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Preface

‘Transparency’ has become a catchword in the European growth debate.
However, transparency as a concept is multidimensional as well as multifunc-
tional. In the debate, the concept is used without much clarity about what dimen-
sion is used and what function it is supposed to play. Hence, the debate as such
could be said to lack in transparency. Moreover, the long and winding road that
supposedly binds together improved transparency in Europe and increased eco-
nomic growth in the region has never been mapped out in a coherent way. The
reason for this is simply the fact that the causal chain from transparency to growth
needs to be discussed in a comprehensive, interdisciplinary way, incorporating
different research areas and traditions — from accounting to economics and polit-
ical science.

The interdisciplinary approach required for a proper analysis of the multifac-
eted concept of transparency makes most traditional scientific journals less well
fitted as outlets for the results of such an analysis. This motivates why the results
are here presented in the form of a book. The process behind the book was simi-
lar to that behind refereed journals. Following presentation of the main ideas of the
project along the lines now appearing in Chapter 1, a number of research teams
were invited to contribute and to address different aspects of transparency in a
European economic growth perspective. First, drafts were delivered to a workshop
held at Trolleholm Castle in the south of Sweden in February 2005. Each contri-
bution was refereed by three referees; two of the other contributors to the book and
by me, and then discussed at a seminar during the three-day meeting where the
appointed referees acted as discussants. A second draft of each chapter was dis-
cussed at the annual European integration conference of the Swedish Network for
European Studies in Economics and Business (SNEE) in Mölle in May 2005. Also
on this occasion, each contribution had an appointed discussant. A third draft was
then delivered to me by the end of August 2005 for final editing.

My greatest gratitude now goes to all those who have contributed different chap-
ters and participated in the Trolleholm workshop and the Mölle conference. I am
grateful for their efforts and their open and constructive attitudes in working with
their own chapters, but also in reading and commenting on the other contributions.

Preface.qxd  3/6/06  7:26 PM  Page xv

xv



I am also most thankful to SNEE for providing necessary support, particularly
for the three-day workshop at Trolleholm. SNEE’s support made it possible to
bring together scholars from different countries and to develop this network of
colleagues doing research on European transparency issues.

Finally, I want to express my thanks to Jens Forssbæck for valuable input and
help with the editorial work and to Hannah Collett, Elsevier Oxford, for her very
professional assistance in getting this project off the ground.

Lars Oxelheim
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Outline of the book

The purpose of this book is to explore transparency in Europe in three main areas:
in economic policy, in the corporate sector, and in the institutional and regulatory
structures surrounding the markets. These three different areas are obviously not
independent of each other — on the contrary there is a complex interplay between
the three. What constitutes feasible or appropriate economic policies is depend-
ent on both corporate behavior and the existing institutional framework. Business
decisions rely both on present and likely future economic policies and on the
incentives given by the institutions in place. Institutions and regulatory structures,
finally, are products of the past and present policies and corporate structures.

The book addresses transparency as a condition for economic growth in gen-
eral, with emphasis on the significance of transparency for finance and investment
decisions. The underlying basic idea is that increased transparency increases the
efficiency of resource allocation, thus raises the level of potential growth. In the
context of European integration, increased transparency is possibly achieved by
the dynamic of the integration process itself, but at the institutional and policy
levels, it must be achieved by a combination of harmonization and policy com-
petition and regulatory arbitrage. This line of reasoning implies a basic cost-of-
capital framework of analysis, and a focus on the supply side of the economy,
while relatively less attention will be paid in this book to the demand side (such
as cross-national differences in consumer tastes and behavior). The focus on
Europe is important because of the particular significance of transparency in the
process of integration between different (national/regional) corporate and institu-
tional structures.

The complex interaction between the three main levels of transparency (cor-
porate, institutional and policy) and the cross-border dimension added through
the focus on European integration gives rise to a multitude of possible concrete
research questions, of which a single volume only can address a few. We here
summarize the contributions to the present volume chapterwise.

In Chapter 1, a conceptual framework for the multidimensional analysis of
transparency is outlined. Forssbæck and Oxelheim start out by summarizing
findings about the link from savings over capital allocation and real investment to
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economic growth. They proceed to discuss the elements of transparency, nail down
five important dimensions of this concept and determine the position of these
dimensions of transparency in the chain between savings and growth. They go on
to discuss consequences of deviation from ‘optimal transparency’ in terms of a risk
premium charged by agents exposed to missing pieces of information. Hence, the
working hypothesis for the book generated in this chapter is that the suboptimal
transparency feeds into a risk premium that increases the cost of capital and ulti-
mately has a negative effect on real investment and economic growth. The chap-
ter provides an example to illustrate the causal chain: transparency ⇑ → risk
premium ⇓ → cost of capital ⇓ → real investment ⇑ → economic growth ⇑.

Iain Begg focuses in Chapter 2 on a vital dimension of transparency intimately
linked to economic policy: central bank transparency. He emphasizes that in the
mid-2000s most central banks regard transparency as an important part of their
toolkit for the conduct of monetary policy, because they recognize that what the
central bank says, as well as what it does, can affect expectations and the trans-
mission mechanism, with implications for the yield curve. The chapter explores
the reasons for transparency and the different forms it takes in central banking,
and how the use of communication can affect the cost of capital. It examines the
approach to transparency of the European Central Bank and compares it with
other central banks, then considers whether that approach is well conceived.

In Chapter 3 Philippe Gugler discusses the role of transparent competition
policies. He analyzes the effect of transparency in competition policy enforce-
ment upon the efficiency of firms. The first part discusses the role of transparency
on the effectiveness of the competition agency as well as on the protection, the
re-establishment and the promotion of competition. The second part examines
this issue within the EU with respect to its new competition policy regime,
which entered into force on May 1, 2004: the Regulation 1/2003 as well as the
new EC merger control regulation (ECMR). The third part focuses on the inter-
national dimension of competition policy transparency, concentrating on multi-
jurisdictional mergers.

Thomas Brewer and Sarianna Lundan, in Chapter 4, examine the impact of the
EU’s environmental policy on firms at three related levels: the supranational/
regional level, the national level and the local level. At each policy level, they
identify the sources of uncertainty, the available means to mitigate the uncer-
tainty, and the role of corporate and regulatory transparency in meeting the
policy goals, as well as in influencing the economic cost. They also distinguish
between procedural and substantive transparency in connection with investment
uncertainty that results from a lack of transparency. In an era that favors market-
based implementation of regulations over command-and-control systems, the par-
ticipation of large firms in the policy process is indispensable, and they stress that

xviii Outline of the book
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the issues of uncertainty and transparency are central to determining the firms’
level of participation.

The lack of transparency in EU countries’ education policies is the topic of
Chapter 5. Erik Mellander and Christina Håkanson emphasize human capital as a
crucial driver of economic growth. This makes transparency with respect to the
EU human capital policy a vital issue. They distinguish between two aspects on
policy transparency. The first concerns the formulation of the human capital pol-
icy, as expressed by the objectives regarding education and training that have
been agreed upon within the Lisbon strategy. Here, transparency means that the
policy is consistent and well defined. The second aspect concerns the implemen-
tation of this policy, by individual member states. Transparency with respect to
implementation can differ substantially across states, due to the fact that the EU
human capital policy is governed by the open method of coordination (OMC). In
their empirical analysis, they first consider whether supplementing traditional
“best-practice” objectives by objectives in the form of lower bounds on achieve-
ment can increase transparency. Secondly, they suggest a method for measuring
transparency with respect to overall performance. To assess the practical impor-
tance of these two issues, they construct quantitative indicators for all of the
objectives of the EU human capital policy. They find that for only one third of the
25 member states transparency is high with respect to overall performance. In
contrast, for two-thirds of the member states, rankings will be very unstable. This
sensitivity is due to uneven performance across targets. Moreover, they conclude
that the use of lower bounds objectives has not had the desired effect. On the con-
trary, less transparency has resulted; due to the impossibility to impose sanctions
on non-compliers under the OMC, the additional objectives have increased the
room for maneuvering, instead of reducing it.

The design of the bankruptcy code determines the magnitude of different costs
imposed on financially distressed firms and the transparency of the restructuring
procedure to debt holders. In Chapter 6, Karin Thornburn analyzes how both these
dimensions spill over to the cost of capital and further into investment in accor-
dance with the causal chain outlined in Chapter 1. The costs include direct costs
for formal proceedings, and inefficiencies caused by suboptimal allocation of
assets and distorted investment incentives prior to filing. The chapter characterizes
the bankruptcy regimes in the UK, France, Germany and Sweden. The creditor-
friendly systems in the UK and Sweden have been warned to force asset sales at
depressed prices and induce managers to delay filing while engaging in value-
destroying risk-shifting activities. The French code, on the other hand, eliminates
creditor influence over a reorganization procedure aimed at preserving employ-
ment opportunities. In Germany, firms have a three-month window to reorganize.
Extant empirical evidence suggests that the Swedish auction system and the UK

Outline of the book xix
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contract-based system have relatively low costs. The French and German systems,
on the other hand, fail to successfully reorganize distressed firms and are much less
transparent. This raises concerns with current reform efforts aimed at strengthen-
ing the reorganization provisions in European countries.

Since 2001 the regulatory framework for financial services has been funda-
mentally re-drawn at the EU level. In Chapter 7, Jean-Pierre Casey focuses on how
one of the central pillars of economic governance, namely, transparency, can con-
tribute to higher rates of economic growth in Europe by fostering better gover-
nance of the financial sector EU-wide and a smoother functioning of the internal
market for financial services within the new regulatory structure. He emphasizes
that transparency in the transposition of EU laws by national legislatures as well as
in the exercise of discretion by national supervisory authorities in their oversight of
banks, investment firms and insurance firms, is critical in a regulatory–supervisory
framework as complicated, and relying so heavily on decentralized implementa-
tion and enforcement, as that of the EU. How transparent these processes are ren-
dered will very likely affect the degree to which rules underpinning the internal
market are uniform, and to what extent EU member states play by the rules.

The financial dimension is also the focus of Chapter 8. In this chapter, Apanard
Angkinand and Clas Wihlborg focus on insolvency procedures and market disci-
pline in European banking. They argue that market discipline in banking requires
that explicit and implicit insurance schemes for financial sector firms are limited,
and that the lack of insurance of important stakeholders is credible. This credibil-
ity cannot be achieved without transparent, predictable procedures for distress res-
olution for banks, including explicit rules for the liquidation of insolvent banks.
They find that very few European countries have explicit procedures for dealing
with problem banks. The propositions tested in Chapter 8 are that the credibility
of non-insurance in European banking depends strongly on (1) the degree of cov-
erage of deposit insurance schemes and (2) on the existence of enforceable rules
that enhance the credibility of non-insurance of groups of stakeholders. The proxy
used for credibility of non-insurance in Europe is the probability of banking crisis.
Finding a U-shaped relation between the probability of banking crisis and the cov-
erage of explicit deposit insurance they derive the degree of coverage that mini-
mizes the probability of crisis in Western and Eastern Europe.

Recent research documents that better legal institutions are associated with
broader equity markets. In Chapter 9, Davide Lombardo and Marco Pagano dis-
cuss how the legal system can affect the cost of capital for firms, and hence their
real investment behavior. They ask if differences in institutions can explain cross-
country differentials in expected returns? They present a model in which legal
variables affect both the demand for, and the supply of, equity and show that if
international markets are integrated, the correlation between institutional quality
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and equilibrium returns should be zero or negative. Empirically, they document
instead a robust positive correlation. These findings are consistent with the joint
hypothesis that equity markets are segmented and that the law affects equilibrium
returns mainly via its effects on the supply of equity.

