availability of information is alleged to be a key determinant of the
efficiency of resource-allocation decisions and growth in an economy. A
growing literature in economics and finance investigates the effects of do-
mestic financial development on economic growth and efficiency.1 At the
heart of the underlying theories is the role of the financial sector in reduc-
ing information costs and transactions costs in an economy. In spite of the
central role played by information costs in these theories, little research
considers how and why information systems, per se, vary around the world.

In this paper we develop a framework for conceptualizing and mea-
suring information systems that contribute to corporate transparency, de-
fined as the availability of firm-specific information to those outside pub-
licly traded firms (section 2).2 We conceptualize corporate transparency
within a country as the joint output of a multifaceted system whose com-
ponents collectively produce, gather, validate, and disseminate informa-
tion to market participants outside the firm.3 The framework categorizes
country-level measures of information mechanisms under three headings:
(1) the corporate reporting regime, including measures of intensity, mea-
surement principles, timeliness, and audit quality of financial disclosures,
and the intensity of governance disclosures (i.e., identity, remuneration,
and shareholdings of officers and directors, and identity and holdings of
other major shareholders); (2) the intensity of private information acquisi-
tion, including measures of analyst following, and the prevalence of pooled
investment schemes and insider trading activities; and (3) information dis-
semination, including a measure of the extent of media penetration in an
economy.4

1 Levine [1997] synthesizes many of the underlying theories into a framework whereby
a well-developed financial sector is expected to facilitate resource allocation by serving five
functions: mobilize savings, facilitate risk management, identify good versus bad investment
opportunities, monitor and discipline managers, and facilitate the exchange of goods and
services.

2 We do not address the proposition that more corporate transparency is necessarily better
than less. Corporations in some countries may be transparent to key constituencies (family
owners, banks, the government) yet lack corporate transparency as we define it. Our objective
is to investigate the underlying nature of corporate transparency and document how it varies
with important elements of the legal and political environment. Welfare statements are beyond
the scope of this paper.

3 Our conceptual framework also can be used to develop transparency measures at the
firm level. For example, within the United States there are interfirm differences in the quality
of corporate reporting (e.g., disclosure intensity and timeliness, accounting methods, audit
quality), in private information acquisition (e.g., analyst following, institutional holdings, and
insider trading activity), and information dissemination (e.g., media coverage or Internet-based
dissemination).

4 We refer to our measures of information systems as transparency measures. However, we
acknowledge that corporate transparency is a function of both the information systems and the
complexity of the underlying firms. Consideration of cross-country variation in the complexity
of firms is beyond the scope of this paper.
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In section 3 we examine variation in our transparency measures around
the world and perform factor analysis to explore the structure underly-
ing our measures. Our factor analysis isolates two factors from the array of
country-level measures of the firm-specific information environment. The
first factor, interpreted as financial transparency, captures the intensity and
timeliness of financial disclosures, and their interpretation and dissemina-
tion by analysts and the media. The second factor, interpreted as governance
transparency, captures the intensity of governance disclosures and, to a lesser
extent, the intensity and timeliness of financial disclosures used by outside
investors to hold officers and directors accountable.

In section 4 we investigate whether our financial and governance trans-
parency factors vary with countries’ legal/judicial regimes and political
economies before and after controlling for per capita wealth.5 This ex-
ploratory analysis is motivated by the proposition in Ball [2001] and others
that countries’ accounting and disclosure infrastructures evolve as a comple-
mentary component of their economic, legal, and political infrastructures.6

Our main multivariate result is that the governance transparency factor is
primarily related to the legal/judicial regime, whereas the financial trans-
parency factor is primarily related to the political regime. Specifically, our
cross-country regressions document that governance transparency is higher
in countries with a legal/judicial regime characterized by a common law
legal origin and high judicial efficiency. In contrast, financial transparency
is higher in countries where the political economy is characterized by low
state ownership of enterprise, low state ownership of banks, and low risk of
state expropriation of firms’ wealth. These results are robust to inclusion of
a variety of additional institutional variables.

Our paper is related to two evolving literatures in economics and finance.
The first examines the impact of legal factors on the financial develop-
ment of countries. Important contributions include La Porta et al. [1997,
1998], Demirguc-Kunt and Maksimovic [1998], and Beck, Demirguc-Kunt,
and Levine [2002, 2003]. A complementary literature explores the role of
political structure on financial development and considers the importance
of the legal view relative to the political view. Recent papers in this vein
include Beck, Demirguc-Kunt, and Levine [2001] and Rajan and Zingales
[2003]. We extend this literature by recognizing the multifaceted nature of
corporate transparency and documenting that one facet, governance trans-
parency, is related more closely to legal structure whereas another, financial
transparency, is related more closely to political economy.

Our paper also relates to prior research into cross-country determinants
of financial reporting and analyst activities. Prior research includes papers

5 We use the term political economy to represent a range of institutional arrangements that
capture important relations between the government and the economy.

6 See Bushman and Smith [2001, 2003] for extensive discussion of potential relations
between firm-specific information environments and other institutional features of an
economy.
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on cross-country variation in the value relevance of earnings (e.g., Alford
et al. [1993], Ali and Hwang [2000], Francis, Khurana, and Pereria [2003],
Geunther and Young [2000], Land and Lang [2002]), earnings manage-
ment (Leuz, Nanda, and Wysocki [2003], Bhattacharya, Daouk, and Welker
[2003]), earnings timeliness (Ball, Kothari, and Robin [2000], Ball, Robin
and Wu [2002]), disclosure regulation and enforcement (Frost [1999]), dis-
closure intensity ( Jaggi and Low [2000]), audit quality (Francis, Khurana,
and Pereira [2003]), and analysts’ behavior (Chang, Khanna, and Palepu
[2000], Bushman, Piotroski, and Smith [2003], Hope [2003]).

We extend and complement this literature in several ways. First, although
most prior research isolates individual aspects of financial reporting or an-
alyst behavior, we view corporate transparency as the output from a system
of interrelated information mechanisms. This allows us to document cross-
country covariation among properties of firm-specific information systems
and to develop comprehensive country-level measures of corporate trans-
parency using factor analysis. We also attempt to explore differential re-
lations of the legal/judicial regime and political economy with corporate
transparency, and to extend the set of explanatory variables to include patent
rights, concentration of political power, extent of state ownership of enter-
prise, costs of entry imposed on start-up firms, extent of state ownership of
banks, and risk of expropriation by the state.

Section 5 completes the paper with a discussion of our intended contri-
bution, limitations, and opportunities for future research.

2. Corporate Transparency: A Conceptual
and Measurement Framework

Figure 1 illustrates our framework for characterizing corporate trans-
parency, defined here as the widespread availability of firm-specific infor-
mation concerning publicly listed firms in the economy to those outside
the firm.7 In the framework, we classify information mechanisms into three
categories: corporate reporting, private information acquisition, and infor-
mation dissemination.

Corporate reporting involves periodic disclosure of firm-specific infor-
mation on a voluntary or mandatory basis. We consider five aspects of
corporate reporting: (1) financial disclosure intensity, (2) governance dis-
closure intensity, (3) accounting principles used to measure financial dis-
closures, (4) timeliness of financial disclosures, and (5) audit quality of
financial disclosures. The source of these variables is the Center for Financial
Analysis and Research’s (CIFAR) International Accounting and Auditing
Trends (CIFAR [1995]). CIFAR examined the annual reports of about 1,000

7 Variable definitions and data sources are presented in appendix A. Values of transparency
measures for our sample of 46 countries are reported in appendix B.
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FIG. 1.—Corporate Transparency: A Conceptual and Measurement Scheme.

industrial companies across several countries. Company selection was based
on sales and assets within the country. The companies selected represent a
cross-section of various industry groups. According to CIFAR, most of the
leading industrial companies from each country are included. Data for all of
the variables were extracted directly from annual reports.8 The data we use
represent CIFAR’s aggregation at the country level of disclosure practices
observed in the annual reports of domestic firms sampled within a country.9

One concern with these data is the impact of cross-listed firms. CIFAR
simply documents what companies actually disclose in their annual reports.
Thus, it is possible that some of the sample firms for a given country are
cross-listed. For example, firms in countries with weak investor protections
and disclosure standards may choose to cross-list in countries with strong
investor protections and disclosure requirements to increase protection of
their minority shareholders (e.g., Reese and Weisbach [2002]). If this were
the case, and a large proportion of firms sampled by CIFAR within a country
are cross-listed, we would expect to find a negative relation between proxies
for investor protection and transparency. However, as documented later, we
document a positive relation between governance transparency and proxies
for investor protection. Regardless, we acknowledge this potential limitation

8 Hope [2003] performs several procedures to validate the general accuracy of data reported
in CIFAR [1995].

9 According to CIFAR [1995], the computation of the CIFAR index in a given country is
designed to be unaffected by the lack of disclosure of items that are not applicable.
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to our data and urge caution when interpreting the results. We turn now to
the measures themselves.

We use three measures of disclosure intensity. The first is CIFAR, rep-
resenting the average number of 90 accounting and nonaccounting items
disclosed by a sample of large companies in their annual reports. Of our
three disclosure measures, CIFAR is based on the broadest set of disclosures,
including general information; items from the income statement, balance
sheet, and funds flow statement; accounting standards; stock data; gover-
nance data; and special items.

We construct the second disclosure intensity variable, DISCL, on the ba-
sis of the prevalence of disclosures concerning research and development
(R&D) expenses, capital expenditures, product and geographic segment
data, subsidiary information, and accounting methods. We select these dis-
closures because they are expected to be highly proprietary in nature and
highly useful to outside investors for valuing firms’ securities as well as
monitoring managerial decisions.10 In addition, there is considerable cross-
country variation in the disclosure intensity of these items. We include the
disclosure of accounting methods because knowledge of accounting meth-
ods facilitates the interpretation of accounting disclosures.

We construct DISCL from detailed data included in CIFAR. For each dis-
closure underlying DISCL, CIFAR rates each country based on a sample of
financial statements from that country using a scale that varies from high
or low, to finer ratings that can include up to eight gradations of compre-
hensiveness. For example, on the question of product/geographic segment
disclosure the scale includes four categories: (1) disclosed by most firms, (2)
disclosed by some firms, (3) disclosed by few firms, and (4) not disclosed by
firms. Because the scale differs across individual disclosure categories, we
convert the ratings on each disclosure into percentiles within the sample of
countries and measure DISCL as the average percentile across all disclosure
categories.

The third disclosure intensity variable, GOVERN, measures the prevalence
of specific disclosures related to the governance of the firm. The disclosures
underlying this measure relate to identity of managers, identity of board
members and their affiliations, remuneration of officers and directors, share
ownership by directors and employees, identity of major shareholders, and
the range of shareholdings. Here again, CIFAR rates each country within
the total sample of countries on the comprehensiveness of the disclosures
for each category. GOVERN is the average percentile rank within the sample
of countries across all categories.

The variable MEASURE attempts to capture cross-country differences
in the accounting principles used. Using CIFAR data, MEASURE captures
the extent to which (1) financial statements reflect subsidiaries on a con-
solidated basis and (2) general reserves are used. Because consolidated

10 For example, see Collins [1976] for the use of industry segment data for valuation and
Berger and Hann [2003] for the use of segment data for monitoring.
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financial statements generally are viewed as more informative, and the
use of general reserves is viewed as a way to obscure a firm’s periodic
performance, we assign higher values of MEASURE to firms that consol-
idate financial statements and do not use general reserves. Hence, we
expect higher values of MEASURE to be associated with more informa-
tive financial statements (i.e., higher transparency). MEASURE is the av-
erage percentile rank within the sample of countries across these two
categories.

Our measure of the timeliness of financial reporting, TIME, increases
with the frequency and comprehensiveness of interim reports. Higher val-
ues of TIME are interpreted as higher timeliness of financial accounting
information reported by firms. TIME is the average percentile rank within
the sample of countries across the indicated categories as indicated by
CIFAR.

Finally, AUDIT is a measure of the credibility of financial accounting
disclosures, defined on the basis of the share of the total value audited in
a country represented by the Big 5 accounting firms. Using CIFAR, AUDIT
equals 1, 2, 3, or 4 if the percentage share of Big 5 auditors is between
(0, 25%), (25%, 50%), (50%, 75%), and (75%, 100%), respectively. Big 5
auditors are used in prior research as an indication of relatively high audit
quality. Hence, we interpret high values of AUDIT as an indication of high-
quality audits and enhanced credibility of financial accounting disclosures.

The second category of corporate transparency is private information
acquisition. Relations between public information disclosure and the pri-
vate information processing and gathering activities of investors have long
been recognized as important determinants of information allocations in
an economy (e.g., Verrecchia [1982]). We consider three private informa-
tion systems. The first is financial analysts who specialize in processing and
interpreting financial information reported by firms and in collecting ad-
ditional information through discussion with firms’ managers, suppliers,
customers, and so on. We measure the amount of private information ac-
quisition by financial analysts with the average number of analysts follow-
ing large firms (NANALYST) as reported in Chang, Khanna, and Palepu
[2000].

We also consider the private information collection, processing, and trad-
ing activities of insiders and institutional investors. Although the detailed
information acquired and processed by institutional investors and corporate
insiders is not reported publicly, their private information informs securi-
ties prices through trading decisions. We measure the importance of insti-
tutional investors by POOL INV, defined as the average ratio of the value
of pooled investment schemes to gross domestic product (GDP) between
1993 and 1995 using data from Beck, Demirguc-Kunt, and Levine [1999].
We measure the extent of insider trading activities by IT ENF, a dummy vari-
able equal to 1 if the country enforced insider trading laws before 1995, and
0 otherwise, as reported in Bhattacharya and Daouk [2001]. We interpret
higher values of POOL INV and lower values of IT ENF as indicative of more
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private information acquisition by institutional investors and corporate in-
siders, respectively.

The third component of corporate transparency is information dissemi-
nation. The inclusion of information dissemination is motivated by our per-
spective that lack of a well-developed communication infrastructure may
impede the flow of information reported by firms, limiting the availability
of the information to economic agents (see Bushman and Smith [2001]).
We measure firm-specific information dissemination by the penetration of
the media channels in the economy, as measured by MEDIA, which is the
average rank of countries’ per capita number of newspapers and televisions
during 1993 to 1995 as reported by World Development Indicators.

3. Descriptive Statistics for Transparency Measures
and Factor Analysis

3.1 DESCRIPTIVE STATISTICS

Table 1, panel A presents descriptive statistics for our transparency mea-
sures, and panel B presents Pearson and Spearman correlations and their
two-tailed probability levels. The number of observations varies widely across
transparency measures. The number of observations generally is most lim-
ited for measures of corporate reporting where sample size varies from 41
to 46 countries. Panel A reveals substantial cross-country variation in our
measures of transparency.

The correlation matrix presented in table 1, panel B indicates many in-
teresting relations between measures within each of the three categories in
our framework.11 Five of our six measures of corporate reporting—CIFAR,
DISCL, TIME, AUDIT, and GOVERN—are significantly and positively corre-
lated with each other. Turning to private information acquisition, analyst
following as measured by NANALYST is significantly and positively corre-
lated with POOL INV (r ≈ .39, p ≈ .06), consistent with the positive inter-
firm relation documented in the United States between analyst following
and shareholdings by institutional investors. Analyst following also is signif-
icantly positively correlated with IT ENF (r ≈ .48, p < .01).

The correlation matrix also reveals interesting relations between infor-
mation systems from different categories. Analyst following is positively cor-
related with indicators of high-quality financial reporting, including the
intensity of financial disclosures as measured by CIFAR and DISCL (r s ≈ .23
and .57, ps ≈ .09 and < .001, respectively), the timeliness of financial disclo-
sures as measured by TIME (r ≈ .53, p ≈ .01), and the audit quality of finan-
cial disclosures as measured by AUDIT (r ≈ .31, p < .05). Analyst following

11 Correlation coefficients given throughout this discussion refer to the Pearson correlation
coefficients reported above the diagonal of the correlation matrix, and probability levels are
two-tailed. Spearman correlation coefficients reported below the diagonal are qualitatively
similar to the Pearson correlation coefficients.
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also is positively correlated with information dissemination by media re-
porters as measured by MEDIA (r ≈ .53, p = .001). Finally, information dis-
semination as measured by MEDIA is positively correlated with some aspects
of the quality of financial reporting, including financial disclosure intensity
as measured by CIFAR and DISCL (r s ≈ .41 and.46, ps ≈ .01 and .001, respec-
tively), the timeliness of financial disclosures as measured by TIME (r ≈ .40,
p ≈ .007), and audit quality of financial disclosures as measured by AUDIT
(r ≈ .54, p < .001). In contrast to the significant and positive pairwise corre-
lations between the quality of financial reporting and both analyst following
and per capita media penetration, governance disclosures as measured by
GOVERN are not significantly correlated with either analyst following or per
capita media penetration.

Together, these univariate relations highlight the varying degrees to which
dimensions of corporate transparency move together. We explore these re-
lations further with factor analysis.

3.2 FACTOR ANALYSIS

We employ factor analysis using maximum likelihood estimation proce-
dures. To implement this analysis, we retain 6 of the 10 individual measures
of countries’ firm-specific information environments. First, we retain our
4 self-constructed variables reflecting elements of each country’s corporate
reporting environment: the intensity of financial disclosures (DISCL), the
measure of financial disclosures (MEASURE), the timeliness of financial dis-
closures (TIME), and the intensity of governance disclosures (GOVERN ).
Second, we retain analyst coverage (NANALYST) to reflect cross-country dif-
ferences in private information acquisition activities. Finally, we retain media
development (MEDIA) to proxy for the intensity of information dissemina-
tion in a country. Measures were not excluded because they loaded on an
outlaw factor or in any way changed the main results of the paper. The re-
duction in variables was determined ex ante based on the pragmatic econo-
metric considerations discussed next. Section 6 reports sensitivity checks of
the factor analysis.

The reduction from 10 measures to the 6 we retain for the factor analysis
is designed to maximize sample size and degrees of freedom. In this regard,
we eliminate AUDIT and POOL INV . Including audit quality and pooled
investment schemes would reduce the sample by 4 and 20 observations,
respectively, leading to their elimination. We also eliminate insider trading
enforcement because it is a dummy variable correlated with analyst coverage
(Pearson correlation = 0.482). We retained the continuous analyst coverage
variable as our proxy for private information acquisition activities because
it possesses greater variation across our countries.

Finally, we exclude CIFAR. CIFAR is a composite measure aggregating
a wide range of data. Instead of using this aggregate metric, we include
our corporate reporting variables (DISCL, GOVERN, MEASURE, and TIME),
which constitute distinct (and interpretable) subsets of CIFAR focused on
specific aspects of financial or governance disclosures.
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T A B L E 2
Factor Analysis of Transparency Measures

Factor Pattern Factor Pattern: Varimax Rotation

Factor 1 Factor 2 Factor 1 (Financial) Factor 2 (Governance)

DISCL 0.823 −0.026 0.611 0.553
GOVERN 0.612 −0.600 0.079 0.854
MEASURE 0.118 −0.072 0.043 0.131
TIME 0.611 0.197 0.593 0.245
NANALYST 0.709 0.399 0.799 0.154
MEDIA 0.563 0.394 0.684 0.064

Eigenvalue 6.2593 2.1949 – –

This table presents factor patterns generated by a maximum likelihood factor analysis of the six variables
representing our three primary dimensions of corporate transparency: corporate reporting environment
(DISCL, GOVERN, MEASURE and TIME), private information acquisition (NANALYST), and dissemination
of information (MEDIA). The first set of columns presents the raw factor patterns; the second set of columns
presents factor patterns after a varimax rotation of the factors. All variables are defined in appendix A
(N = 45).

Table 2 presents the results of our factor analysis. The goal of factor analy-
sis is to identify commonalties, or factors, underlying our measures of corpo-
rate reporting, analyst coverage, and media penetration. These factors are
unobservable but manifest themselves through these observable outcomes.
Using a criterion of retaining factors with eigenvalues greater than 1, the
analysis reveals two factors. The coefficients associated with these raw fac-
tor patterns are presented in the first two columns of the table. To clarify
our interpretation of these factors, we rotate the factors using varimax rota-
tion techniques. Factor patterns after rotation are presented in the last two
columns of table 2.

Focusing first on factor 1 (after rotation), note that it depends heavily
on DISCL, TIME, NANALYST, and MEDIA, whereas GOVERN and MEASURE
appear relatively unimportant. Hence, this factor captures substantial com-
monalities among the intensity and timeliness of financial disclosures by
firms, analyst following, and media penetration. This clustering is intuitive,
as analysts and media reporters often rely heavily on public financial infor-
mation to produce their products (e.g., financial modeling, stock recom-
mendations, news stories). Historically, analysts’ reports have focused on
firms’ financial investments and outcomes, as opposed to governance data
(such as executive pay packages, director remuneration, board composition,
and equity ownership structure). We label factor 1 financial transparency and
interpret it as a relative measure of the availability of financial information
to those outside the firm due to the disclosure, interpretation, and dis-
semination of financial information by firms, financial analysts, and media
reporters.

In contrast, the second factor depends most heavily on governance dis-
closures (GOVERN ), which aggregate the identity and shareholdings of of-
ficers, directors, and other major shareholders, and the remuneration of
officers and directors. To a lesser, but nevertheless substantial, extent the
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second factor also depends on the intensity of financial disclosures as mea-
sured by DISCL (i.e., line of business and geographic segments, R&D, capital
expenditures, accounting policies, and subsidiaries) and the timeliness of
financial disclosures. Hence, factor 2 reflects information on who is gov-
erning the firm, how their incentives are structured, and how and where
the managers have invested the firms’ financial resources. We label factor 2
governance transparency and interpret it as a relative measure of the avail-
ability of information for outside investors to hold officers and directors
accountable.

4. Relation Between Corporate Transparency and Legal/Judicial
Regimes and Political Economy

4.1 PREDICTIONS AND MEASURES

Existing theories are incomplete with respect to how the components of
our transparency factors will vary with political and legal/judicial regimes.
As a result, definitive directional predictions are difficult. In the following
discussion, we illustrate a variety of potential connections between corpo-
rate transparency and political and legal/judicial systems, and refrain from
making directional predictions in some cases. Detailed descriptions of all
variables and their sources are included in appendix A.

4.1.1. Legal/Judicial Regime. Theorists have long recognized the crucial
role of high-quality, verifiable information in optimal contract design. Mod-
els of principal-agent relationships generally assume the pre-existence of a
court system that can freely enforce contracts written on verifiable informa-
tion variables (e.g., Holmstrom [1979]). Financial accounting and auditing
systems, by emphasizing verifiable outcomes, supply a rich set of contractible
variables that can support a wide range of contractual arrangements. To the
extent that contracting parties do not have access to private information,
the enforceability of contracts implies a higher demand for corporate trans-
parency by outside contracting parties.