In Chapter 10, Magnus Bild and Walter Schuster discuss corporate trans-
parency from an accounting perspective. They analyze the consequences for cor-
porate transparency of the European adoption of International Financial
Reporting Standards (IFRSs), considering the effects both in terms of an individ-
ual standard and in terms of the whole set of IFRSs. Looking at the standard on
business combinations, they find no empirical evidence of reduced transparency.
Analyzing the standard’s effects on net income and relating these to the financial
outcomes of takeovers, Bild and Schuster see a risk of negative consequences on
resource allocation. Looking at the whole set of IFRSs, and considering the
processes of preparation and use of accounting information, they argue that it is
not clear that transparency will increase.

Chapter 11 investigates how the Sarbanes-Oxley Act (SOX) impacted corpo-
rate transparency in the statutory risk disclosure of European private issuers listed
in the United States. Söhnke Bartram, Georg Stadtmann and Markus Wissmann
examine in this chapter whether SOX is complementary to and consistent with the
existing national standards that foreign issuers have to comply with in addition to
SOX. Furthermore, they elaborate on the perceived cost and benefits of the Act
for cross-listed companies. Since the introduction of SOX, a significant decrease
in the share of foreign companies in new listings, as well as discussions by a sub-
stantial number of companies and lobbying institutions about the conditions for a
delisting/deregistration, indicate a decline in the attractiveness of the US capital
markets due to the new regulation. In support of this conjecture, results from a
questionnaire-based survey suggest that the introduction of the SOX made the US
financial market less attractive to currently cross-listed European companies as
well as potential new European issuers.

Controlling for relevant firm, industry and national variables, Chapter 12 docu-
ments the impact of disclosure standards on corporate capital structures in 14
European countries. Raj Aggarwal and NyoNyo Aung Kyaw report in this chapter
that transparency that reduces owner–manager agency costs, such as higher levels of
accounting disclosures, better financial governance, audit intensity and enforcement
of anti-insider trading laws, are all negatively associated with corporate debt levels.
In contrast, transparency that helps creditors control operating risks (and wealth
transfers from creditors to owners), such as disclosure timeliness, institutional trad-
ing and media coverage, are positively associated with corporate debt levels.

In Chapter 13, Amjad Hadjikhani and Pervez Ghauri focus on the link between
transparency and the influence by particular economic interests over political
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decision-making. In particular they discuss transparency issues related to the
interaction between multinational enterprises (MNEs) and the European Union
(EU). Using network theory, the chapter develops a theoretical view and aims to
augment knowledge on firms’ political activities. This is done through studying
lobbying activities of MNEs that are directed toward influencing decision-making
in the EU. This has become connected to two fundamental variables, namely
commitment and knowledge. The chapter divides the MNEs’ networking activi-
ties into the two interconnected business and political markets. Firms’ lobbying
activities in the political market are introduced as an essential part, which subsi-
dizes the business market and improves the firm’s market position. The empirical
part contains a study of these two types of activities of four Swedish MNEs in the
EU market. The authors try to understand how these firms manage their political
relationships with politicians in the EU and whether they are able to influence
political decisions. The outcome of the analysis reveals that MNEs proactively try
to influence these decisions before they are made in the European market.

Finally, in Chapter 14, Andrew Delios, Ram Mudambi and Pietro Navarra dis-
cuss corruption as a special dimension of lack of transparency. Prior research has
pointed to both positive and negative influences of levels of corruption on levels
of foreign direct investment (FDI) inflows. It has been argued that corruption can
be an efficient response to a slow and cumbersome bureaucracy. On the other
hand, corruption increases the uncertainty associated with an investment oppor-
tunity, which raises the cost of capital. The authors investigate this question in the
context of FDI into Europe. They find that both aggregate world FDI inflows as
well as subsidiary establishments by Japanese firms were not sensitive to the level
of corruption in a European economy. Instead, the level of government
effectiveness was the element of the institutional environment most closely tied
to FDI inflows. Thus, the influence of corruption on FDI inflows needs to be con-
sidered in the broader context of a nation’s institutions.
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Chapter 1

Transparency, Capital Formation,
and Economic Growth

Jens Forssbæck and Lars Oxelheim

1.1 Introduction

‘Transparency’ has become something of a buzzword in the economic-political
debate in recent years. The reasons are manifold, but a series of ‘big events’ and
broad trends have been instrumental in bringing the role of transparency in busi-
ness, economics, and politics to the fore.

In the business world, a series of corporate scandals has spawned interest in
and attention to corporate governance, conflicts of interest between different
stakeholder groups in the firm, and the importance of corporate financial trans-
parency. These events have manifested themselves, e.g., in the invocation of new
corporate governance codes, disclosure rules for publicly traded firms, or similar
regulation, in many countries — notably the Sarbanes-Oxley Act (SOX) in the US
and the EU’s Transparency Directive. In many ways, the starting signal was the
series of financial crises in emerging market economies in the mid-1990s — not
least the Asian financial crises in 1997–1998, which to many commentators were
significantly consequences of opaque corporate structures, weak institutions, and
resulting moral hazard problems (see, e.g., the Economist, 1998a, 2001a). More
recent still was the unraveling, seemingly, of case after case of fraudulent mis-
management of large corporations both stateside and in continental Europe
(Enron, Tyco, WorldCom, Parmalat, Ahold, etc.).

In the macroeconomic policy debate, a more or less universal trend toward more
rule-based stabilization policies has incited a wide concern with the transparency of
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economic policy, and of the institutions that execute it. The concern has been raised
both from the point of view of the efficiency of policy, and from that of democratic
accountability. In particular, the debate has been motivated by the increased pre-
valence, globally, of politically independent central banks, conducting monetary
policy ‘apolitically’ in accordance with some pre-specified rule or target, and their
increased inclination and need to effectively signal their policy stance through more
or less elaborate communication strategies (see, e.g., the Economist, 1999, 2003;
Dow, Klaes, & Montagnoli, 2005). However, the debate has also included fiscal
policy rules (see Kopits & Symansky, 1998). Transparency has also been empha-
sized as a driver of growth in the EU’s Lisbon process with its use of benchmarks.

In politics and regulatory affairs, more generally, increasingly international-
ized economies have resulted in a correspondingly increased role of multilevel,
supranational governance, which in turn, has put the search light on traditional
inter-governmental decision processes based on the strict sovereignty of nation
states, and raised calls for more transparency and accountability. Part of the crit-
icism raised against multilateral bodies, such as the IMF and the WTO, also rests
on such perceived lack of transparency and legitimacy of the decision processes —
points which have resounded well beyond the crowds of Seattle, Genova, Göteborg,
or Hong Kong (see, e.g., the Economist, 1998b). The same issues have been
raised against the EU.

Another broad set of reasons for the increasing interest in transparency has to
do with the transparency of the markets for goods and services, and two ‘events’
have triggered the interest: the emergence of ‘the new economy,’ the ‘information
society,’ and of e-commerce toward the late 1990s, and the launch of stage 3 of
the EMU in 1999. Both events were expected to do much the same thing: increase
price transparency, thereby boosting competition and greatly enhancing the effi-
ciency of exchange, both at the retail and at the intermediary levels (see, e.g., the
Cecchini Report, 1988; the Economist, 1998c, 2001b, c, 2004).

It is not immediately clear from these various but related debates what exactly
transparency means. It is something mostly good — that is clear — and has to do
with openness, information (accessibility), communication, etc. The take on ‘trans-
parency’ from the perspective of economics research similarly feeds on different,
but related, sources and research traditions. Also within political science there is an
interest in transparency — primarily from the point of view of democratic account-
ability (see, e.g., Keohane & Nye, 2000, 2001), but that is a perspective which we
shall not pursue here; instead, the focus of interest will be the analysis of effects of
transparency on economic growth.

The use of the word ‘transparency’ in economic research has gained momen-
tum during the last two decades. It is tempting to relate this phenomenon to the
spectacular development of information technologies in the same period. One
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way to illustrate the prominent role ‘transparency’ has received is to search for the
word in the abstracts of the National Bureau of Economic Research (NBER) work-
ing papers (WPs). Such a search yields two main conclusions:

1) It is a recent thing to be interested in transparency. Out of the 32 papers fea-
turing the word ‘transparency’ in the abstract, 23 were issued in 2000 or later
(for the total number of WPs, the corresponding share is about 35%); 31 were
written in 1995 or later; there is no observation before 1993 (whereas the very
first NBER WP was issued in 1973).

2) The search confirms the diversity of ‘takes’ on transparency in the research.
Out of the 54 observations on research area (several papers indicate more than
one), 31% is in monetary economics, 24% in international finance, 15% in
general macroeconomics and economic growth, 11% in corporate finance, and
the remainder scattered between public economics, international trade, asset
pricing, and labor economics.

Any theory that incorporates the idea of asymmetrically distributed information
between different economic agents implicitly makes an assumption about trans-
parency, and is potentially affected by altered assumptions about it. The concept of
agency costs in firms seeking financing, the idea of the central bank signaling its
intentions, the perceived need for checks and balances in politics in order to avoid
corruption, etc. are all based on the notion that rational, self-interested individuals —
when equipped with information that others do not have — will make economic
decisions that result in inefficiencies, market failures, or at the very least outcomes
that are different (and typically ‘worse’) as compared to the full-information
Arrow – Debreu world.

The purpose of this chapter is to present a conceptual framework which attempts
to unify the main ‘takes’ on transparency extant in the literature and their link
through the economy’s capital formation process, and thereby through the invest-
ment channel of economic growth. The conceptual framework identifies the main
actors and their points of information exchange, and boils down to a cost of capital/
exchange efficiency approach to ‘transparency.’ This perspective on transparency
also allows a discussion of the costs and gains of transparency, thereby introduc-
ing the possibility of discussing the link between maximum efficiency and optimal
transparency.

The chapter is organized in the following way. In Section 1.2, we review the
literature and suggest a framework for analyzing the link between transparency
and economic growth. In Section 1.3, we discuss transparency in an EU context,
whereas in Section 1.4, we elaborate on the existence of ‘optimal’ transparency.
An example of the link between transparency and economic growth is outlined in
Section 1.5. Section 1.6 concludes the chapter.

Transparency, Capital Formation, and Economic Growth 3
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1.2 Growth, Capital, and Transparency: Main Insights 
from the Literature and a Framework

This section begins with a short recap of main ‘traditions’ within the literature on
economic growth. The review results in the conclusion that human and tangible
capital accumulation, as the result of deliberate investment decisions, is a robust
source of long-run economic growth, whether neoclassical, endogenous, or insti-
tutional views of growth are used. We go on to explore the role of transparency
at different levels for investment activity. We incorporate such factors as corpo-
rate financial transparency, legal factors, and political risk into our conceptual
framework.