One important class of contracts is with suppliers of external capital. Prior
evidence suggests that legal protection of outside investors’ rights and en-
forcement of those rights vary around the world (see LaPorta et al. [1998]).
We expect outside investors’ demand for financial and governance trans-
parency to increase with the protection of their rights. In addition, the
propensity of policy makers to mandate and enforce transparent corpo-
rate reporting is expected to be high in regimes where investors’ rights are
protected.

In the absence of a viable judicial system for enforcing contracts, alterna-
tive relationship-based arrangements and private enforcement mechanisms
arise, which may be less reliant on public information (e.g., Dixit [2003],
Anderson and Bandiera [2001]). As documented in Johnson, McMillan, and
Woodruff [2002] and McMillan and Woodruff [1999], the lack of effective
courts has a fundamental impact on the nature of contracts and business
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relationships. For example, they document that where legal institutions are
weak, bilateral relationships can substitute for courts, and firms become less
likely to seek out new trading partners.12

We explore the relation between corporate transparency and three aspects
of the legal/judicial regime: legal origin, efficiency of the judicial system,
and the extent of patent protection. Beginning with legal origin, prior evi-
dence documents that common law countries generally have the strongest
legal protection of outside investors, whereas French civil law countries have
the weakest, with German and Scandinavian civil law countries in between
(see LaPorta et al. [1998]). Hence, the preceding arguments suggest that
corporate transparency will be highest in common law countries, lowest in
French civil law countries, and in between in German and Scandinavian
civil law countries (see also the discussion in Mueller, Gernon, and Meeks
[1997, chap. 1]). Consistent with this prediction, prior evidence suggests
that financial reporting is more transparent in countries with a common
law (vs. civil law) legal tradition (e.g., Ball, Kothari, and Robin [2000], Ball,
Robin, and Wu [2002], Guenther and Young [2000], Jaggi and Low [2000],
Francis, Khurana, and Pereira [2003]).

The economics literature offers at least two reasons common law coun-
tries provide stronger protection of outside investors’ rights (e.g., Beck,
Demirguc-Kunt, and Levine [2002]). First, legal traditions differ in the pri-
ority given to the rights of individuals vis-à-vis the state. Under this theory,
the decentralized nature of English common law evolved to generally pro-
tect property rights of individuals. Second, legal traditions may differ in
their ability to adapt quickly to changing circumstances and minimize gaps
between contracting needs and the legal system’s capabilities.

We classify countries as having a British, French, German, or Scandinavian
legal origin. We also use a dummy variable, CIVILLAW, which equals 1 for
French, German, or Scandinavian legal origin, and 0 otherwise.

The preceding arguments suggest that corporate transparency will be
higher in regimes with efficient judicial systems. We include a direct measure
of the efficiency of the judicial system. This measure has a scale between 0
and 10, with lower scores implying lower efficiency levels. We use the average
between 1980 and 1993.

Our final measure of the legal regime is patent protection. We think
the most likely connection between corporate transparency and patent pro-
tection is through the reduction of firms’ proprietary costs of revealing
their profit opportunities to competitors.13 This argument suggests a posi-
tive relation between corporate transparency and the strength of a regime’s

12 For example, McMillan and Woodruff [1999] document that in Vietnam, which lacks
effective laws and courts, contracting rests in part on the threat of loss of future business, but
that retaliation is not as forceful as in the standard repeated-game story. To ensure agreements
are kept, firms rely on other devices to supplement repeated-game incentives, and transactions
with greater risk of reneging use more elaborate governance structures.

13 Disclosure theories predict that proprietary costs play a central role in suppressing disclo-
sures by firms. See Verrecchia [2001] for a recent review of this literature.
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patent protection through greater voluntary disclosure. However, it is pos-
sible that regimes that encourage greater expropriation by competitors
through weaker patent protection will further facilitate such expropriation
by mandating greater corporate transparency.14 Each country’s patent sys-
tem is scored from 0 to 5, where higher values indicate stronger levels of
protection.

4.1.2. Political Economy. There are two broad views of the government’s
participation in financial markets. First, political theories of North [1990]
and Olson [1993] and others generally contend that those in power shape
policy to stay in power and amass wealth. In this view, governments acquire
control of enterprises and banks to provide employment, subsidies, and
other benefits to supporters, who in return provide votes, political con-
tributions, and bribes (e.g., see LaPorta, Lopez-de-Silanes, and Shleifer
[2002], Shleifer and Vishny [1994]). Here, powerful, centralized, closed
governments constrain financial development to maintain power and cap-
ture wealth, and politically connected interest groups may thwart financial
development to maintain their economic advantage by suppressing compe-
tition. The second, more benevolent view of government is illustrated by
Gerschenkron [1962], who argues that in some cases economic institutions
were not sufficiently developed for private banks to play a crucial develop-
ment role, and he advocated state ownership of banks in these cases. Others,
as part of the broader debate over capitalism, socialism, and the role of plan-
ning in a market economy, advocate government ownership of firms to deal
with market imperfections, such as monopoly power or externalities (see
Shleifer [1998] for a discussion of these issues and an extensive reference
list).

There is a more recent literature that examines the role of political struc-
ture in the financial development of economies (e.g., Beck, Demirguc-Kunt,
and Levine [2001], Rajan and Zingales [2003]). We extend this literature by
examining the relation between a country’s political economy and corporate
transparency. We examine five measures of political economy: concentra-
tion of political power (autocracy), extent of state ownership of enterprise,
costs of entry imposed on start-up firms, extent of state ownership of banks,
and risk of expropriation by the state. Detailed descriptions of all variables
and their sources are in appendix A.

We capture the concentration of political power using the measure AU-
TOCRACY. We average autocracy between years 1960 and 1994, with higher
values indicating a more autocratic state. According to Marshall and Jaggers
[2000], this autocracy measure is defined in terms of a distinctive set of po-
litical characteristics. In particular, autocracies sharply restrict or suppress
competitive political participation, their chief executives are chosen in a
regularized process of selection within the political elite, once in office they
exercise power with few institutional constraints, and autocracies exercise

14 We thank Ray Ball, Phil Berger, and Richard Leftwich for raising this possibility.
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a high degree of directiveness over social and economic activity. Djankov
et al. [2003b] find that government control of the media (associated with
less freedom of the press) is higher in countries with autocratic political
regimes. However, we are unaware of developed theories to enable clean di-
rectional predictions connecting corporate transparency to autocracy. Nev-
ertheless, given a propensity for autocratic regimes to limit the freedom of
the press, it is interesting to investigate whether autocratic regimes similarly
suppress corporate transparency.

Turning to consideration of direct political involvement in the economy,
we consider the extent of state ownership of enterprises, state ownership
of banks, costs imposed on start-up firms, and the risk of expropriation of
firms’ wealth by the state. Collectively, there are at least three ways such
political involvement in the economy can affect transparency.

First, states that directly own economic enterprises may suppress firm-
specific information to hide expropriation activities by politicians and their
cronies. It also is possible that a benevolent government uses its state owner-
ship of enterprise to directly govern and manage firms, obviating the need
for public information.15 These arguments imply a negative relation between
corporate transparency and the extent of state-owned enterprises. The mea-
sure used is the share of country-level output supplied by state-owned en-
terprises (SOE), where countries with more SOE investment receive higher
ratings. The variable is the average of 1990 and 1995 share of ownership.

The second means of exploitation does not involve direct state ownership
of the factors of production. Instead, politicians exploit their control over
banks and regulatory policies to favor cronies in return for bribes, nepotism,
political support, and such. We consider two forms of this potential exploita-
tion. First, politicians may exploit state ownership of banks to supply cronies
with preferential financing. Second, politicians may exploit regulatory pow-
ers to impose entry costs on start-up firms to benefit politically connected
incumbents by shielding their economic rents from competition.16 Politi-
cians may thus seek to restrict the flow of information to prevent public
scrutiny of their business dealings with cronies and to protect their eco-
nomic interests by suppressing information flows to potential entrants. To
this end, the government can promulgate weak accounting and disclosure
requirements, weakly enforce existing disclosure requirements, or use in-
fluence over the media to retard dissemination of firm-specific information
in the economy.

15 We thank the referee for bringing this alternative to our attention. See Shleifer and Vishny
[1994] for a conceptual discussion of these two possibilities.

16 Fisman [2001] documents the significant value that can accrue to a politically connected
elite in an economy with significant concentration of political power. He uses the Jakarta Stock
Exchange’s reaction to news about former President Suharto’s health to get at the value of
political connections. He infers a market valuation of the proportion of a firm’s value derived
by political connections. The value of political connections can account for as much as a quarter
of a firm’s share price.
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However, the implications of these political connections for voluntary
disclosure are unclear because of the potentially opposing effects of these
connections on two types of proprietary costs: (1) competitive proprietary
costs (i.e., revealing information to competitors) and (2) proprietary costs
due to public exposure of cronyism. Advantages gained over competitors
through high start-up costs and preferential access to state-owned bank fi-
nancing reduce the competitive costs of disclosure. In contrast, the costs of
public disclosure of cronyism increase in the extent of political connections
(Leuz and Oberholzer-Gee [2003]).

We measure state ownership of banks (ST BANK) as the share of the as-
sets of the top 10 banks in a given country owned by the government of that
country in 1995. We measure the costs imposed on entrants (COST ENTRY )
by a combination of three variables drawn from Djankov et al. [2002]: num-
ber of procedures, amount of time, and direct financial expenditure (as a
fraction of GDP per capita) required to obtain a business permit. It is a mea-
sure of direct barriers to entry erected by the government. In light of the
potentially opposing forces discussed earlier, we refrain from making direc-
tional predictions concerning the relation between corporate transparency
and ST BANK and COST ENTRY.

The third means of exploitation is direct expropriation of firms’ assets
and profits by the state. As argued by Watts and Zimmerman [1986], trans-
parency with respect to profitability can elicit scrutiny by politicians and
the assessment of windfall profit taxes or other forms of government expro-
priation of a firm’s wealth. When governments exhibit a high propensity
to expropriate wealth from firms, it creates incentives for highly profitable
firms to limit the disclosure and dissemination of firm-specific financial in-
formation to hide the existence of wealth from the government. At the same
time, however, relatively unprofitable firms may have incentives to voluntar-
ily disclose more to keep the government away. Furthermore, governments
with a propensity to expropriate may attempt to mandate higher corporate
transparency to aid them in identifying assets to expropriate. Given these
competing forces, we are unable to make directional predictions concerning
the relation between corporate transparency and the risk of expropriation.
We measure the risk of outright confiscation of firms’ wealth or forced na-
tionalization by the state with the variable LRISK EX, whereby high levels of
this variable represent relatively low risk of expropriation.

4.2 DESCRIPTIVE STATISTICS: EXPLANATORY VARIABLES
FOR TRANSPARENCY

Table 3 presents descriptive statistics for our proxies for legal/judicial
regimes and political economy. Table 3, panel B reports the correlation ma-
trix of political economy and legal regime variables. First, with respect to
legal regime variables, we see that PATENT and EFF JUD are correlated
(Pearson correlation = .566), whereas both are unrelated to legal ori-
gin as measured by CIVILLAW . The political variables are generally cor-
related, ranging from a high correlation of .565 (Pearson) between SOE
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and ST BANK to a low of .283 between AUTOCRACY and ST BANK . Al-
though the political variables are not significantly correlated with CIVILLAW
(except COST ENTRY, Pearson correlation = .489), there are significant
correlations with the other legal variables, ranging from a high of .716 be-
tween PATENT and LRISK EX to a low (absolute value) of −.237 between
EFF JUD and SOE . Thus, as is common in other cross-country research, mul-
ticollinearity poses a hurdle to isolating the relative strength of individual
explanatory variables.

Table 3, panel C presents univariate correlations of our two transparency
factors with the legal and political variables. These correlations provide
suggestive evidence that our two dimensions of corporate transparency are
not largely driven by common country-level factors.

Financial transparency is not significantly correlated with CIVILLAW,
whereas governance transparency is significantly lower in civil law countries
(Pearson correlation = −.519, Spearman correlation = −.538). Financial
transparency is negatively correlated with AUTOCRACY and SOE (Pearson
correlation = −.436 and −.564, respectively), whereas governance trans-
parency is not significantly correlated with these two political variables. In
addition, financial transparency, but not governance transparency, is posi-
tively correlated with PATENT (consistent with a proprietary cost of firm-
specific financial information interpretation). Although both financial and
governance transparency are positively correlated with LRISK EX, the size of
the coefficient is larger and the p-value more significant for financial relative
to governance transparency. Finally, financial transparency, but not gover-
nance transparency, is positively correlated with per capita wealth, log(GNP)
(Pearson correlation = .780). We turn next to multivariate analysis of these
relations.

4.3 CROSS-COUNTRY REGRESSION RESULTS

Table 4, panel A explores the relation between our two transparency fac-
tors and legal origin before and after controlling for gross national product
(GNP) per capita.17 Following LaPorta et al. [1998], each country’s legal
origin is classified into one of four categories: British, French, German, or
Scandinavian. The regression uses Scandinavian legal origin as the base cate-
gory; therefore, three binary indicator variables are included for the British,
French, and German legal origins. The p-value associated with each regres-
sion coefficient represents the two-tailed probability level for the difference
in the transparency measure from that in countries with a Scandinavian le-
gal origin. The superscripts B, F, and G (b, f, and g) denote that a given
estimated coefficient is significantly different from the British, French, and
German coefficient, respectively, at the 95% (90%) confidence level (two-
tailed). Several results emerge.

First, the F -test for inclusion of the three legal origin indicator variables
is statistically significant for the governance factor but not for the financial

17 Hereafter, we use GNP to refer to GNP per capita.
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transparency factor. Second, governance transparency is ranked British >

German > French, and differences across regimes are statistically signifi-
cant. It is interesting that the ordering of governance transparency relative
to legal origin is consistent with the ordering of investor protections rela-
tive to legal origin documented in LaPorta et al. [1998], who also ranked
British > German > French. Similarly, LaPorta et al. document that Scandi-
navian civil law countries rank between British and French legal origins with
respect to investor protections, whereas we find that Scandinavian civil law
countries rank higher than French civil law countries with respect to gover-
nance transparency and find no significant differences between British or
German legal origins and Scandinavian legal origin. Last, note again that
the level of financial, but not governance transparency, is significantly and
positively associated with GNP. Panel B extends this analysis.

Table 4, panel B reports results of regressing our two transparency factors
against the variables capturing legal/judicial regimes and political economy.
In addition to the full models, we report results for two limited models
that only include our measure of patent protection along with legal origin
and GNP. We exclude patent protection from the full models because of
the relatively small number of countries for which we have these data. To
conserve degrees of freedom, we replace the three indicator variables for
legal origin by CIVILLAW, equal to 1 if the country has a French, German,
or Scandinavian legal tradition, and 0 otherwise.

We expect GNP to be a function of the political, legal, and judicial systems
in place as well as a function of the information environment. For example,
autocratic political regimes that suppress information flow are less likely to
be associated with the efficient resource allocation. Inclusion of GNP as a
control variable, therefore, may disguise the hypothesized relations between
our transparency measures and the underlying political, legal, and judicial
systems. Nevertheless, we think it is useful to consider the robustness of the
results with respect to the addition of GNP to control for the general level of
countries’ economic development. Our main results basically get stronger
if we exclude GNP.

Table 4, panel B documents that financial transparency is not signifi-
cantly related to legal origin or efficiency of the judicial system but is signif-
icantly related to three of the five political economy variables: state-owned
enterprises, state-owned banks, and low risk of expropriation.18 Financial
transparency is significantly lower when the extent of state ownership of
enterprises and banks is higher and significantly higher when the risk of
expropriation by the state is lower. The positive association with low risk
of expropriation is consistent with the political cost theory of Watts and

18 A related result is documented by Khanna, Palepu, and Srinivasan [2003]. Using trans-
parency and disclosure scores from Standard & Poor’s, they document that a composite mea-
sure of disclosure (combining financial and governance disclosures) is positively related to
common law legal origin, whereas a measure of financial disclosure quality is unrelated to
legal origin.
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Zimmerman [1986], but given our inability to measure separately manda-
tory and voluntary disclosure, we leave the interpretation open. In fact, what
is probably most interesting here is not the interpretation placed on any sin-
gle significant coefficient but rather the differential results obtained when
regressing these same variables against the governance transparency factor.

In contrast to financial transparency, the results in table 4, panel B reveal
that the governance transparency factor is significantly and positively related
to judicial efficiency and is significantly lower in civil law countries. This re-
sult is consistent with stronger judicial efficiency, investor protections, and
property rights, and a potentially more adaptable legal system increasing
the availability of firm-specific information that enhances the accountabil-
ity of those governing the firm. Also in contrast to financial transparency,
governance transparency is not significantly related to any of the political
variables, with the exception of state-owned banks.19 We explore this last
relation further in section 4.4 by including a variable capturing the relative
importance of bank financing to equity financing across countries.

Overall, the results in table 4 suggest that governance transparency is more
robustly related to the legal/judicial regime, whereas in contrast, financial
transparency appears more robustly associated with political variables, in-
cluding risk of expropriation. In the next section, we document that the
results in table 4 are generally robust to the inclusion of several additional
institutional variables. We include additional variables to examine the poten-
tial role of banks versus markets in monitoring managers, the direct effects
of investor protections, the monitoring role of concentrated shareholdings,
the role of foreign direct investment, and the differences in firm size across
countries. We also check the sensitivity of our results to whether a country
has liberalized its capital market.

4.4 INCLUSION OF OTHER EXPLANATORY VARIABLES

We examine six additional explanatory variables: (1) the ratio of deposit
money bank assets to stock market capitalization in 1995 to measure the im-
portance of banks relative to the stock market financing (BNK MKT) (from
Beck, Demirguc-Kunt, and Levine [1999]); (2) an index of the strength of
anti-director rights (RIGHTS) (from LaPorta et al. [1998]); (3) the aver-
age percentage of common shares owned by the three largest shareholders
in the 10 largest nonfinancial, non-state-owned domestic firms in a given
country (from LaPorta et al. [1998]); (4) an indicator variable equal to 1
if a country’s capital markets were liberalized before 1994, and 0 otherwise
(LIBERAL) (from Bekaert, Harvey, and Lundblad [2002]); (5) the amount
of foreign direct investment in a country during calendar year 1995, scaled
by the country’s GDP; and (6) the log of the average market capitalization
of the 30 largest firms in a country measured at the end of fiscal year 1996
in $US (millions) (from Chang, Khanna, and Palepu [2000]).

19 Both financial transparency and the governance transparency factor are significantly and
positively related to patent protection before controlling for GNP, and insignificant after.
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Table 5, panel A presents descriptive statistics on these variables, and
panel B presents an expanded correlation matrix. Table 6 reports regres-
sions including these additional variables. Because of our small sample size
we retain only three of the five political variables, dropping autocracy and
cost of entry, and add the six additional variables individually to the baseline
models. These tests indicate that the general pattern of relations between
our two transparency factors and proxies for the legal/judicial regime and
political economy are not altered by the inclusion of these variables.

Table 6, panel A reveals several relations concerning the importance of
bank relative to market financing (BNK MKT). First, economies with high
bank relative to market financing are associated with lower governance
transparency, consistent with a limited role for monitoring by outside in-
vestors in bank-centric settings. Second, the extent of state ownership of
banks becomes insignificant in the governance transparency regression
when BNK MKT is added. Thus, the result that state ownership of banks
has a negative and significant coefficient in the governance transparency
regression in table 4, panel B appears to reflect that state-owned banks cap-
ture the general importance of banking in the economy (recall from table
5, corr(BNK MKT, ST BANK) = .351, p equals; .02). Last, the relations be-
tween governance transparency and both legal origin and efficiency of the
judicial system are unaffected by the inclusion of BNK MKT in the model.
This emphasizes the positive relation between the availability of firm-specific
information that enhances the accountability of those governing the firm
and the legal/judicial regime, even after controlling for the relative impor-
tance of bank financing in the economy.

In table 6, panel F we include the variable FIRMSIZE, which represents the
average market capitalization of the largest 30 companies in each country.
More firm-specific information is likely to be available for large firms, as
documented in the United States. For example, in the United States, analyst
following is documented to be higher for large firms. We add FIRMSIZE
to the regressions to check the robustness of our results. Table 6, panel F
reveals that FIRMSIZE is an important variable for financial transparency but
not for governance transparency. The coefficient on FIRMSIZE is positive
and significant in the financial transparency (FACTOR1) regressions, and its
inclusion significantly increases adjusted R2. The political variables (state-
owned enterprises, state-owned banks, and risk of expropriation) retain
their significance after inclusion of FIRMSIZE .

Overall, the analysis in table 6 provides additional insight into the nature
of financial and governance transparency, and supports our prior findings
that governance transparency is robustly related to the legal/judicial regime,
and financial transparency is robustly associated with the political economy.

4.5 CROSS-COUNTRY REGRESSION RESULTS FOR INDIVIDUAL ASPECTS
OF CORPORATE REPORTING

Table 7 presents regression models for the six individual properties of
corporate reporting described in table 1, plus the CIFAR aggregate score



DETERMINANTS OF CORPORATE TRANSPARENCY 235

T
A

B
L

E
5

A
dd

iti
on

al
Ex

pl
an

at
or

y
Va

ri
ab

le
s

P
an

el
A

:D
es

cr
ip

ti
ve

st
at

is
ti

cs
D

es
cr

ip
ti

on
Va

ri
ab

le
N

M
ea

n
St

d.
D

ev
.

M
ed

ia
n

M
in

im
um

M
ax

im
um

B
an

ks
vs

.m
ar

ke
ts

B
N

K
M

K
T

45
0.

98
6

0.
56

9
0.

88
0

0.
28

1
3.

31
5

A
n

ti
-d

ir
ec

to
r

ri
gh

ts
R

IG
H

T
S

44
2.

50
0

1.
22

9
3.

00
0

0.
00

0
5.

00
0

O
w

n
er

sh
ip

st
ru

ct
ur

e
C

L
O

SE
H

L
D

42
0.

45
9

0.
12

6
0.

48
5

0.
18

0
0.

67
0

M
ar

ke
tl

ib
er

al
iz

at
io

n
L

IB
ER

A
L

45
0.

84
4

0.
36

7
1.

00
0

0.
00

0
1.

00
0

Fo
re

ig
n

di
re

ct
in

ve
st

m
en

t
FD

I
43

1.
99

0
2.