1.2.1 Theories of Growth and Investment

Roughly, three main strands of literature on economic growth can be identified: the
neoclassical; endogenous, or ‘new growth’ theory; and the institutional school. In
terms of chronology, we might (still roughly) say that endogenous growth theory
picks up where the neoclassical tradition leaves off, and the institutional view runs
parallel to these two. It is not our purpose here to discuss these approaches to eco-
nomic growth and their differences in any more detail than necessary to establish
some common ground and to understand the role of investment for economic
growth (for a very good overview of neoclassical and endogenous growth theory,
see Mankiw, 1995; Matthews, 1986, similarly provides one for institutional eco-
nomics as applied to economic growth). The conceptual framework we present in
the following is essentially compatible with any of these approaches with the pos-
sible exception of the neoclassical assumption of exogenous technological change.

The neoclassical tradition is usually traced back to Solow (1956). The theory
is built around a basic production function of capital and labor, and emphasizes
the role of (physical) capital accumulation for long-run economic development.
Its large impact depended on a combination of simplicity, richness of predictions,
and the close correspondence of those predictions with actual growth patterns in
the United States during a period of time.

The theory has some problems, however. First and foremost of these, perhaps —
for the purpose at hand, but also from an epistemological and normative point of
view — is its determinism. The economy approaches the steady state regardless of
initial conditions and of economic activities; all interesting economic outcomes
(such as the steady-state income level, capital accumulation rate, and growth rate)
are ultimately exogenously determined; in particular, the sustainable growth rate of
per capita income is determined only by the exogenously given rate of technologi-
cal change; and so on. The questions of what drives growth and what we can do to
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stimulate growth are answered by a question mark and a ‘nothing,’ to put it harshly.
Another problem is the model’s ‘out-of-sample’ performance — i.e., its inability to
reasonably predict or explain cross-sectional variations in, e.g., income levels or
returns on capital, particularly differences between rich and poor countries.

Later versions of the neoclassical model (see, e.g., Lucas, 1988) largely come
to terms with these empirical problems, significatively by expanding the definition
of ‘capital’ to incorporate also human capital and ‘capital accumulation’ to include
investments in human capital (schooling, on the job training, etc.). Endogenous, or
‘new growth’ theory, attributable primarily to Romer (1986, 1990), equally places
much more emphasis than Solow-type models on the expansion of knowledge
as a source of growth, but — more significantly still — drops the assumption of
exogenous technological change (hence endogenous growth), and tones down the
more ‘fatalistic’ features of the neoclassical model (in particular the idea of con-
vergence toward the steady state). The upshot is that economic growth is driven
primarily by technological improvements resulting from conscious investments in
knowledge, that such investments do not exhibit diminishing returns, and that —
as a consequence — the model is better able to explain persistence in income
differences across countries and over time (because there is no ‘automatic’ incen-
tive to transfer capital from rich to poor countries).

The role of institutions for long-run economic performance can easily be traced
back to Joseph Schumpeter, and possibly further, but is in its modern incarnation
often associated with North (1990), among others. The more precise role of insti-
tutions in the ‘mechanics’ of growth, however, is not entirely clear — largely
because of the differing methodological traditions of this school of thought. In the-
ory, the strongest argument for inferring institutions as a factor for economic
growth is to say that institutions, while necessary for economic exchange in vari-
ous forms, can exhibit varying degrees of efficiency. Less efficient institutions cor-
respond to higher transaction costs, and so are a burden on the gains of exchange.
Institutional improvements and innovations will then raise the efficiency of eco-
nomic interaction between agents, and so increase growth. Matthews (1986)
makes the rather compelling analogy of institutional change with technological
change as sources of growth: transaction costs and production costs are two pieces
of a pie — both inescapable realities of economic activity — and innovations that
decrease either type of cost for a given level of output are innovations with poten-
tial to raise the growth rate. We may then work our way from new legislation down
to organizational changes within individual firms as ‘institutional’ sources of
growth.

While theory thus emphasizes the dynamic aspect of institutions, the empirical
literature typically makes indirect inferences about the effects of institutional
improvements through cross-sectional studies of the ‘level’ of institutions and their
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association with average growth rates and/or income levels (with some success;
see, e.g., Barro, 1991, 1997; Rodrik, Subramanian, & Trebbi, 2004). The most
probable reason for this is the difficulty of operationalizing institutional change.
The porous nature of the concept of institutions also presents problems when it
comes to taking theory to the data. With regard to the role of institutions for eco-
nomic growth we may then summarize with the conclusion that there seems to be
a consensus that institutions do matter, but uncertainty about exactly which insti-
tutions matter, and how.

The three main approaches to economic growth are not entirely distinct; for
example, as observed by Mankiw (1995), endogenous growth theory can in some
ways be seen as a ‘limiting case’ of the basic neoclassical model; Solow charac-
terizes his model as a ‘tightrope’ model of economic development whose general
layout purposely ignores some certain well-known facts of life which can be
interpreted as effects of institutions (for instance, labor market rigidities); all three
approaches are to some extent historically conditioned; etc.

In more empirically or practically oriented applications, the three approaches
often more or less mesh together. For instance, the World Economic Forum, in
their Growth Competitiveness Index (see Blanke, Paua, & Sala-i-Martin, 2003),
identify as the ‘key underpinnings’ of growth the following three factors: the sta-
bility of the macroeconomic environment, the quality of institutions, and improve-
ments in technology, where the former two are subject to diminishing returns
whereas the third is not, suggesting this latter factor as the key one for developed
countries with stable macroeconomic policies and high-quality institutions, such
as the (Western) European economies. There are, however, interactions between
these key determinants of growth rather than strict additivity, according to this
view.

The assumed interactivity between these factors, the assumed diminishing
returns to improving ‘institutions’ (we will, from now on frequently talk of ‘insti-
tutions’ in a broad sense which encapsulates the macroeconomic policy environ-
ment), and the empirical complications with dynamic institutions, suggest to us
that rather than viewing institutions as a fundamental source of economic growth,
one might more appropriately — at least for the time being — keep viewing them
as an exogenous factor. Institutions are the ‘rules of the game’ (a turn of phrase
frequently made use of by institutionalists, including North, 1990 and Frey, 1990)
or else the organizational structure of the economy — from firms to governments
and bureaucracies (definitions are from Frey, 1990) — and may be one factor
influencing the outcome of economic activity, but ever so efficient institutions
will not propel growth if there is no economic activity (i.e., if there is no ‘game’
under the rules).

6 Jens Forssbœck and Lars Oxelheim

Ch001.qxd  3/16/06  2:53 PM  Page 6



If this premise is accepted, then the significant insight from this (admittedly
overly cursory) review of the growth literature, is that the main engine of growth
is technological change resulting from ‘intentional actions taken by people who
respond to market incentives’ (Romer, 1990, p. 72) — in other words, growth is
driven by rational (human and/or physical capital) investment decisions by private
agents who are motivated by expected profits. The outcome of these decisions,
as — indeed — the decisions themselves, may be influenced by the institutional
environment in which they were made (Oxelheim, 1996), but the growth engine is
a result of the investment activity as such. Below, we will conceptualize this issue
in a simple framework.

1.2.2 Framework for Analyzing the Link between 
Transparency and Growth

Let us assume a production function of a basic and unspecified form, Y � F(K, L),
where Y denotes production, L labor, and K the stock of physical and human cap-
ital (including knowledge more generally). We can then write the rate of human
and physical capital accumulation at a moment in time as K

.
. Suppose this rate is

‘fundamentally’ driven by the function G on a set of variables, X. The outcome of
G on K

.
is further influenced by the institutional environment (broadly construed,

e.g., including the macroeconomic policy mix), described by H. The basic expres-
sion K

.
� H (G(X)) then describes the capital formation process.1

A simple way to characterize the efficiency of the capital formation process
is to add to this function a random term, ε, let us say, with positive (structural
over-investment), negative (structural under-investment) or zero mean, which
describes what share of aggregate productive investment is not determined by
rational economic decisions (i.e., aggregate deviation from the optimal level
of investment given X ). Its first and second moments can be interpreted as
different measures of the (in)efficiency of the capital formation process. We
have

K
.
� H (G(X ) � ε) (1.1)

i.e., institutions may influence capital formation efficiency as well, but not all such
inefficiencies are attributable to institutions: underdeveloped capital markets, for

Transparency, Capital Formation, and Economic Growth 7

1If we believe that institutions have no essential effect, as in the ‘hardline’ neoclassical case, then H
is trivial, for example, H (�) � 1 � (�); in other words, this unspecified mapping can harbor any theory
of economic growth we might subscribe to.
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instance — which can, in turn, be a consequence of poor institutions — may also
have a detrimental effect on the efficiency of this process (as in, e.g., Wurgler,
2000; see further below).

From this simple basic framework, we get two main possible channels through
which ‘transparency’ can affect productive investment K

.
, and thereby economic

growth: at the level of institutions (again, we talk of ‘institutions’ in a broad sense
here, including macroeconomic policies affecting business decisions), captured
by H; and at the level where investment decisions are being made — which ulti-
mately boils down to the level of corporations and the markets where they raise
funding for their investment projects — captured by ε.

To make things a little more concrete, we refer to Figure 1.1. It describes the
main steps of the mechanism through which income not consumed (i.e., savings)
is channeled through the financial system to the investments that foment eco-
nomic growth. It also identifies the main actors in this process and their points of
information exchange, where arrows in the uppermost part of the figure signify
the level at which corporate-level transparency enters the equation (through ε),
arrows in the lower part of the figure signify the level at which the institutional
level of transparency enters the equation (through H), and the arrow linking these
two levels signifies the interaction between the corporate and institutional levels
(the effect of H on ε).

8 Jens Forssbœck and Lars Oxelheim
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Figure 1.1: Transparency in the capital formation process.
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1.2.3 Corporate- and Market-Level Transparency/Efficiency 
of Capital Allocation

There is reason to halt for a moment at the consideration of the role of the financial
system, given the large recent literature2 that has emerged linking economic growth
to financial development. We might start at reflecting for a bit, as does Levine
(1997), of why financial systems exist at all. Levine holds that the basic raison
d’être of financial markets and institutions is to overcome otherwise unbearable
transaction and information costs, and that in emerging to reduce such costs,
‘financial systems serve one primary function: they facilitate the allocation of
resources, across space and time, in an uncertain environment’ (p. 691). Levine goes
on to break down this primary function further and exploring its effect on growth
through two main channels: capital accumulation and technological innovation.

Pagano (1993) similarly provides a motivation for the link between financial
development and growth in the context of an endogenous growth model, attrac-
tive in its succinctness and simplicity. Here, financial development can have an
(usually positive) effect on growth first through the saving rate,3 second by more
efficiently channeling savings to firms (a smaller fraction of savings is ‘lost’ on
the way through the financial system to their ultimate destinations), and finally by
raising capital allocation efficiency. This highlights steps 1–3 (seen as columns)
of Figure 1.1. Each step and each aspect of transparency animated by it open up
a multitude of research questions and sometimes a massive body of literature
(such as transparency aspects of corporate governance or the role of information
asymmetries in corporate finance topics more generally). Here we can only give
some suggestive hints, and our purpose does not anyway extend beyond illustrat-
ing how many different aspects of transparency can be fitted into our unified
framework.

In the first step, the propensity to save is potentially affected by a number
of transparency-related issues, such as savers’ confidence in the banking sys-
tem (including banking regulation and supervision), and the ability of the
financial system to channel savings onto productive investment that yields
returns commensurate with savers’ attitude toward risk.4 The transparency of

Transparency, Capital Formation, and Economic Growth 9

2Early contributions to the study of the relationship between financial markets and the real side of the
economy include Galbraith (1955), Temin (1976), Minsky (1982, 1986), Blanchard and Watson
(1982), Shiller (1984), Oxelheim (1990), and Gertler, Hubbard, and Kashyap (1991). An early paper
in the recent ‘wave’ is King and Levine (1993).
3This effect is ambiguous without further assumptions than those made in Pagano (1993).
4The saving ratio is of course also influenced by transparency issues related to legal institutions,
macroeconomic policies, etc.
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financial intermediaries here enter as a partial determinant of capital allocation
and credit availability; but there is also a link to institutional/regulatory trans-
parency through the importance of such transparency for the possibility of mar-
kets to discipline banks’ risk behavior, and thereby for the efficient exertion of
bank supervision.

This brings us to the second step, where the net fraction of savings absorbed by
the financial system can be interpreted as a measure of efficiency of the financial
system: any amount beyond payment for services rendered to savers are rents due
to monopolistic market power or other market imperfections. Transparency here
enters primarily through competition: How transparent is the pricing of financial
services? How are buyers of financial services able to assess and compare the qual-
ity and price of financial services?

The third step relates to capital allocation efficiency — i.e., the mechanism
through which economic growth is an effect of the increased productivity of capi-
tal. This step puts emphasis on the ability of the financial system to direct savings
to the best investment projects, and in so doing stresses the function of the financial
system as an arena for the sharing of information on available investment projects,
but also on the information function in terms of evaluation of these projects. As an
arena for information, (developed) financial systems thus help to alleviate problems
of financing stemming from informational asymmetries, such as moral hazard and
adverse selection. These functions are filled primarily by the pricing mechanism:
the alleviation of information asymmetries reduces premiums on firms’ cost of cap-
ital stemming from such asymmetries (agency costs, for instance); moreover, in
efficient and transparent financial markets the information content impounded in
the prices of various assets is high, which in turn facilitates efficient resource
allocation.5

To the extent that financial development is associated with more efficient
financial markets (in particular efficient pricing by virtue of a large depth of these
markets), it is therefore also associated with higher growth rates, ceteris paribus.
Financial development (in particular, with regards to the width of markets) also
implies a higher ability to handle high-risk (and high-yield) projects, and, as a
consequence, a higher ability to finance investment projects that represent large
technological breakthroughs.

10 Jens Forssbœck and Lars Oxelheim

5The information — and thus the transparency — dimension of financial and credit market efficiency
has been understood and researched for at least a quarter century; for instance, Grossman and Stiglitz
(1980) showed that the equilibrium price in a market reveals most of the better-informed traders’
information only if information is very inexpensive or precise, but that this is unlikely to occur;
Stiglitz and Weiss (1981) showed that lenders’ lack of information about borrowers can lead to credit
rationing and thus inefficient capital allocation.
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A large body of empirical literature has emerged during the last 10-year period
or so, exploring primarily the capital allocation aspect of financial development
over a number of overlapping and mutually non-exclusive mechanisms. A far
from exhaustive sample is provided below to illustrate the above points. Most of
these (as an illustration, perhaps, of the conceptual complexity and disarray in
the area) — although they do not always directly test the transparency effect/
information function of financial markets — use measures of corporate or financial
market transparency (such as accounting standards), and sometimes also institu-
tional transparency measures, directly or indirectly as indicators of financial
development.

A benchmark result bearing on several of the factors/functions just mentioned
is provided by Rajan and Zingales (1998), who test the hypothesis that industries
more in need of external financing grow faster in countries with a higher degree
of financial development on a large number of industries in 41 countries during
the 1980s. They find this to be the case. With the auxiliary hypothesis that indus-
tries most in need of external financing (such as R&D-intensive industries) are
also those with the greatest potential for faster technological progress, their result
can also be interpreted along the lines that financial development leads to higher
economic growth by facilitating technological progress. A related result comes
from Svaleryd and Vlachos (2005), who treat financial development as a factor in
the production of goods and services — an endowment. They show that, owing to
the relative immobility of financial services, financial development is a source of
comparative advantage and a robust determinant of the pattern of industrial spe-
cialization. In particular, they show that countries with well-developed financial
systems tend to specialize in industries intensive in external finance.

Even clearer implications for our overarching theme of transparency, perhaps,
can be derived from the notion that better-developed financial systems show higher
ability to handle investments with a high degree of project uncertainty and/or a
high share of difficult-to-evaluate intangible content. Huang and Xu (1999) theo-
retically derive a result that can be interpreted along these lines. Carlin and Mayer
(2003) report empirical results on the associations between financial-system char-
acteristics (including a proxy for information disclosure), industry growth, and
investment activity for a sample of OECD countries over the 1970–1995 period,
where the latter variable has been separated into fixed investment and R&D
expenditure. Their results indicate a strong positive relationship between equity
market development and transparency on the one hand, and industry growth and
R&D expenditure on the other.

Results on the information value of efficient pricing in financial markets, and
thereby of the significance of market and price transparency for economic growth,
is provided by, e.g., Morck, Yeung, and Yu (2000) and Durnev, Li, Morck, and
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Yeung (2004). They document that firm-specific equity return variation, and thus
the information content of stock prices, is higher in financially more developed
countries, and, conversely, that stock price ‘synchronicity’ (i.e., the tendency of
stock prices to move together, regardless of firm-level fundamentals) is higher in
less-developed countries. Moreover, stock price synchronicity is negatively asso-
ciated with both output growth and productivity growth. Their results corroborate
the hypothesis that the more efficient pricing associated with better-developed
financial markets lead to more correct information being conveyed by prices set
in the market. Consequently, the cost of capital is more precisely estimated in
these markets, which means that investors and managers are better able to pick
between good and bad investment projects. In addition, they add results regard-
ing the effect of institutional transparency by showing that firm-specific return
variation is positively associated with shareholder protection, and that synchronic-
ity is negatively associated with institutional quality more generally, thereby
providing results about the interaction between ‘H’ and ‘ε,’ with our previous ter-
minology. The interaction is motivated by the need for institutional transparency
for markets to work efficiently (and hence for prices to carry information). Wurgler
(2000) similarly finds evidence of a positive association between capital allocation
efficiency and firm-specific information in stock returns on the one hand, and insti-
tutional transparency (specifically, minority shareholder protection) on the other.

A more direct link between corporate transparency and economic growth (i.e.,
one that does not take the ‘detour’ over capital allocation efficiency) is explored by,
e.g., Sadka (2004), who considers — and finds support for — the hypothesis that
corporate transparency — specifically, the sharing of financial statements among
competitors — increases the amount of useful knowledge in the public domain,
which can be exploited to raise productivity in an entire industry, hence increasing
growth.

The bulk of relevant literature here is of course that which studies the associ-
ation between ‘transparency’ and various aspects of corporate financing without
spelling out the link to growth or to financial development on the macro level.
Much of the corporate governance literature fits in here. Most palpably, perhaps,
the amount of agency costs arising from information asymmetries and conflicts
of interest between investors and managers of firms is a determinant of the degree
to which the cost of capital is streamlined around expected returns; the larger the
agency premium and uncertainties related thereto, the more obscured is the rela-
tionship between actual financing costs and the expected marginal product of
capital invested. The literature also contains a large number of contributions dis-
cussing possible remedies to this type of problem, including corporate strategies
to bridge information asymmetries, such as various signaling strategies and ‘bond-
ing’ (see, e.g., Oxelheim & Randøy, 2003). To the extent that these strategies are
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costly, however, lack of transparency still weighs on the financial system’s capac-
ity to allocate available capital with maximum efficiency.

Finally, a by now large literature studies the link between various measures of
the quality of transparency/corporate governance/financial markets-related insti-
tutions and the degree of financial development. The widely quoted series of
papers by La Porta, López-de-Silanes, Shleifer, and Vishny (for example, La
Porta, López-de-Silanes, Shleifer, & Vishny, 1997) belongs to this category. Such
measures of institutional quality relate to judicial efficiency and transparency,
such as legal origin, protection of minority shareholder rights, creditor protection,
etc., but also measures more directly related to corporate transparency, such as
accounting standards. To the extent that such variables affect financial develop-
ment they have the capacity to influence economic growth through this mecha-
nism. However, to the extent that these measures express various aspects of the
legal environment and the like, they most appropriately enter our conceptual
framework at the level of institutions (through ‘H’) — the level to which we turn
next.

1.2.4 Institutional Transparency/Laws, Regulations, and Policies

‘Institutional transparency,’ in our terminology, refers to any transparency aspect of
political influence, laws, regulations, or even more informal institutions, such as
‘culture’ or ‘traditions,’ that affects firms’ investment behavior — directly or in-
directly through any of the mechanisms described in Section 1.2.3. Inevitably, we
have already stumbled across a few of these factors, since (as noted previously) cat-
egorical consensus and consistency is not to be found in the literature. Particularly,
empirical contributions frequently mingle variables measuring what we would refer
to as ‘corporate transparency’ (such as accounting standards) with variables meas-
uring anything from banking sector development to corruption perceptions on the
right-hand side of their regressions, calling the whole thing ‘institutions,’ in com-
plete disregard for our conceptual framework.

The role of institutional transparency, broadly defined, for investment (domestic
and foreign), in terms of the rule of law, corruption, political risk, etc. — both the
direct effect on investment activity of ‘H,’ and the effect through H’s interaction
with ‘ε,’ as exemplified in the previous section — is widely documented in the lit-
erature. Subsequent chapters in this volume address specific policy and regulatory
areas (such as monetary policy, financial regulation, various legal variables, envi-
ronmental and competition policy, etc.). In this section we shall focus on the con-
ceptual definition of one specific manifestation of ‘institutional transparency’ — viz
that of ‘political risk’ — in order to pave the way for the empirical example in
Section 1.5 of this chapter.
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Institutions, to the extent that they matter for growth (function H is positive
and non-trivial) affect the transaction costs of economic activity. First, deviations
from the maximum-efficiency policy or regulation (for instance, through insufficient
monitoring of political agents, or political preferences) introduce a ‘tax’ on the
exchange. In this regard, all theories of economic growth are compatible with pub-
lic-choice-type ideas of the significance of institutional transparency. We may call
this an ‘efficiency effect’ of the institutional environment. With a broader definition
of ‘transaction costs’ to include also the dynamic influence of ‘institutions’ on
agents’ expectations of the outcomes of their economic transactions — in the pres-
ent context, specifically the expected profits of their investment activities — we can
add to the ‘efficiency effect’ an ‘uncertainty effect,’ which brings us closer to the
concept we are looking for.

There are many obvious channels for governments, central bankers, and reg-
ulators to influence corporate profit expectations. In a financial context this
influence is exerted primarily by way of market regulations, market operations,
and taxation. Each of these devices has two dimensions: one direct, consisting
of the actual size of a change in a tax rate, for instance, and the other indi-
rect, consisting of a risk premium charged in compensation for the lack of
transparency and the adjacent uncertainty about possible future changes (see
Oxelheim, 1996).

Governments may reduce or eliminate some risk premiums by increasing
transparency and by creating confidence in an absolute sense. However, at the
same time the government may also increase risk premiums in other areas. By
changing the rules of the markets they create a specific risk — a political risk.
Whenever market rules are altered, companies perceive a change in the basis for
their calculations of expected profit as well. Hence, if they are averse to risk they
will claim a political risk premium.

A tentative definition of political risk as risk (from lack of transparency,
ambiguity, or pure surprise) attaching to changes in the market rules, goes a
long way toward capturing its essence, and is broadly consistent with the the-
ory on how institutions primarily influence growth through a dynamic effect (see
Section 1.2.1).