01
3

1.
27

3
0.

00
1

10
.5

38
L

og
of

av
er

ag
e

fi
rm

si
ze

lo
g(

FI
R

M
SI

Z
E

)
45

7.
18

5
1.

61
4

7.
02

8
3.

21
9

11
.0

75

P
an

el
B

:C
or

re
la

ti
on

m
at

ri
ce

s
R

IG
H

T
S

C
L

O
SE

H
L

D
L

IB
ER

A
L

FD
I

FI
R

M
SI

Z
E

FA
C

T
O

R
1

FA
C

T
O

R
2

lo
g(

G
N

P
)

C
IV

IL
L

AW
E

FF
JU

D
SO

E
ST

B
A

N
K

L
R

IS
K

EX

Pe
ar

so
n

co
rr

el
at

io
n

s
B

N
K

M
K

T
−0

.4
53

0.
13

5
−0

.1
23

−0
.3

71
−0

.1
84

0.
04

9
−0

.4
51

0.
19

0
0.

35
3

−0
.0

10
0.

20
1

0.
35

1
0.

17
5

(0
.0

02
)

(0
.3

94
)

(0
.4

20
)

(0
.0

14
)

(0
.2

25
)

(0
.7

48
)

(0
.0

02
)

(0
.2

11
)

(0
.0

17
)

(0
.9

50
)

(0
.1

86
)

0.
02

0
(0

.2
55

)
44

42
45

43
45

45
45

45
45

44
45

44
44

R
IG

H
T

S
1.

00
0

−0
.4

06
−0

.0
26

0.
19

3
0.

08
5

0.
03

5
0.

42
1

−0
.0

71
−0

.6
09

0.
12

7
−0

.2
15

−0
.3

76
−0

.0
63

–
(0

.0
08

)
(0

.8
69

)
(0

.2
16

)
(0

.5
86

)
(0

.8
22

)
(0

.0
04

)
(0

.6
46

)
(0

.0
00

)
(0

.4
13

)
(0

.1
62

)
(0

.0
12

)
(0

.6
87

)
–

42
44

43
44

44
44

44
44

44
44

44
44

C
L

O
SE

H
L

D
–

1.
00

0
−0

.1
74

−0
.0

16
−0

.3
84

−0
.3

62
−0

.3
84

−0
.3

27
0.

18
3

−0
.4

34
0.

20
3

0.
40

3
−0

.4
67

–
–

(0
.2

69
)

(0
.9

21
)

(0
.0

12
)

(0
.0

18
)

(0
.0

12
)

(0
.0

35
)

(0
.2

47
)

(0
.0

04
)

(0
.1

98
)

(0
.0

08
)

(0
.0

02
)

–
–

42
41

42
42

42
42

42
42

42
42

42
L

IB
ER

A
L

–
–

1.
00

0
0.

07
2

0.
47

7
0.

44
5

0.
08

5
0.

44
9

0.
27

5
0.

17
9

−0
.2

90
−0

.1
60

0.
49

4
–

–
–

(0
.6

48
)

(0
.0

01
)

(0
.0

02
)

(0
.5

57
)

(0
.0

02
)

(0
.0

67
)

(0
.2

45
)

(0
.0

53
)

(0
.2

99
)

(0
.0

01
)

–
–

–
43

45
45

45
45

45
44

45
44

44
FD

I
–

–
–

1.
00

0
0.

06
8

0.
11

4
0.

41
2

0.
11

3
−0

.2
12

0.
27

5
−0

.2
71

−0
.3

17
0.

10
3

–
–

–
–

(0
.6

64
)

(0
.4

67
)

(0
.0

06
)

(0
.4

71
)

(0
.1

72
)

(0
.0

61
)

(0
.0

79
)

(0
.0

38
)

(0
.4

91
)

–
–

–
–

43
43

43
43

43
43

43
43

43
FI

R
M

SI
Z

E
–

–
–

–
1.

00
0

0.
72

3
0.

18
8

0.
52

8
0.

12
4

0.
37

2
−0

.3
96

−0
.3

74
0.

62
0

–
–

–
–

–
(0

.0
00

)
(0

.2
16

)
(0

.0
00

)
(0

.4
18

)
(0

.0
13

)
(0

.0
07

)
(0

.0
12

)
(0

.0
00

)
–

–
–

–
–

45
45

45
45

44
45

44
44



236 R. M. BUSHMAN, J. D. PIOTROSKI, AND A. J. SMITH

T
A

B
L

E
5

—
C

on
tin

ue
d

R
IG

H
T

S
C

L
O

SE
H

L
D

L
IB

ER
A

L
FD

I
FI

R
M

SI
Z

E
FA

C
T

O
R

1
FA

C
T

O
R

2
lo

g(
G

N
P

)
C

IV
IL

L
AW

E
FF

JU
D

SO
E

ST
B

A
N

K
L

R
IS

K
EX

Sp
ea

rm
an

co
rr

el
at

io
n

s
B

N
K

M
K

T
−0

.4
34

0.
00

7
−0

.0
05

−0
.4

02
−0

.1
25

0.
09

1
−0

.2
06

0.
20

6
0.

34
6

−0
.0

11
0.

32
6

0.
36

6
0.

25
6

(0
.0

03
)

(0
.9

67
)

(0
.9

75
)

(0
.0

08
)

(0
.4

15
)

(0
.5

53
)

(0
.1

74
)

(0
.1

76
)

(0
.0

20
)

(0
.9

44
)

(0
.0

29
)

(0
.0

14
)

(0
.0

93
)

44
42

45
43

45
45

45
45

45
44

45
44

44

R
IG

H
T

S
1.

00
0

−0
.3

65
−0

.0
15

0.
29

1
0.

08
4

0.
02

1
0.

40
9

−0
.0

49
−0

.6
26

0.
14

4
−0

.3
14

−0
.4

83
−0

.0
31

–
(0

.0
17

)
(0

.9
22

)
(0

.0
58

)
(0

.5
88

)
(0

.8
91

)
(0

.0
06

)
(0

.7
53

)
(0

.0
00

)
(0

.3
50

)
(0

.0
38

)
(0

.0
01

)
(0

.8
40

)
–

42
44

43
44

44
44

44
44

44
44

44
44

C
L

O
SE

H
L

D
–

1.
00

0
−0

.1
76

−0
.0

99
−0

.4
14

−0
.3

78
−0

.3
96

−0
.4

09
0.

19
6

−0
.4

84
0.

24
6

0.
45

6
−0

.5
21

–
–

(0
.2

65
)

(0
.5

40
)

(0
.0

07
)

(0
.0

14
)

(0
.0

09
)

(0
.0

07
)

(0
.2

13
)

(0
.0

01
)

(0
.1

16
)

(0
.0

02
)

(0
.0

00
)

–
–

42
41

42
42

42
42

42
42

42
42

42

L
IB

ER
A

L
–

–
1.

00
0

0.
09

6
0.

34
0

0.
44

4
0.

00
0

0.
40

6
0.

27
5

0.
18

7
−0

.2
76

−0
.1

35
0.

47
8

–
–

–
(0

.5
38

)
(0

.0
22

)
(0

.0
02

)
(1

.0
00

)
(0

.0
06

)
(0

.0
67

)
(0

.2
25

)
(0

.0
67

)
(0

.3
83

)
(0

.0
01

)
–

–
–

43
45

45
45

45
45

44
45

44
44

FD
I

–
–

–
1.

00
0

0.
05

4
0.

11
8

0.
29

5
0.

05
8

−0
.1

65
0.

32
4

−0
.3

02
−0

.3
31

−0
.0

14
–

–
–

–
(0

.7
32

)
(0

.4
53

)
(0

.0
55

)
(0

.7
11

)
(0

.2
91

)
(0

.0
34

)
(0

.0
49

)
(0

.0
30

)
(0

.9
31

)
–

–
–

–
43

43
43

43
43

43
43

43
43

FI
R

M
SI

Z
E

–
–

–
–

1.
00

0
0.

75
6

0.
13

9
0.

47
1

0.
05

6
0.

43
1

−0
.3

57
−0

.4
99

0.
55

3
–

–
–

–
–

(0
.0

00
)

(0
.3

63
)

(0
.0

01
)

(0
.7

15
)

(0
.0

04
)

(0
.0

16
)

(0
.0

01
)

(0
.0

00
)

–
–

–
–

–
45

45
45

45
44

45
44

44

A
ll

va
ri

ab
le

s
ar

e
de

fi
n

ed
in

ap
pe

n
di

x
A

.T
w

o-
ta

ile
d

p-
va

lu
es

ar
e

pr
es

en
te

d
in

pa
re

n
th

es
es

.



DETERMINANTS OF CORPORATE TRANSPARENCY 237

T
A

B
L

E
6

R
eg

re
ss

io
n

R
es

ul
ts

:A
dd

iti
on

al
Ex

pl
an

at
or

y
Va

ri
ab

le
s

P
an

el
A

:B
an

ks
ve

rs
us

m
ar

ke
ts

M
od

el
:

FA
C

T
O

R
1

or
FA

C
T

O
R

2
=

α
+

β
1
B

N
K

M
K

T
+

β
2
lo

g(
G

N
P

)
+

β
3
E

FF
JU

D
+

β
4
C

IV
IL

L
AW

+
β

5
SO

E
+

β
6
ST

B
A

N
K

+
β

7
L

R
IS

K
EX

+
ε

B
N

K
M

K
T

lo
g(

G
N

P
)

C
IV

IL
L

AW
E

FF
JU

D
SO

E
ST

B
A

N
K

L
R

IS
K

EX
A

dj
.R

2
In

cr
.A

dj
.R

2
N

FA
C

T
O

R
1

−0
.1

80
0.

19
4

0.
11

1
−0

.0
22

−0
.0

60
–

0.
27

4
0.

69
71

0.
00

2
44

(0
.2

61
)

(0
.1

85
)

(0
.5

68
)

(0
.7

19
)

(0
.1

31
)

–
(0

.0
16

)

−0
.1

89
0.

29
0

0.
11

8
−0

.0
31

–
−0

.4
67

0.
21

3
0.

68
87

0.
00

3
44

(0
.2

60
)

(0
.0

24
)

(0
.5

55
)

(0
.6

04
)

–
(0

.2
58

)
(0

.0
62

)

FA
C

T
O

R
2

−0
.5

41
−0

.1
92

−0
.4

56
0.

15
3

–
−0

.2
41

0.
19

7
0.

48
87

0.
07

9a
44

(0
.0

13
)

(0
.2

19
)

(0
.0

72
)

(0
.0

49
)

–
(0

.6
37

)
(0

.1
62

)

P
an

el
B

:A
nt

i-d
ir

ec
to

r
ri

gh
ts

M
od

el
:

FA
C

T
O

R
1

or
FA

C
T

O
R

2
=

α
+

β
1
A

N
T

I
R

T
S

+
β

2
lo

g(
G

N
P

)
+

β
3
C

IV
IL

L
AW

+
β

4
E

FF
JU

D
+

β
5
SO

E
+

β
6
ST

B
A

N
K

+
β

7
L

R
IS

K
EX

+
ε

A
N

T
I

R
T

S
lo

g(
G

N
P

)
C

IV
IL

L
AW

E
FF

JU
D

SO
E

ST
B

A
N

K
L

R
IS

K
EX

A
dj

.R
2

In
cr

.A
dj

.R
2

N

FA
C

T
O

R
1

0.
08

0
0.

13
6

0.
20

0
−0

.0
12

−0
.0

69
–

0.
29

5
0.

69
39

−0
.0

01
44

(0
.3

47
)

(0
.3

42
)

(0
.4

02
)

(0
.8

40
)

(0
.0

74
)

–
(0

.0
12

)

0.
07

5
0.

24
6

0.
19

9
−0

.0
23

–
−0

.5
63

0.
22

2
0.

68
37

−0
.0

02
44

(0
.4

04
)

(0
.0

62
)

(0
.4

12
)

(0
.7

09
)

–
(0

.1
57

)
(0

.0
63

)

FA
C

T
O

R
2

0.
10

1
−0

.2
74

−0
.3

97
0.

17
9

–
−0

.6
92

0.
17

6
0.

40
53

−0
.0

04
44

(0
.3

98
)

(0
.1

16
)

(0
.2

22
)

(0
.0

31
)

–
(0

.1
91

)
(0

.2
63

)



238 R. M. BUSHMAN, J. D. PIOTROSKI, AND A. J. SMITH

T
A

B
L

E
6

—
C

on
tin

ue
d

P
an

el
C

:O
w

ne
rs

hi
p

st
ru

ct
ur

e

M
od

el
:

FA
C

T
O

R
1

or
FA

C
T

O
R

2
=

α
+

β
1
C

L
O

SE
H

L
D

+
β

2
lo

g(
G

N
P

)
+

β
3
C

IV
IL

L
AW

+
β

4
E

FF
JU

D
+

β
5
SO

E
+

β
6
ST

B
A

N
K

+
β

7
L

R
IS

K
EX

+
ε

C
L

O
SE

H
L

D
lo

g(
G

N
P

)
C

IV
IL

L
AW

E
FF

JU
D

SO
E

ST
B

A
N

K
L

R
IS

K
EX

A
dj

.R
2

In
cr

.A
dj

.R
2

N

FA
C

T
O

R
1

−0
.2

79
0.

17
2

0.
08

9
−0

.0
13

−0
.0

77
–

0.
24

3
0.

66
01

−0
.0

08
42

(0
.7

13
)

(0
.2

63
)

(0
.6

55
)

(0
.8

38
)

(0
.0

46
)

–
(0

.0
55

)

−0
.1

44
0.

27
0

0.
09

0
−0

.0
23

–
−0

.6
55

0.
18

3
0.

64
62

−0
.0

10
42

(0
.8

55
)

(0
.0

58
)

(0
.6

61
)

(0
.7

12
)

–
(0

.1
06

)
(0

.1
41

)

FA
C

T
O

R
2

−0
.7

52
−0

.1
45

−0
.5

21
0.

17
3

–
−0

.5
08

0.
02

5
0.

40
05

−0
.0

05
42

(0
.4

06
)

(0
.3

61
)

(0
.0

32
)

(0
.0

21
)

–
(0

.2
67

)
(0

.8
58

)

P
an

el
D

:M
ar

ke
tl

ib
er

al
iz

at
io

n

M
od

el
:

FA
C

T
O

R
1

or
FA

C
T

O
R

2
=

α
+

β
1
L

IB
ER

A
L

+
β

2
lo

g(
G

N
P

)
+

β
3
C

IV
IL

L
AW

+
β

4
E

FF
JU

D
+

β
5
SO

E
+

β
6
ST

B
A

N
K

+
β

7
L

R
IS

K
EX

+
ε

L
IB

ER
A

L
lo

g(
G

N
P

)
C

IV
IL

L
AW

E
FF

JU
D

SO
E

ST
B

A
N

K
L

R
IS

K
EX

A
dj

.R
2

In
cr

.A
dj

.R
2

N

FA
C

T
O

R
1

0.
09

1
0.

15
9

0.
05

4
−0

.0
07

−0
.0

76
–

0.
25

8
0.

68
75

−0
.0

07
44

(0
.7

20
)

(0
.2

70
)

(0
.7

84
)

(0
.9

13
)

(0
.0

45
)

–
(0

.0
36

)

0.
17

2
0.

27
6

0.
06

6
−0

.0
13

–
−0

.6
90

0.
16

3
0.

68
16

−0
.0

05
44

(0
.5

01
)

(0
.0

32
)

(0
.7

44
)

(0
.8

29
)

–
(0

.0
67

)
(0

.1
76

)

FA
C

T
O

R
2

0.
44

1
−0

.2
32

−0
.6

00
0.

20
2

–
−0

.8
74

0.
06

1
0.

42
13

0.
01

2
44

(0
.1

91
)

(0
.1

61
)

(0
.0

28
)

(0
.0

17
)

–
(0

.0
76

)
(0

.6
95

)



DETERMINANTS OF CORPORATE TRANSPARENCY 239

P
an

el
E

:F
or

ei
gn

di
re

ct
in

ve
st

m
en

t

M
od

el
:

FA
C

T
O

R
1

or
FA

C
T

O
R

2
=

α
+

β
1
FD

I
+

β
2
lo

g(
G

N
P

)
+

β
3
C

IV
IL

L
AW

+
β

4
E

FF
JU

D
+

β
5
SO

E
+

β
6
ST

B
A

N
K

+
β

7
L

R
IS

K
EX

+
ε

FD
I

lo
g(

G
N

P
)

C
IV

IL
L

AW
E

FF
JU

D
SO

E
ST

B
A

N
K

L
R

IS
K

EX
A

dj
.R

2
In

cr
.A

dj
.R

2
N

FA
C

T
O

R
1

0.
00

3
0.

14
5

0.
08

3
−0

.0
15

−0
.0

75
–

0.
28

6
0.

68
21

−0
.0

09
43

(0
.9

46
)

(0
.3

28
)

(0
.6

84
)

(0
.8

22
)

(0
.0

63
)

–
(0

.0
22

)

0.
00

5
0.

25
6

0.
10

6
−0

.0
27

–
−0

.6
48

0.
21

2
0.

67
41

−0
.0

09
43

(0
.9

17
)

(0
.0

63
)

(0
.6

12
)

(0
.6

80
)

–
(0

.1
08

)
(0

.0
98

)

FA
C

T
O

R
2

0.
09

4
−0

.2
64

−0
.5

17
0.

13
7

–
−0

.6
19

0.
20

0
0.

42
69

0.
02

6
43

(0
.1

20
)

(0
.1

35
)

(0
.0

62
)

(0
.1

14
)

–
(0

.2
31

)
(0

.2
22

)

P
an

el
F:

A
ve

ra
ge

m
ar

ke
tc

ap
it

al
iz

at
io

n
of

lis
te

d
fi

rm
s

w
it

h
an

al
ys

tc
ov

er
ag

e

M
od

el
:

FA
C

T
O

R
1

or
FA

C
T

O
R

2
=

α
+

β
1
lo

g(
FI

R
M

SI
ZE

)
+

β
2
lo

g(
G

N
P

)
+

β
3
C

IV
IL

L
AW

+
β

4
E

FF
JU

D
+

β
5
SO

E
+

β
6
ST

B
A

N
K

+
β

7
L

R
IS

K
EX

+
ε

lo
g(

FI
R

M
SI

Z
E

)
lo

g(
G

N
P

)
C

IV
IL

L
AW

E
FF

JU
D

SO
E

ST
B

A
N

K
L

R
IS

K
EX

A
dj

.R
2

In
cr

.A
dj

.R
2

N

FA
C

T
O

R
1

0.
10

6
0.

09
5

0.
06

9
0.

01
0

−0
.0

58
–

0.
21

1
0.

74
49

0.
05

0a
44

(0
.0

06
)

(0
.4

68
)

(0
.6

91
)

(0
.8

61
)

(0
.0

90
)

–
(0

.0
46

)

0.
11

1
0.

17
7

0.
09

2
0.

00
3

–
−0

.5
59

0.
14

4
0.

74
38

0.
05

8a
44

(0
.0

04
)

(0
.1

33
)

(0
.6

06
)

(0
.9

53
)

–
(0

.0
99

)
(0

.1
60

)

FA
C

T
O

R
2

0.
03

8
−0

.2
69

−0
.5

50
0.

18
8

–
−0

.8
09

0.
11

7
0.

40
18

−0
.0

08
44

(0
.4

81
)

(0
.1

25
)

(0
.0

44
)

(0
.0

26
)

–
(0

.1
07

)
(0

.4
35

)

A
ll

va
ri

ab
le

s
ar

e
de

fi
n

ed
in

ap
pe

n
di

x
A

.T
w

o-
ta

ile
d

p-
va

lu
es

ar
e

pr
es

en
te

d
in

pa
re

n
th

es
es

.



240 R. M. BUSHMAN, J. D. PIOTROSKI, AND A. J. SMITH

T A B L E 7
Regression Results: Individual Properties of Corporate Reporting

Full estimation model: CT i = α + β1log(GNP) + β2CIVILLAW + β3EFF JUD + β4SOE

+ β5ST BANK + β6LRISK EX + ε,

where CT i represents one specific dimension of corporate transparency (i.e., CIFAR, DISCL,
GOVERN, MEASURE, TIME, or AUDIT) for country i. Two-tailed p-values are presented in
parentheses. All variables are defined in appendix A.

Legal/Judicial Regime Political Economy

CIVILLAW EFF JUD SOE ST BANK LRISK EX
Prediction: log(GNP) – + – ? ? Adj. R2 N

CIFAR 0.770 −5.677 1.968 −0.670 – −0.729 0.427 41
(0.672) (0.024) (0.012) (0.161) – (0.619)

1.203 −4.562 1.901 – −10.889 −1.417 0.495 41
(0.429) (0.056) (0.009) – (0.012) (0.300)

DISCL −4.092 −9.332 2.456 −1.667 – 8.980 0.467 45
(0.367) (0.133) (0.199) (0.145) – (0.014)

−2.342 −6.627 2.259 – −26.904 6.872 0.520 45
(0.529) (0.268) (0.209) – (0.013) (0.038)

GOVERN −3.215 −9.437 2.831 −0.408 – 2.407 0.327 45
(0.307) (0.031) (0.036) (0.602) – (0.323)

−3.051 −8.016 2.804 – −10.668 1.767 0.357 45
(0.253) (0.064) (0.032) – (0.155) (0.444)

MEASURE 17.135 −19.257 0.010 0.974 – −11.648 0.064 45
(0.025) (0.061) (0.997) (0.600) – (0.048)

14.742 −16.890 0.235 – −5.508 −11.064 0.059 45
(0.027) (0.107) (0.939) – (0.760) (0.054)

TIME 2.532 −6.848 0.508 −3.283 – 2.050 0.207 45
(0.699) (0.441) (0.853) (0.050) – (0.686)

7.048 −4.599 0.034 – −36.426 −1.597 0.233 45
(0.211) (0.606) (0.990) – (0.024) (0.742)

AUDIT 0.133 −0.254 0.113 −0.070 – 0.061 0.256 41
(0.614) (0.443) (0.274) (0.262) – (0.779)

0.106 0.061 0.109 – −2.044 −0.014 0.470 41
(0.601) (0.832) (0.207) – (0.000) (0.937)

as an alternative measure of corporate reporting. This detailed analysis has
two purposes. First, it is intended to provide a more textured understand-
ing of factors associated with corporate transparency while highlighting the
validity of our interpretation of our two transparency factors. Second, it is in-
tended to provide a deeper understanding of the CIFAR score used in prior
research. For parsimony, our tables and discussion focus on full model re-
sults including GNP as a control variable. Estimations excluding GNP yield
similar inferences with stronger, statistically significant relations.