Studies6 of corporate decision-making show that managers are greatly averse
to political risk, and that such risk commands a price. If managers undertake an
investment that is exposed to political risk, they will demand a premium in the
form of a higher expected return. This incremental element in the return is the
political risk premium.

14 Jens Forssbœck and Lars Oxelheim

6See Aharoni (1966), Basi (1963), Kobrin (1979), Kobrin et al. (1980), and Oxelheim (1984).
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Political risk is not a clear-cut concept. It is often used synonymously with
country risk, although it should rather be seen as a subset of that risk. Country
risk encompasses all risks that an investor encounters in a country,7 i.e., not only
the risk of policy-induced changes but also the risk of strikes, riots, etc. Political
risk thus constitutes that part of the risk, which is caused by politicians in the
form of changes in the rules applying on that country’s market. It comprises risks
manifest at the company level as an involuntary loss of control over assets due to
such things as expropriations, confiscations, etc., or as an increase in volatility in
the expected returns due to, for instance, a tax change or a policy measure which
sets the market forces out of action. Some political risks can be described as
macro risks, since they affect all companies or investors in a country, while oth-
ers are specific to an industry or a company.8

1.3 Transparency and European Integration

The focus in this volume on European integration clearly adds a dimension to
the discussion about transparency. At the corporate level, it requires a
specification of the way corporate transparency is affected by the international-
ization of business activities. However, the integration across national borders of
markets for goods and services is a global phenomenon, rather than specifically
European. It is scarcely (any longer, at least) driven primarily by a politically con-
ditioned integration project, which is motivated sometimes on political, some-
times on historical, and occasionally on economic grounds.9

Instead, the unique aspect of the EU project is its far-reaching consequences
in terms of legislative activities, regulation, and the exertion of political power in
a wide range of different areas in a multicountry setting. Consequently, it is prima-
rily the institutional/regulatory/political aspect of transparency that is given another
dimension by the focus on the EU. Several specific policy and regulatory areas
are addressed in subsequent chapters of the book. In this section, we address a
few of the more general issues contained in such a dimension.

Ever since the launch of the Single Market Programme, the European Union
has strived to achieve a ‘level playing field’ for economic activity within the
Union. In spite of obvious successes (e.g., trade policy — the EU speaks with one
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7See, e.g., Leavy (1984).
8See, e.g., Kobrin (1982) and Oxelheim and Wihlborg (1987, 2005).
9The creation of the Coal and Steel Union, for instance, is usually referred to as a means to an end,
rather than an end in itself; the single market, on the other hand, followed upon years of stagnation and
‘Eurosclerosis’, and might possibly be an example of a primarily economically motivated project.
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voice vis-à-vis third countries — and, more ambiguously perhaps, competition pol-
icy), wide structural differences between member countries remain in areas of
potentially crucial importance for achieving the overall objective of a single eco-
nomic area. These differences can be found in economic policy (e.g., taxation),
regulation and market institutions (e.g., labor markets), industrial structures, and
corporate governance (e.g., ownership patterns and the relative importance of
different financing sources). With the inclusion of ten new member states as of
2004, the heterogeneity of the EU’s economic structures, and thus the significance
of lack of transparency as an obstacle to integration, has increased exponentially.

Lack of transparency with regard to these structural differences suggests the
existence of potentially high costs to bridging the gap between markets — a pos-
sible explanation for remaining segmentation and price differences. Partial remain-
ing segmentation between national markets may amount to sub-optimal resource
allocation and, ultimately, foregone opportunities in terms of economic growth10

and dynamism of the integration project; and it stands contrary to the politi-
cal aim of the project as such.

The policy debate in Europe often rests upon the implicit notion of ‘the more
harmonization the better’ (also from an economic efficiency standpoint). However,
in terms of regulatory and economic-political differences, the lack of complete
harmonization within the union, in combination with the abolition of formal
obstacles to integration, introduces the possibility of competition between regu-
latory and economic policies within the union. Such policy competition is in
many ways a better way to achieve integration (as it minimizes the risk that rules
and policies are applied that are sub-optimal or economically inefficient), but is
at the same time potentially costly for individual countries in the short run, and
politically unpopular (see Oxelheim & Ghauri, 2004). The choice between har-
monization and competition introduces a conflict between ‘static transparency’ on
the one hand, and ‘dynamic transparency’ and longer term institutional improve-
ments on the other: a regulatory system can be transparent when harmonized in
the sense that there is only one system of rules, and no ambiguity as to which
rules apply; this however, does not mean that the rules as such are transparent or
efficient. On the other hand, parallelism of several regulatory systems can be

16 Jens Forssbœck and Lars Oxelheim

10The extent to which integration has contributed to economic growth in Europe is on the whole
unclear, as is the extent to which the EU can be considered ‘integrated’ in various aspects. It would
seem, however, that in terms of the growth effects of integration, the EU project is often predicated
on the idea that the growth implications of integration rests primarily, or even solely, in the scale
economies of creating a bigger market, while mainstream ‘new growth’ theory emphasizes cross-
border knowledge and technology transfer (see, e.g., Rivera-Batiz & Romer, 1991). Perhaps this idea
of creating one big market also partially explains the preference for harmonization and coordination
(not infrequently excessive) over policy and regulatory competition.
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opaque, but the possibility for economic agents to shop around for the best regu-
lation disciplines regulators, prevents them from frequently changing the rules
(for the worse), and helps ensuring long-run efficiency.

As of the early 2000s, the EU’s strategy with regard to the application of one or
the other of these methods has been somewhat haphazard: applying harmonization
where it is opportune or uncontroversial while leaving politically difficult areas
aside; paying lip service to policy competition in some areas while suppressing it,
or stressing its ‘harmful’ sides, in other instances.11 Whether one strategy or the
other is preferred, not just political inaptitude but lack of transparency with regard
to what factors that segment markets to some extent puts a wet blanket on progress.
Potential sources of such lack of transparency are things as diverse as language, cul-
ture and traditions, corporate interests (rents from price discrimination, etc.), the
vested interests of special interest groups (such as labor unions), and the intrinsic
inertia of complex structures (historical lock-in effects, or path dependence).

1.4 Optimal Transparency?

Is more transparency always better? We have spent a good part of this chapter
arguing that increased transparency in various forms raises the efficiency of eco-
nomic interaction — in particular that it raises the efficiency of resource allocation
in the economy in a broad sense. For example, more transparent financial systems
lead to cheaper and more efficient channeling of savings to their ultimate uses,
more transparent firms reduce agency costs and moral hazard thus increasing the
likelihood that the resources at the firm’s disposal are put to the best possible use
and the best investment projects chosen, more transparent institutions lead to
lower transaction costs thus further lubricating the resource allocation process.
Corporate governance or corruption scandals almost inevitably lead to calls for
increased transparency as a remedy. Indeed, when one thinks of rent-seeking
behavior within more or less opaque organizations (whether private firms or pub-
lic bodies), it is easy to think of the matter as though there were a linear relation-
ship between transparency and efficiency. For example, any extra bit of information
released about a firm reduces the informational disadvantage of the firm’s out-
siders, and so reduces — presumably by about a proportional amount — agency
costs and therefore also the inefficiency inherent in such costs.
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11The ‘haphazardness’ of the strategies chosen of course also reflects what has been politically possi-
ble to achieve at the time a particular decision was taken, and perhaps also reflects the multiplicity of
objectives that are possible to attach to the integration project (and which, of course, are subjectively
weighted by decision makers), as mentioned above.
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This section offers a few examples of research that addresses the question of
transparency from somewhat different angles. The examples send a nuancing
message about the blessings of increased transparency. They do so primarily by
considering how the role of publicly available information might be a bit more
complex than just informing interested parties about solid facts that matter to
them in their economic decision-making. They might be thought of as caveats to
the general message of this book that more transparency is better: it is, mostly, but
not unconditionally.

A first example is given by Morris and Shin (2002) and by a number of related
papers that study implications of the dual role of public information. The first of
these roles is that of purveyor of knowledge about ‘fundamentals’ that will be of
value for decisions under uncertainty simply by reducing uncertainty and increase
efficiency of the decision. This is the role thought of when one calls for increased
transparency as a remedy to corporate governance scandals. The second role of
public information is that of a coordination device. When decisions are not taken in
isolation, based on the best available information pure and simple, but are comple-
mentary to the decisions of others, then it may start paying off to try to anticipate, or
imitate, the reactions of these other agents to public information announcements —
that is, people start to pay attention not only to what they know, but what they think
others might know. The basic conditions are that public information is imperfect,
and that private information is asymmetrically distributed among agents.

Morris and Shin (2002) mostly use as example of this guessing game the cen-
tral bank giving out public signals about its intentions regarding policy, to which
financial markets attach ‘too much’ weight. Another example might be the release
of information about the accounts of public firms through quarterly reports:
financial analysts must not only analyze fundamentals in the reports, but must
also attempt to second-guess the average reaction of other analysts to the release
in order to cover their bets. Again, public information plays a double role here —
both that of provider of knowledge about fundamentals, and that of something to
rally around, something which — though in some sense orthogonal to available
economically relevant information — may still have meaningful economic conse-
quences and be optimal to take into consideration from the point of view of the
individual decision maker.

How might this coordination role of public information be harmful, or lead to
inefficient outcomes? In the example with central bank transparency, to the extent
that central bank transparency might be an instrument to ‘do good’ by coordinat-
ing market participants’ expectations, ‘it also has the potential to do ill if expecta-
tions are coordinated away from fundamentals’ (Morris & Shin, 2002, p. 1523).
The argument resembles the one underpinning theories of, e.g., asset price bub-
bles by way of ‘herding’ behavior, or ‘information cascades.’ Such theories are
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presented by, e.g., Banerjee (1992) and Bikhchandani, et al. (1992) in the context
of sequential games, where the basic premise, as in the case of Morris and Shin
(2002) is imperfect public information and asymmetrically distributed private infor-
mation among decision makers. Each decision maker acts rationally toward the pos-
sibility that someone else may have better private information, giving the result that
everybody underweights the information on fundamentals available to him- or her-
self. The overall outcome is proved to be inefficient, and the basic reason is that the
total body of available information is under-used. The role of public information,
however, is less explicit in these models than in Morris and Shin (2002), and the
implications for transparency therefore less precise.

In the case of asset pricing, the coordinating role of public information explains
mispricing. Mispricing may lead to inefficient resource allocation, because the
price signals do not convey accurate information and so are to some extent inad-
equate for making informed decisions (for example about what investment to
place your savings in). Mispricing in financial markets, however, is only one of
many possible consequences of the dual role of public information as conveyor
of useful knowledge and behavioral coordination device. The list of potential
inefficiencies arising from this problem seems too long to cover in the present
text, and we may refer to Bikhchandani et al. (1992) for examples of implications
in all sorts of situations.

Let us instead take a look at another way in which increased transparency can be
detrimental, rather than beneficial, to growth. The work of Sadka (2004) was men-
tioned in Section 1.2.3, where it was said that corporate transparency can increase
growth by allowing competing firms to share useful information, thus raising pro-
ductivity in an entire industry. However, ‘too much’ transparency reduces incentives
to undertake productive investment — for much the same reason — and so here, too,
transparency can be excessive. The simple setup is as follows: among the population
of competing firms using the same production technology, a firm has the oppor-
tunity to undertake an investment which improves its production process, thus
creating a competitive advantage for itself. Assuming transparency is exogenous
(presumably through imposed regulation), beyond a certain level of transparency,
the competitive advantage will be revealed and the investing firm unable to exploit
it. As a consequence, it will also not have the incentive to make the investment in
the first place: productivity growth and therefore economic growth suffers.