The first conclusion gleaned from table 7 is that the individual estimations
confirm the results using factor analysis. Specifically, table 4 documents that
the financial transparency factor is significantly related to the country’s po-
litical economy and not significantly related to the country’s legal/judicial
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regime. In contrast, our governance factor is shown to be stronger in coun-
tries with strong legal and judicial regimes whereas it is related to only one
political economy variable: the presence of state-owned banks.

Consistent with those conclusions, table 7 documents that our primary,
self-constructed measure of the intensity of financial disclosures, DISCL,
is negatively related to state-owned enterprises and state-owned banks and
significantly and positively related to a low risk of expropriation by the state.
Moreover, DISCL is unrelated to our measures of legal/judicial regimes.20 In
contrast, our underlying governance disclosure variable, GOVERN, displays
a significant and negative relation to our civil legal origin variable and a
positive relation to the efficiency of judicial systems. Moreover, GOVERN
is unrelated to all political economy variables except state-owned banks.
Together, the individual estimations using DISCL and GOVERN generate a
pattern of associations and inferences similar to those obtained using our
financial and governance transparency factors, respectively, confirming that
our primary results in table 4 are not strictly an artifact of the factor analysis
methodology.

The second conclusion drawn from table 7 relates to an interpretation of
CIFAR . Recent research uses CIFAR to measure accounting standards in a
country (e.g., La Porta et al., [1998], Rajan and Zingales [1998]). Our tests
indicate that CIFAR behaves less like a measure of financial transparency
and more like a measure of governance transparency. Specifically, CIFAR is
significantly associated with our legal regime variables and displays a signif-
icant and negative association with state-owned banks. Thus, the individual
CIFAR estimations are similar to our baseline governance factor estimations.
These similarities have two important implications for current and future
research. First, studies relying on CIFAR to measure differences in the de-
velopment of financial reporting regimes across countries may instead be
proxying for differences in investor protection, legal regimes, or the level
of governance transparency in a country. Second, studies using CIFAR need
to control carefully for other dimensions of the country’s legal and judicial
regimes before attributing observed economic effects to better governance-
related transparency.

4.6 SENSITIVITY ANALYSIS AND CAVEATS

The preceding regressions are based on a single cross-section and are thus
likely to suffer from omitted correlated variables. We attempt to address this
issue by exploring the cross-country relation between changes in our individ-
ual transparency measures and changes in our political economy and legal
regime variables. However, such a change analysis is severely constrained
by data availability. As a result of these data constraints, the power of any
change analysis is limited both by reduced sample sizes and by the relatively
small variation in some explanatory variables. Despite these limitations, we

20 Untabulated results show that our analyst coverage variable behaves in a fashion similar to
DISCL with respect to our political economy and legal regime variables.
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implemented this specification for completeness. These change estimations
yield few insights and are omitted for parsimony.

We verify that the factor analysis and subsequent regressions are robust
to several specifications. Specifically, we re-estimate the factors for various
perturbations and verify that, in general, the two-factor interpretation sur-
vives and all subsequent regression results are qualitatively similar under
the perturbation. In this regard, we re-estimate the transparency factors af-
ter excluding media and after substituting alternative definitions of analyst
following. The alternative analyst following definitions include the average
number of analysts following firms reported on IBES in 1995, the propor-
tion of firms listed on a country’s domestic exchange with IBES coverage
in 1995, and the natural log of these two variables. All results survive under
these perturbations.

We also try the variable NANALYST ÷ FIRMSIZE (number of analysts fol-
lowing the largest 30 companies in each country in 1996 scaled by the av-
erage market capitalization of the 30 largest firms measured at the end
of fiscal year 1996 in $US (millions); see appendix A for detailed descrip-
tions of variables and sources) to control for size-related analyst following
effects. Using this measure of analyst following, we cannot generate two dis-
tinct transparency factors. In terms of explaining this outcome, we find that
this analyst following variable is uncorrelated with DISCL (and unrelated
to the other analyst coverage variables); in contrast, our other measures of
analyst following are all highly positively correlated with DISCL. By being
unrelated to DISCL, this analyst variable potentially lacks the necessary cor-
relation structure to yield the two-factor separation. We note, however, that
our main regression results using our two transparency factors are robust to
the inclusion of FIRMSIZE as an independent variable.

Because the judicial efficiency variable we used in the main analysis ap-
plies particularly to foreign firms (see description in appendix A), we check
robustness using purely domestic measures of legal efficiency. Using the
exact procedures for resolving two specific disputes in 109 countries (evic-
tion of a residential tenant for nonpayment of rent and collection of a bad
check) Djankov et al. [2003a] construct indexes of procedural formalism
of dispute resolution and expected duration of dispute resolution in cal-
endar days, for each country. The results using these measures of legal effi-
ciency are qualitatively similar to those we report using our judicial efficiency
measure.

We acknowledge that a potential correlated omitted variable is cross-
country differences in the complexity of business firms. For example, com-
plex firms may face a demand for segment reporting whereas more simple
firms would not; therefore, our measures of transparency may vary with
complexity. Although we cannot come up with a direct measure of firm
complexity, our main results are robust to the inclusion of firm size, GNP,
and ownership structure, all of which likely capture some aspects of firm
complexity.
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It is also important to note that our method forces the factors to be or-
thogonal. We believe the use of orthogonal factors cleanly isolates the un-
derlying nature of corporate transparency factors. In particular, note that
for our orthogonal factors (see table 2), DISCL (which measures the inten-
sity of financial disclosures) loads prominently in both factors. This suggests
that financial disclosures serve an important role both in providing finan-
cial information to those outside the firm to aid in estimating the intrinsic
value of the firm and in providing governance information to outside in-
vestors to hold officers and directors accountable. Specifically, orthogonal-
ization yields factors that capitalize on the dual-use role of such information,
whereas the use of nonorthogonal factors would likely obscure this informa-
tion. Moreover, our conclusions are not an artifact of the orthogonalization
process. For example, as we report in table 7, when we perform separate
regressions using the raw measures DISCL and GOVERN (positively corre-
lated at 0.525 from table 1), DISCL is seen to be associated with both the
legal/judicial regime (marginally) and political economy, whereas GOVERN
is only associated with the legal/judicial regime. As such, the raw, individ-
ual regression results effectively confirm our factor analysis choice and the
dual-use role that DISCL plays.

Finally, interpretation of our findings is subject to several important
caveats. First, theories are incomplete concerning the supply and demand
for firm-specific information in economies. Hence, we cannot turn to the-
ory to specify the complete set of explanatory variables that should be in-
cluded in our cross-country regressions. Moreover, because various domes-
tic factors are interrelated, our regression results are likely to be affected
by omitted correlated variables. We expect that future research into the fac-
tors related to corporate transparency will be enhanced by more complete
theories and databases. Second, the explanatory variables included in our
regressions are highly correlated and measured with error, further limit-
ing the interpretation of results. Third, causal inferences are not possible.
Although it is highly unlikely that cross-country differences in corporate
transparency cause cross-country differences in political, legal, and judicial
systems, it is possible that both corporate transparency and political, legal,
and judicial systems are caused by the same omitted factors. Fourth, our
results are based on a single cross-section with a relatively small sample size,
constrained by the number of countries with available data for the model
variables.

The limitations of the cross-country design used here are well recognized
in the economics literature. Levine and Zervos [1993] conclude that stud-
ies that rely on the cross-country design can be “very useful” as long as
the reader interprets the empirical regularities as suggestive of the hypoth-
esized relations. Levine and Zervos also argue that not finding hypothe-
sized cross-country relations would cast meaningful doubt on the hypoth-
esized relations. This is the spirit in which we intend for our results to be
interpreted.
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5. Summary

We develop a framework for conceptualizing and measuring corporate
transparency at the country level. Our transparency framework is neither
complete nor fully developed. A recent body of research in economics and
finance documents a significant relation between the CIFAR index and a
variety of economic phenomena. We expect that improved measures of
corporate transparency will enable more powerful tests of the economic ef-
fects of the widespread availability of firm-specific financial and governance
information. In addition, more comprehensive measurement schemes will
facilitate research into the interactions among components of transparency,
and between components of corporate transparency and other institutions
(see Bushman and Smith [2001, 2003], Ball [2001]).

We provide new evidence of how information systems covary around the
world by presenting a correlation matrix and results using factor analysis.
Generally, our correlation matrix suggests a positive association in the qual-
ity of information systems that allegedly contribute to financial transparency.
These information systems include high-quality financial reporting, finan-
cial analysts, institutional investors, and well-developed media channels. The
exception is insider trading activities, the suppression of which is positively
related to several other information systems that contribute to financial
transparency, including the timeliness and intensity of financial disclosures,
analyst following, and information dissemination as measured by media
penetration.

Two main factors emerge from factor analysis of six individual measures
of information systems, including the timeliness, intensity, and measure-
ment of financial disclosures, and the intensity of governance disclosures,
analyst following, and per capital media penetration. The first factor, in-
terpreted as financial transparency, primarily captures the strong comove-
ment among the intensity and timeliness of financial disclosures, analyst
following, and media penetration. The second factor, interpreted as gover-
nance transparency, primarily captures the comovement among the inten-
sity of governance disclosures and the intensity and timeliness of financial
disclosures.

We also provide new evidence of why corporate transparency varies across
countries. Our main multivariate result is that governance transparency
is primarily related to the legal/judicial regime, whereas financial trans-
parency is primarily related to the political regime. Specifically, our cross-
country regressions document that governance transparency is higher in
countries with a legal/judicial regime characterized by a common law le-
gal origin and high judicial efficiency. In contrast, financial transparency
is higher in countries with low state ownership of enterprises, low state
ownership of banks, and low risk of state expropriation of firms’ wealth.
These results are robust to inclusion of various additional institutional
variables.
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We also document that governance transparency is significantly and nega-
tively related to the importance of bank financing relative to external equity
financing, consistent with a limited monitoring role for outside investors in
bank-centric settings. Finally, using the average market capitalization of the
30 largest firms in a country to proxy for firm size, we find that financial
transparency is significantly higher where firms are larger. However, we find
that governance transparency is not related to firm size.

There are two natural extensions to our analysis of how and why corporate
transparency varies. One is to extend our cross-sectional analysis to consider
intertemporal analyses. For example, Bushman, Piotroski, and Smith [2004]
examine whether the enforcement of insider trading restrictions increases
the amount of analyst activity in a country. A second natural extension is
to distinguish between mandatory and voluntary corporate reporting, and
explore how each varies with political and legal/judicial regimes.

A P P E N D I X A
Description and Source of Variables

Variable Description Source

Corporate Transparency
Corporate reporting environment

CIFAR Index created by examining and rating
companies’ 1995 annual reports on their
inclusion or omission of 90 items. These
items fall into seven categories: general
information, income statements, balance
sheets, funds flow statement, accounting
standards, stock data, and special items. A
minimum of 3 companies in each country
were studied.

International
Accounting and
Auditing Trends,
Center for Financial
Analysis and
Research (CIFAR)

DISCL Average ranking of the answers to the
following questions: A6g (R&D),
B3f (capital expenditure), Ca (subsidiaries),
Cb (segment-product),
Cc (segment-geographic), and D1
(accounting policy).

Internally constructed
from data contained
in CIFAR

GOVERN Average ranking of the answers to the
following questions: B2a (range of
shareholdings), B2b (major shareholders),
Ce (management information), Cf (list of
board members and their affiliations),
Cg (remuneration of directors and officers),
and Ch (shares owned by directors and
employees).

Internally constructed
from data contained
in CIFAR

MEASURE Average ranking of the answers to the
following questions: A3 (consolidation) and
A6p (discretionary reserves).

Internally constructed
from data contained
in CIFAR

TIME Average ranking of the answers to the
following interim reporting questions:
Ea (frequency of reports), Ed–Ef (count of
disclosed items), and Eb (consolidation of
interim reports).

Internally constructed
from data contained
in CIFAR
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A P P E N D I X A — Continued

Variable Description Source

AUDIT Variable indicating the percentage of firms in
the country audited by the Big 5 accounting
firms. AUDIT equals 1, 2, 3, or 4 if the
percentage ranges between (0, 25%), (25%,
50%), (50%, 75%), and (75%, 100%),
respectively.

International
Accounting and
Auditing Trends,
CIFAR

Private information acquisition
NANALYST Number of analysts following the largest 30

companies in each country in 1996.
Chang, Khanna, and

Palepu [2000]
IT ENF Indicator variable equal to 1 if the country

enforced insider trading laws before 1995,
0 otherwise.

Bhattacharya and
Daouk [2001]

POOL INV Average of total assets of pooled investment
schemes to GDP between 1993 and 1995.

Beck, Demirguc-Kunt,
and Levine [1999]

Dissemination of information
MEDIA Average rank of the countries’ media

development (print and television) between
1993 and 1995.

World Development
Indicators

Legal Origin
BRITISH Indicator for English common law tradition. LaPorta et al. [1998]
FRENCH Indicator for French civil law tradition. LaPorta et al. [1998]
GERMAN Indicator for German civil law tradition. LaPorta et al. [1998]
CIVILLAW Indicator variable equal to 1 if the country has

a civil law tradition (i.e., French, German, or
Scandinavian legal tradition), 0 otherwise.

LaPorta et al. [1998]

Political Suppression
AUTOCRACY A measure of the general closedness of

political institutions ranging from 0 (open)
to 10 (closed). Measured as the average
between years 1960 and 1994.

Polity III

SOE Share of country-level output supplied by
state-owned enterprises (SOE), where
countries with more SOE investment receive
higher ratings. Ratings range from 0 to 10.
Variable is the average of 1990 and 1995
share of ownership.

Economic Freedom of
the World: 2001
Annual Report

COST ENTRY A linear combination of three measures of the
cost of entry into the country’s markets. The
three measures are: (1) number of
procedures or steps with which a start-up
has to comply to obtain legal status, (2) time
it takes to become operational (in business
days), and (3) cost of becoming operational
as a share of per capita GNP. Weights for
linear combination are calculated using
principal components factor analysis.

Internally constructed
using data from
Djankov et al. [2002]

ST BANK Share of the assets of the top 10 banks in a
given country owned by the government of
that country in 1995. The percentage of
assets owned by the government in a given
bank is calculated by multiplying the share

LaPorta,
Lopez-de-Silanes,
and Shleifer [2002]
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Variable Description Source

of each shareholder in that bank by the
share the government owns in that
shareholder, then summing the resulting
shares.

Proprietary Costs
LRISK EX International Country Risk Guide’s assessment

of the risk of outright confiscation or forced
nationalization by the state. Average of April
and October of the monthly index between
1982 and 1995. Scale from 0 to 10, with
higher scores for lower risks.

LaPorta et al. [1998]

PATENT Index measuring the strength of patent rights.
Each country’s patent system is scored from
0 to 5, where higher values indicate stronger
levels of protection.

Economic Freedom of
the World: 2001
Annual Report

Contracting Demand for Information
EFF JUD Assessment of the “efficiency and integrity of

the legal environment as it affects business,
particularly foreign firms,” produced by the
country-risk rating agency Business
International Corporation. It “may be taken
to represent investors’ assessments of
conditions in the country in question.”
Average between 1980 and 1993. Scale
between 0 to 10, with lower scores equal to
lower efficiency levels.

LaPorta et al. [1998]

Country-Level Attributes
log(GNP) Log of per capital GNP in calendar year 1995. World Development

Indicators
BNK MKT Measured as the log of 1 plus the ratio of

financial-institution-related GDP to the
country’s market capitalization of equity
securities.

Beck, Demirguc-Kunt,
and Levine [1999]

ANTI RTS Measure of anti-director rights, scored from
0 to 5, with higher scores for stronger
rights.

LaPorta et al. [1998]

CLOSEHLD The average percentage of common shares
owned by the three largest shareholders in
the 10 largest nonfinancial, privately owned
domestic firms in a given country. A firm is
considered privately owned if the state is not
a known shareholder in it.

La Porta et al. [1998]

LIBERAL An indicator variable equal to 1 if the
country’s capital market liberalization date
preceded 1994, 0 otherwise.

Bekaert, Harvey, and
Lundblad [2002]

FDI Amount of foreign direct investment in
country i during calendar year 1995, scaled
by the country’s GDP.

World Development
Indicators

log(FIRMSIZE) Log of the average market capitalization of the
30 largest firms measured at the end of
fiscal year 1996 in $US (millions).

Chang, Khanna, and
Palepu [2000]
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A P P E N D I X B
Measures of Corporate Transparency

Panel A: Measures of financial reporting and transparency factors
Country CIFAR FACTOR1 FACTOR2 DISCL GOVERN MEASURE

Argentina 68 0.217 −0.604 70.65 68.12 100.00
Australia 80 0.355 1.080 100.00 93.84 100.00
Austria 62 −0.110 −0.078 70.29 78.99 68.48
Belgium 68 0.497 −0.067 92.75 76.45 39.13
Brazil 56 0.098 −0.869 57.25 65.94 100.00
Canada 75 1.171 −0.571 100.00 65.58 76.09
Chile 78 −0.085 0.210 92.75 76.45 100.00
Colombia 58 −1.205 −1.338 14.49 65.58 22.83
Denmark 75 0.475 −0.082 86.96 76.81 68.48
Finland 83 0.557 0.752 100.00 89.49 68.48
France 78 1.265 −0.628 100.00 65.58 70.65
Germany 67 1.617 −0.383 100.00 72.83 39.13
Greece 61 −0.874 −1.021 44.57 65.58 100.00
Hong Kong 73 0.663 0.568 79.71 91.30 100.00
India 61 −0.640 0.039 79.35 76.45 54.35
Ireland 81 −0.179 1.046 100.00 91.67 100.00
Israel 74 0.093 −0.399 100.00 65.58 76.09
Italy 66 1.157 −0.582 100.00 65.58 68.48
Japan 71 0.684 0.355 100.00 82.61 36.13
Kenya . −1.533 0.149 79.71 76.45 23.91
Korea 68 −0.493 −0.252 65.22 77.90 39.13
Luxembourg . −0.511 0.937 55.43 65.58 51.09
Malaysia 79 0.234 1.241 100.00 96.74 100.00
Mexico 71 0.386 −0.808 68.12 65.58 100.00
Netherlands 74 1.342 0.380 100.00 85.87 46.74
Nigeria 70 −1.709 0.503 71.01 84.06 68.48
New Zealand 80 −0.028 1.160 100.00 94.57 100.00
Norway 75 0.279 0.553 76.45 90.22 68.48
Pakistan 73 −1.393 0.894 68.48 92.75 46.74
Peru . −0.644 −0.837 53.99 65.58 54.35
Philippines 64 −0.122 −0.616 80.07 65.58 23.91
Portugal 56 −0.260 −0.338 81.16 70.29 70.65
Singapore 79 0.459 1.336 100.00 100.00 100.00
South Africa 79 −0.407 1.131 88.41 94.20 100.00
Spain 72 0.877 0.154 92.75 79.71 100.00
Sri Lanka 74 −1.361 1.120 63.41 97.83 46.74
Sweden 83 0.801 1.062 100.00 96.74 39.13
Switzerland 80 0.814 0.558 100.00 86.96 68.48
Taiwan 58 . . 59.78 69.93 46.74
Thailand 66 −0.362 −0.815 51.07 68.12 23.91
Turkey 58 −0.789 −0.779 59.06 67.03 68.48
United Kingdom 85 0.754 1.029 100.00 94.57 100.00
United States 76 1.590 −0.341 87.32 75.72 46.74
Uruguay . −0.810 −2.868 33.33 33.33 100.00
Venezuela . −1.377 −0.812 36.23 69.57 100.00
Zimbabwe 72 −1.493 0.705 66.67 87.68 100.00
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A P P E N D I X B — Continued
Measures of Corporate Transparency

Panel B: Measures of timeliness, Credibility, private in formation collection, and media
Country TIME AUDIT ANALYST IT ENF POOLINV MEDIA

Argentina 91.30 . 12.73 1 . 68.29
Australia 89.13 4 12.30 0 0.103 89.25
Austria 68.12 3 8.63 0 0.109 87.53
Belgium 63.04 3 15.33 1 0.059 86.73
Brazil 86.96 3 16.10 1 0.184 56.14
Canada 99.28 4 16.90 1 . 93.37
Chile 94.20 4 5.53 0 0.069 62.46
Colombia 62.32 3 3.31 0 . 58.13
Denmark 73.91 4 12.87 0 0.033 95.52
Finland 78.99 4 14.90 1 0.013 94.82
France 78.26 3 23.20 1 0.371 86.14
Germany 68.12 4 32.40 1 0.135 90.99
Greece 17.39 1 6.10 0 0.047 72.07
Hong Kong 69.57 4 25.00 1 . 87.44
India 45.65 1 11.90 0 0.072 29.51
Ireland 69.57 4 5.43 0 0.262 83.34
Israel 66.67 2 3.19 1 0.123 82.47
Italy 86.96 4 21.57 0 0.072 78.98
Japan 86.23 4 14.87 1 . 91.79
Kenya 17.39 . 0.00 0 . 23.05
Korea 17.39 3 9.90 1 . 83.50
Luxembourg 60.87 4 0.00 0 . 92.43
Malaysia 65.22 3 19.90 0 . 63.83
Mexico 84.78 3 18.53 0 . 59.95
Netherlands 78.26 4 29.53 1 0.156 92.00
New Zealand 68.12 4 8.87 0 . 85.67
Nigeria 17.39 3 0.00 0 . 27.29
Norway 94.20 4 12.83 1 0.038 95.31
Pakistan 51.45 2 3.40 0 . 32.47
Peru 71.74 . 8.10 1 . 40.33
Philippines 75.36 1 10.87 0 . 44.26
Portugal 62.32 3 5.33 0 0.101 70.59
Singapore 63.77 4 20.90 1 . 83.72
South Africa 86.96 4 7.40 0 0.035 59.56
Spain 89.13 4 22.73 0 0.163 75.31
Sri Lanka 73.91 . 2.40 0 . 37.86
Sweden 86.23 4 20.60 1 0.097 95.47
Switzerland 73.91 3 19.97 1 0.155 93.78
Taiwan 17.39 2 6.80 1 . .

Thailand 89.13 3 9.77 1 . 52.26
Turkey 17.39 1 7.97 0 . 58.55
United Kingdom 86.96 4 20.10 1 0.126 90.81
United States 97.83 4 30.23 1 0.225 96.72
Uruguay 17.39 4 0.00 0 . 71.83
Venezuela 17.39 3 1.67 0 0.067 62.64
Zimbabwe 60.87 4 0.00 0 . 28.71
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