The basic driver of this result is obviously a free-rider problem of a type similar
to the one motivating protection of patents and other intellectual property rights.
Indeed, some recent research (see, e.g., Kanwar & Evenson, 2003) has indicated
that intellectual property rights protection does spur innovation, which is clearly an
indirect economic-growth argument in favor of limiting transparency. Intuition sug-
gests a relatively simple quadratic relationship between transparency and growth,
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which actually seems to be supported by Sadka’s (2004) cross-sectional empirical
evidence for 36 countries.

A third, and last, example of a situation where transparency is not unequivocally
beneficial is provided by Geraats (2002). Here, private information is asymmetri-
cally distributed between the authorities and the public. The holder of the private
information is a public body (again, the primary application is monetary policy, but
in principle, the result can be generalized), which takes policy action according to
(or reveals a signal about) a variable of interest, x, whereas the private sector forms
expectations about this variable. Geraats (2002) shows in a stylized setting that if
the central bank is uncertain about x (one can think of the perfectly reasonable sit-
uation where the central bank is uncertain as to the exact structure of the economy),
then being transparent about this uncertainty can be welfare-reducing by increasing
the volatility of the private sector’s expectations about x (of course depending on
further assumptions about the effects of this volatility). In other words, the uncer-
tainty of the authorities feed into the uncertainty of the public (which then feeds into
the uncertainty of the authorities, and so on). Also on this basis, it seems, there may
be a basis for restricting transparency. Other skeptical observers (e.g., Thornton,
2003) have questioned the non-satiety of central bank transparency on related,
economic-efficiency grounds (see Chapter 2 of this volume).

In summation, this section has reviewed a few examples that modify the pic-
ture of transparency as something uniformly beneficial for the efficient working
of the economy. In certain situations, depending on the precise structure and value
of information, ‘too much’ transparency can generate mispricing, introduce free-
rider problems, or cause inefficiencies in other ways. It can be noted, however,
that the theoretical results giving rise to this conclusion, are generally relatively
sensitive to the exact assumptions made. As an example, consider how Angeletos
and Pavan (2004) or Hellwig (2005) reach almost the opposite results of Morris
and Shin (2002), essentially just by making a few alterations in the assumption of
how complementarity between agents’ actions works.

1.5 The Link between Transparency, Political Risk,
and Economic Growth — an Example

In this section we will provide an example on the link between institutional
transparency (political risk) and economic growth. The example aims to illus-
trate the following causal chain: transparency ⇑ ⇒ political risk ⇓ ⇒ cost of
capital ⇓ ⇒ investment ⇑ ⇒ economic growth ⇑. A key element in the transmis-
sion process is the cost of capital, and we shall focus on the relationship between
political risk — as an indicator of lack of institutional transparency — and a key
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component in the cost of capital faced by firms, namely the general interest rate
level in the economy, and its information content.

The general idea to be highlighted in the example is as follows: Part of the
spread between the risk-free rates of interest of any one country and some rep-
resentative benchmark country or countries, is explained by a difference in politi-
cal risk premiums between the country in question and the benchmark. The
political risk premium is time-varying and largely reflects (in)stability in the ‘rules
of the game’ i.e., the propensity of policy-makers and regulators to alter the insti-
tutional framework for economic transactions within the jurisdiction. In other
words, this premium is negatively correlated with institutional transparency. If we
can somehow decompose the interest rate differential to reveal the size of the polit-
ical risk premium (and if the benchmark is representative enough), then we can
also tentatively quantify the opportunity cost of the lack of institutional trans-
parency in terms of foregone GDP growth. In terms of the conceptual framework
for analyzing the role of transparency for capital formation and economic growth,
presented in Section 1.2 of the chapter, this cost represents an important aspect of
the mapping of H on the capital formation process.

The empirical part of the example will be regional in scope and involves the four
major Nordic countries — Denmark, Finland, Norway, and Sweden. There are sev-
eral arguments for this choice. First of all, they are European. Second, they are all
political economies, i.e., political-sector-dominated economies, which means that
policy-makers in these countries are forced to offset domestic effects from shocks
and disturbances in the world economy, mainly by changing the tax bases or the
tax rates. Consequently, given our definition of political risk, we would expect
companies in the Nordic countries to be exposed to high risks of this kind. The
emergence of different policy regimes during the period of financial market tran-
sition can also be expected to reveal itself in political changes of varying fre-
quency, which in turn affect the uncertainty of non-political actors about the
stability of the market rules. Accordingly, we have good grounds to assume that
the political risk fluctuates over time. A third argument in favor of using the Nordic
region as our case region is comparability: the countries are similar in size and
geographic position, and causes of segmentation such as information barriers,
transaction costs, home-country bias, etc.12 affect the countries in more or less the
same way.

Furthermore, we have purposely chosen a period of study during which these
countries — all high-tax welfare states with a traditionally fairly high portion
of the economy under political control — underwent a transition process in terms
of opening up for inward and outward foreign investment activity, and internal

Transparency, Capital Formation, and Economic Growth 21

12See Stonehill and Dullum (1981) for a further description.

Ch001.qxd  3/16/06  2:53 PM  Page 21



deregulation of the financial systems. This process, however, by no means fol-
lowed a straight path, and so we chose the period and the sample countries with
the ex ante expectation that we would find both (a) political setbacks in the dereg-
ulation process generating political risk and (b) enough international interde-
pendence of these countries that this risk be priced in international markets. The
full sample period is 1974–1991 (with the demise of the Bretton Woods and the
Smithsonian agreements representing the starting date).

The remainder of the example is structured as follows: In the next subsection
follows a discussion of possible indicators of political risk as an expression for
lack of policy transparency; be it ambiguity or missing information; or intention-
ally or not. The chosen indicators are thereafter applied to our sample countries
in order to identify subperiods of high political risk during the sample period as
a whole. In the subsequent subsection, we investigate the nominal sizes of the
interest rate gap between our sample countries and the benchmark countries, after
which these gaps are tentatively decomposed to reveal the sizes of the political
risk premiums during periods of high political risk. The example is concluded by
a brief subsection containing suggestive quantifications of the opportunity cost of
these premiums in terms of foregone GDP growth.

1.5.1 Finding a Proxy for Political Risk

We are looking for a proxy of political risk that will enable us to estimate the size
of the political risk premium contained in the domestic ‘risk-free’ interest rate
level in the sample countries. Political risk premiums are often observed directly
in the spread between the domestic and the Eurorate, with both rates having sim-
ilar characteristics in all relevant aspects except jurisdiction.13 Unfortunately,
available time series of Eurocurrency rates for the Nordic currencies are not long
enough to allow an interest rate comparison over the whole period under investi-
gation. Thus, because the price of political risk is generally not directly observ-
able for our sample countries, we will have to go about our business in a somewhat
more cumbersome way.

The political risk premium is a form of compensation for the systematic com-
ponent in political risk. The way to go is thus to find some sort of other proxy
for this systematic component — the source of political risk — which can be
assumed to strongly correlate with the actual risk premium, and then attempt an
indirect estimation of this premium. Following the approach of Oxelheim (1996),

22 Jens Forssbœck and Lars Oxelheim

13See, e.g., Edwards (1984) for the use of the interest differential vis-à-vis LIBOR as the premium for
country risk. Empirically, however, as is shown in Brewer (1983) for example, the determination of
the premium is often more complex than this.
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we can find two such sources: policy-makers’ need to intervene and their propen-
sity to intervene.

It has been found14 that relative indebtedness is a good proxy for the first
one of these sources, or components, of political risk. Indebtedness signals
the need for interventions, since a high net foreign debt reduces the free scope
for policy-making, thus making more likely the appearance of new taxes or
similar measures affecting corporate returns on investment. Oxelheim (1996)
reports that during the period 1977–1991, relative indebtedness represented
an important reason for the gap between Nordic and foreign interest rates. We
will here use indebtedness as a country’s net foreign assets as a percentage of
GDP.

For the second element of political risk — the propensity to intervene — we
will use a proxy based on the past ‘intervention record’ of the politicians in a
particular country. We have used the cumbersome but appealing way of
describing this record by keeping an ex post calendarium of relevant policy
changes. ‘Relevant’ refers here to policy measures whose effect is to increase
uncertainty in a market. Consequently, we have removed from the calendarium
all policy measures aimed at deregulation or at securing the financial infra-
structure.15

Figures 1.2–1.5 show the ‘propensity proxy’ of political risk for each of
the Nordic countries. To construct the proxy, all policy measures — fiscal and
monetary — that appeared in the period 1974–1991 were screened, and the ‘rele-
vant’ policy measures selected. Each day containing changes in the rules takes on
the value of 1. It is assumed that investors or market participants have a 24-month
memory: they base their view of the risk based on what has happened during the
last 24 months. We further assume that memories fade away, which means that
exponentially diminishing weights are attached to policy changes undertaken during

Transparency, Capital Formation, and Economic Growth 23

14See, e.g., Lessard (1983), Dooley and Isard (1986), and Oxelheim (1990) for the argument that a
country’s international relative indebtedness (as measured, e.g., as net foreign assets as a ratio of
GDP) constitutes the fundamental source of the country risk for the country concerned, and that this
source applies to LDCs as well as to industrial countries.
15The choice of policy measures to be included admittedly contains a subjective element. A related
shortcoming concerns the importance of different policy changes, since we equate a 30% increase in
capital gains tax, for instance, with a 1% increase in banks’ investment obligations. Finally, it can
effectively be argued that, rather than indicating future propensity to intervene, the measure can more
appropriately be said to reflect the past need to intervene. In spite of these shortcomings, the measure
does provide information about the authorities’ propensity to intervene (if not in the future then
historically— though it is true that propensity may be partially obscured by the necessity in the his-
torical record), and for lack of a better alternative, we are content that this measure offers a satisfac-
tory proxy of institutional transparency for the purpose at hand.
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the last 24 months.16 We thus get a weighted moving average measure of political
risk, based on policy-makers’ actual propensity to intervene in the market.

From Figures 1.2–1.5 we can identify periods marked by a considerable
propensity on the part of policy-makers to intervene and a need for transparency
from the actors’ side. In Denmark, such a period is seen at the time of the ‘potato
diet’ in 1986–1987, in Finland at the beginning and end of the 1980s, in Norway
at the time of the dramatic drop in the price of crude oil in 1986, and in Sweden
on the occasions of the devaluations of the Swedish krona in 1981 and 1982.

We thus find clear indications that rules and policies in the Nordic countries were
far from stable at intervals during our sample period. The political risk proxies used

24 Jens Forssbœck and Lars Oxelheim
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Figure 1.2: Political risk in Denmark. Number of days during the last 24 months
when changes in the rules occurred, which increased uncertainty. Exponential 

weights.

16The number of days during the last month when changes in the rules occurred is allotted a weight
equal to 1, while the number in the month before is allotted a weight of 0.9, then 0.92, 0.93, and so on.
Thus, recollection of the number of changes 24 months ago is assumed to be weak, and is allotted a
weight of 0.924 = 0.08.
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here strongly indicate that, given risk-averse actors, there are good grounds for
assuming a non-negligible political risk premium charged for investing in these
countries.

The two proxies for political risk identified in this example — that which indi-
cates the need to intervene, and that which indicates the propensity to do so — can
also be used in a combined form. If we establish a simple dichotomy between
‘high’ and ‘low’ values in the two variables, four possible combinations emerge,
of which the case of a strong need to intervene and a high propensity to do so obvi-
ously represents the highest possible level of political risk. If instead, we assume
a gradual increase in the variables as a relevant basis for risk, then the alternative
of constructing a new total proxy by multiplying the necessity and the propensity
variables should be considered.

If we adopt the threshold view and decide (discretionary), for example, that a
need to intervene appears at an indebtedness in relation to the OECD average in
excess of 25% (Oxelheim, 1996), as a high-risk signal, we can identify periods
of high political risk in Denmark in 1979–1980, 1986–1987, and 1989–1990; in
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Figure 1.3: Political risk in Finland. Number of days during the last 24 months
when changes in the rules occurred, which increased uncertainty. Exponential 

weights.
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Finland in 1980–1981 and 1986–1990; in Norway in 1979–1980, 1987–1988, and
1990; and in Sweden in 1982–1983, and 1990.

If we establish a similar dichotomy in our proxy for the authorities’ propensity
to intervene, and assume that this propensity is important whenever more than 3
days (according to the fading-memory principle) during the last 24 months have
witnessed a change in the market rules, then we can identify a substantial
propensity in Denmark in 1979–1980, 1986–1987, and 1989–1990; in Finland in
1980–1981 and 1986–1990; in Norway in 1979–1980, 1986–1988, and 1990–1991;
and in Sweden in 1979–1983 and 1990–1991.

When the two measures are combined we can identify periods of high political
risk in terms of both a strong need and a high propensity to intervene. In this way
we have identified the periods of high risk that we will later discuss in our exam-
ple. The periods we will focus on as high-risk periods are 1986:2 to 1987:3 in
Denmark; 1988:4 to 1990:2 in Finland; 1986:4 to 1988:2 in Norway; and 1990:1 to
1990:4 in Sweden.
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Figure 1.4: Political risk in Norway. Number of days during the last 24 months
when changes in the rules occurred, which increased uncertainty. Exponential 

weights.
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1.5.2 International Interest Rate Differentials and the Size 
of the Political Risk Premium

So far in this example we have focused on the sources and the variations over
time of political risk in our sample countries. Because we could not directly
observe the price of political risk and the price of lack of institutional trans-
parency (the actual risk premium) we constructed alternative proxies that we
assume to be strongly co-varying with the actual premium charged. In order to
find an estimate of the premium, we now turn to the analysis of interest rate
differentials between our sample countries and the OECD rate (a weighted con-
struct) as our representative international benchmark rate. We start by examin-
ing the nominal gaps between the domestic interest rates of our sample countries
and our international benchmark rate, then proceed to an analysis of the ele-
ments contained in this gap in order to ultimately extract the approximate size of
the political risk premium.
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Figure 1.5: Political risk in Sweden. Number of days during the last 24 months
when changes in the rules occurred, which increased uncertainty. Exponential 

weights.
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In the analysis, we use government bond rates as indicator of the risk-free rate
relevant for cost of capital calculations and investment decisions. Which rate should
be used as a representative international benchmark rate? For a long time the US
rates exerted a strong influence on most domestic interest rates, but their impact
were successively diminishing over the course of our study period. For the later
part of the period in our example it has been found that bond rates were increas-
ingly subject to the influence of a common factor that can be called the ‘global
bond rate.’17 This can be described as a weighted average of the rates in the largest
OECD countries. In our example we use the trade-weighted OECD rate as our
benchmark government bond rate.

Figures 1.6–1.9 show that from 1982/1983 the Nordic government bond rates
(apart from the Finnish) were more or less consistently higher than the OECD rate.
The Danish rates exceeded the average OECD rate the entire period from 1974
onward. In the region as a whole the largest gaps are registered for Denmark,
where they sometimes exceed 10 percentage points. However, the Danish gaps
began to fall radically from the beginning of 1983, in a period when big issues of
government bonds coincided with non-resident investors being allowed once again
to invest in Danish krone-denominated government bonds. A large gap appeared
again in 1986–1987, i.e., at the time of the Danish ‘potato diet.’ The gaps then suc-
cessively diminished during the remainder of the sample period.

The spreads between the Finnish and OECD bond rates were among the small-
est in the region during the period, but they are difficult to interpret because of
preferential tax treatment of Finnish government bonds at the time. Nor can the
Finnish rates be easily converted into a taxable equivalent, since for most of the
period a marginal tax rate applied. Bearing all this in mind, it is found that except
for a few years in the 1970s (1976–1978), the Finnish bond rates were more or
less consistently below the global rates; occasionally, at the beginning of the
1980s, as much as four percentage points below. The size of the gap diminished
from 1982 onward, and after August 1989 the Finnish government seized to issue
tax-free bonds, but the Finnish rates did not pass the OECD rates until the early
1990s, when non-resident investors were again allowed to invest in Finnish
markka-denominated government bonds and resident Finnish investors were
allowed to invest in international bonds. Owing to the tax treatment of govern-
ment bond we will in the case of Finland continue the discussion based on cor-
porate bonds assuming that project and company risks are balanced.

The Norwegian rates were consistently below the global rates until the begin-
ning of 1982. Thereafter they were above the global rate for the remainder of the
period, with gaps sometimes exceeding six percentage points. The largest gaps of

28 Jens Forssbœck and Lars Oxelheim

17See, e.g., Oxelheim (1990).
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the 1980s occurred in 1986–1987, at the time of the dramatic drop in the price of
crude oil and its aftermath, i.e., during a period of high political risk. The spread
diminished considerably as of the completion of capital account liberalization.

The Swedish rates were well below the OECD rate in the mid-1970s. At the
time of the introduction of the new exchange rate regime in August 1977, they
began to overtake the OECD rate. However, large spreads did not appear until
after the Swedish devaluation in the autumn of 1982. At the beginning of the
1990s the Swedish rates were sometimes five percentage points above the global
rates.

Thus, in the case of the government bond rate we find that something hap-
pened in all the Nordic countries in the 1981–1982 period despite the fact that the
Nordic capital controls were not abolished de jure until the end of the 1980s;
Denmark in October 1988, Sweden in July 1989, Norway in July 1990, and
Finland in October 1991. This reflects the importance of considering the de facto
rather than de jure integration. A downturn in world interest rates occurred in
1981. The Danish rate followed but at a higher pace, diminishing the spread. In
Finland, the gaps also decreased, but as a result of a more or less unchanged
Finnish rate. The Norwegian and Swedish rates did not follow the downturn in the
global rate in 1981–1983, resulting in increases in the spreads. To summarize,
from late 1982, the Danish, Norwegian, and Swedish rates were consistently
above the global rate, whereas the Finnish (tax-free) rates did not overtake the
global rate until the beginning of the 1990s.

1.5.3 Decomposition of Interest Rate Differentials

We have found a gap between interest rates and will now attempt to identify
and eliminate in a gradual process the different elements in this nominal inter-
est rate gap.18 Our aim is to isolate the incremental part of the interest rate that
is due to lack of institutional transparency of different kinds; the political risk
premium.

In exploring the gap between bond rates, we adopt a rate-of-return perspec-
tive and assume that the law of one price for interest rates holds. This can be
studied in terms of the empirical validity of two of its expressions: the Interna-
tional Fisher Effect and the interest rate parity theorem.19 The International Fisher

Transparency, Capital Formation, and Economic Growth 33

18For the case of Finland, we will, as mentioned, use the gap between corporate bond rates, since the
tax exemption of Finnish government bond rates make these rates inappropriate for the analysis.
19It has become customary to regard the absence of deviations from interest rate parity as a sign of
perfect capital mobility. Similarly, the absence of deviations from the International Fisher Effect is
regarded as a sign of perfect substitutability.
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Effect20 expresses this law by taking the market’s expectations regarding future
exchange rate movements into consideration. However, to the extent that the match-
ing of interest rates leaves some (idiosyncratic) risks unmatched, the investor in
this framework is still regarded as being risk-neutral. It is thus assumed that
different distributions of probability as regards exchange rate movements, do not
generate any demand for a risk premium. The same applies to a premium for any
increase in uncertainty associated with political changes, such as adjustments in
taxes. In a risky environment with risk-averse actors, an extended International
Fisher Effect is called for (Oxelheim, 1996; Forssbæck & Oxelheim, 2003).

Let us first address the role of ‘expectations.’ If an empirical test of the Inter-
national Fisher Effect is to be satisfactorily underpinned, we must have informa-
tion about the market’s exchange rate expectations. If we do not have such
information, we will have to make do (as is commonly done) with the actual
(ex post) exchange rate movements and assume that rational expectations will
cancel out systematic forecast errors over time. Still, the fact that we have no
access to market expectations about exchange rate changes causes problems,
since an analysis based on observed exchange rate movements instead of these
expectations in fact includes an analysis of the two hypotheses on the right-hand
side of Equation 1.2.

St � n � IFEt(n) � [St � n � S*
t � n] � [S*

t � n � IFEt(n)] (1.2)

The deviation between the actual future spot rate (St � n) and the forecast from the
International Fisher Effect [IFEt(n)] can thus be subdivided into a deviation
between the actual future rate and market expectation (S*

t � n) and a deviation
between market expectation and the forecast [IFEt(n)].

The subdivision according to Equation 1.2 shows that conclusions based on ex
post analysis can be difficult to interpret. For example, the market expectation
may be correct, even though the actual exchange rate does not assume the rele-
vant value. This situation can arise, within the boundaries of efficiency, if the
transaction costs are so great that the financial transaction is not economically
defensible. Yet another source of systematic deviation when it comes to empiri-
cal testing is to be found in the investors’ risk-aversion and their demands for a
risk premium to compensate for the exchange rate and political risks. Thus, any
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20The International Fisher Effect, often also called Uncovered Interest Parity, dates back to the turn of
the century, but what we could call the standard theory of the international pricing of financial secu-
rities did not really begin to evolve until the late 1960s and early 1970s. See, for example, Grubel
(1968), Grubel and Fadner (1971), Levy and Sarnat (1970), Solnik (1973), Adler and Dumas (1975),
and Grauer, Litzenberger, and Stehle (1976).

Ch001.qxd  3/16/06  2:54 PM  Page 34



conclusions about the inefficiency of the market must also allow for an evaluation
of these premiums.21 The beliefs of market actors22 and possible market ineffici-
encies also affect the outcome.

In order to capture the potential size of the risk premiums we first have to elim-
inate from the gaps the exchange rate expectations that prevailed at the time when
the interest rate gap was created. There are two main ways of approaching it. One is
to use ex post changes in the exchange rate. The other way is to assume that the mar-
ket actors believe in purchasing power parity (PPP), i.e., their exchange rate expec-
tation equals their expectation about the development of relative inflation.23 Here
we are trapped again, unless we add some further assumptions; for example, that
we can use ex post observations also for the development of relative inflation (with
the same argument as above), or that market actors form expectations about this
development adaptively. Another PPP-based approach is to assume that market
actors believe in the mean-reverting feature of the PPP process and that they
always include the current deviation from parity as a complement to the forecasted
exchange rate change as estimated from relative inflation.

In Table 1.1 we present four alternative proxies for the expected change in
exchange rates. The elimination of these expected exchange rate changes as esti-
mated by the proxies leaves us with a residual gap containing market inefficiency,
and exchange rate and political risk premiums. The main systematic component
of the former is the transaction cost. The literature suggests a maximum for this
cost not exceeding 0.5 percentage points.24 If we then assume that market
inefficiency in excess of the transaction cost is negligible we are left with a spread
containing the exchange rate and political risk premiums plus a transaction cost
of 0.5 percentage points at most.

Table 1.1 shows alternative average sizes of this residual spread in the periods
previously identified as high-risk periods, using different proxies for exchange

Transparency, Capital Formation, and Economic Growth 35

21Aliber (1974) suggests that the systematic difference between the interest differential and the
observed exchange rate change must be analyzed in terms of two risks, an exchange risk and a polit-
ical risk. Aliber concentrates on the information content in different rates of interest, and assumes that
national interest rates, unlike Eurorates, contain premiums for political risks. Thus, by using the for-
ward rate, Aliber felt able to distinguish the premium for exchange risk from the premium for politi-
cal risk. He found the premium for both risks to be about the same size, and took the presence of risk
premiums to mean that we can expect the interest differential to give a biased estimate of future
exchange rate movements. Aliber demonstrates that the International Fisher Effect needs to be
extended by the inclusion of terms for the premiums for exchange and political risks.
22See Oxelheim (1990).
23On the basis of an interview study, Oxelheim (1990) reports a strong belief in the PPP relationship
among Swedish top managers.
24See, e.g., Oxelheim (1990) for an analysis of the transaction costs in the Swedish case as compared
to some international observations.
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rate expectations. In the table we find four proxies for exchange rate expectations
for each country/period. We note that the two cases in which the market’s
exchange rate expectations are proxied by ex post developments give residual
spreads of about the same size.

The table shows that the sum of the exchange and political risk premiums has
been substantial during the periods identified as high-risk periods. For example,
in the period (1986:2–1987:3) following the tax reform and the potato diet
reform, the gap between the Danish and OECD bond rates contains risk premi-
ums of about 2.3 percentage points (when a perfect foresight estimate is used for
the expected exchange rate), after the elimination of a potential transaction cost
of about 0.5 percentage points.

In Norway we found high political risk between mid-1986 and early-1988. In
this period, the risk premiums amount to about 3.6 percentage points after the
elimination of transaction costs when a perfect foresight estimate is used for the
expected exchange rate. In Finland, the estimated risk premiums amounted to
about 2 percentage points in 1988:4–1990:2, whereas in Sweden in 1990 they
amounted to about 3.2 percentage points.

The next step is to split the risk premiums into its political and exchange rate
parts. Figure 1.10 shows a possible proxy for the latter premium — the relative
variability of inflation — for which it is assumed that a high value indicates a high
exchange rate risk premium for investing in that particular market. Using this
measure, it would appear as though, with the exception of Finland in 1986,
exchange rate risk was low in the Nordic region during the period(s) considered.

1.5.4 Transparency, Political Risk, and Foregone Economic Growth

In our analysis of the gap between the Nordic domestic bond rates and the OECD
benchmark rate we thus find indications that the premium for political risk dur-
ing periods constituted a large part of the gap. To tie the whole thing together we
might now go one step further and exemplify, tentatively, the order on which the
cost — in terms of foregone GDP growth — of the sort of non-transparent policy-
making that this political risk premium reflects ends up.

To illustrate the magnitude of foregone economic growth let us take the case of
Denmark and the high political risk period following the ‘potato diet cure’ in
Denmark in the mid-1980s. By combining the interest rate sensitivity of the Danish
GDP we end up with an ‘estimated’ 1.2–1.5 percentage points lower growth rate
in Danish GDP over the last years of the 1980s than would otherwise be obtained.
In a similar way we can make an out-of-sample estimate using this line of arguing
for Sweden. Contrary to Denmark and Norway, Sweden experienced increased
political risk during the first half of the 1990s. The political risk was further fueled
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Figure 1.10: Relative variance in inflation as a measure of currency risk in the
Nordic region. Quarterly data, end of period observations. Calculated as the
difference between the variance in domestic inflation and the OECD inflation.
The variances are based on annual inflation measured on monthly observations 

over the preceding 24 months.
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by uncertainty about the rules of the game before and after the election in 1994.
Using the same type of decomposition of the interest rate gap as above we argue
that the political risk premium charged for investing in Sweden in 1995 was about
2.5 percentage points. Based on the interest rate sensitivity of the Swedish GDP
(as estimated by the National Institute of Economic Research in December 1994),
a risk premium of that size would cause a 1.5 percentage point lower GDP growth
rate over 1996 and 1997 than would otherwise be obtained.

With this simple example we have illustrated how lack of transparency about
policy-making feed into a political risk premium that incrementally increases the
cost of capital, thus lowering investment and economic growth.

1.6 Conclusions

Transparency has become a keyword in the early 2000s. ‘Lack of transparency’
has been inferred as a retrospective explanation of a number of corporate scan-
dals with both managers and politicians as targets for allegations. ‘Transparency’
has also received a prominent position in the European growth debate and played
a very explicit role in the Lisbon process with benchmarking as a key pillar. And
these are just two examples of areas where ‘transparency’ has received increased
attention in recent years.

The aim of this chapter was to link transparency to economic growth. We
have assumed this task by developing a framework for the analysis based on
existing growth theory. In doing this we managed to sort out three different kinds
of transparency. One of these is institutional transparency (H). Another is cor-
porate transparency (ε). As a third category we suggested the interaction
between H and ε. We then illustrated this link, for the case of institutional trans-
parency, with an empirical example. Our causal chain is the following: An
improved degree of transparency will lower uncertainty; reduced uncertainty
will translate into a lower risk premium. This lower premium reduces the cost of
capital by the same amount implying that — ceteris paribus — more investment
projects will pass the needle’s eye in terms of a positive net present value. The
increased level of investment will then ultimately materialize in higher economic
growth.

As stressed in the chapter, transparency is a multifaceted concept and typically
situation-specific in character. A discussion of it requires a specification of area of
application. One meaning of it may be useful in a policy context but show up as
inadequate when a corporate transparency problem is addressed. A common denom-
inator is uncertainty surrounding the exchange of information. Since the exchange
means one sender of information and one (or many) receiver(s) of information it is
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easy to identify a multitude of sources of dissonance. The sender has his own objec-
tives and expectations of the receiver’s objective. In addition, there is also a source
of problems in the information content. If it is to reflect an objective reality there is
uncertainty about the sender’s view on this reality (a kind of perception uncer-
tainty). If the reality is to be estimated, then there is uncertainty about the estimate
(estimation uncertainty). Moreover, there is also the sender’s view on the receiver’s
objectives and demand for information influencing the information provided or sig-
naled (uncertainty about the receiver). Then there is uncertainty about the informa-
tion per se. Is it a matter of too little, too much, or too ambiguous information for
the receiver to digest? Maybe the ambiguousness is of a creative kind? All the last-
mentioned sources add to uncertainty about the content.

Considering the multidimensionality of the transparency concept and the impor-
tant role of both the sender’s and the receiver’s expectations, it is easy to imagine
all problems connected to quantitative studies on the link between transparency and
economic growth. Nevertheless, we have made an effort to visualize the link in a
simple example emphasizing institutional transparency. In the example we have
pinpointed the different elements in the causal chain mentioned above. We have,
however, made the assumption that the identified political risk premium — which
we isolated in a step-by-step procedure — is entirely due to the lack of transparency,
or more correctly, to a deviation from optimal transparency. This assumption con-
ceals a number of issues that can be addressed in a more in-depth way in further
studies; such issues include the way uncertainty is related to the deviation from
optimal transparency, and how uncertainty is then transformed into risk.

In our example using data from four small, open, political-economy European
countries, we identified a number of periods with high institutional uncertainty for
which we extracted the political risk premium from the international interest rate
differentials on government bonds. The size of the premiums are such that when
multiplied with the aggregate interest rate sensitivity of economic growth of the
country in question, the impression emerges that the foregone economic growth
due to a lack of institutional transparency (or deviation from optimal transparency)
may occasionally be very substantial. Because our measure — based on the uncer-
tainty created by unstable and frequently changed policies — indicates substantial
social costs, the argument that a reform is ‘balanced’ when it is financed (in a
budgetary sense) appears simplistic, or downright incorrect: the argument ignores
costs stemming from the uncertainty created and signaled by the policy change.

In the present chapter — aimed to be general in scope — we have been forced
to paint with very broad brush strokes, and to attempt to encompass a wide range
of areas of specialization. The remainder of the book will therefore be devoted to
in-depth studies of different specific kinds of transparency. Hence, most of the
combinations of ‘H,’ ‘ε,’ or ‘H⇔ε’ will be addressed. Chapters 2–5 all emphasize
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institutional transparency (H). They focus on issues related to monetary policy,
competition policy, environmental policy, and human capital policy, respectively.
Chapters 6–9 also address institutional transparency, but with emphasis on the role
of regulators and their opportunities to increase transparency about the cost of cor-
porate exit — i.e., bankruptcy costs and the rules of the ‘financial market game.’
Chapters 8 and 9 link institutional transparency to corporate transparency
(H⇔ε): Chapter 8 by combining bank insolvency procedures with market discipline,
and Chapter 9 by linking legal determinants to the demand and supply of equity.

In Chapters 10–12, the main focus is on corporate transparency (ε) within a
given institutional context. Chapter 10 discusses transparency effects of the new
international financial reporting standards (IFRS), in effect in Europe as of
January 2005, whereas in Chapter 11 the transparency effects of the SOX are dis-
cussed from a European perspective. Chapter 12 addresses the issue of how
different types of disclosure and transparency are reflected in corporate capital
structures. Finally, Chapters 13 and 14 return to the relation between institutional
and corporate transparency, but now with a stronger role of companies (H⇔ε).
Chapter 13 focuses on transparency issues related to the interaction between
multinational enterprises (MNE) and the EU-level policy-making. Lobbying is
here a key ingredient. Chapter 14, finally, addresses the lack of transparency in
terms of the effect of corruption on inward foreign direct investment in Europe.
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Chapter 2

Economic Policy and Institutional
Transparency: The ECB1

Iain Begg

2.1 Introduction

The world of central banking has changed considerably in recent years for all
sorts of reasons (Blinder, 2004) and in the process, considerably more attention
has been paid to how central banks (CBs) communicate with the financial mar-
kets, other policy-makers and the public at large. Much recent research has sought
to explore the different dimensions of CB transparency and the strategies by
which CB communication with other actors is achieved. The more the market
knows about the approach, aims and likely tactics of the monetary authorities, the
greater is the probability that market practitioners will make soundly based
choices and be able to limit uncertainty. As a result and to the extent that mistaken
interpretations are avoided, the cost of capital ought to be kept down.

Yet, part of the art of the CB is to wield its power to surprise financial markets
in order to alter behaviour, a power that may, on occasion, lead to mis-pricing of
financial instruments. A balance therefore has to be struck between the elements
of certainty and surprise. In resolving this tension, any CB has to pay particular
attention to its communication strategy and to consider where to set limits on how
much it reveals about its approach and thinking. Many authors (see Winkler,

1The research on which this paper draws is part of the Integrated Project ‘New Modes of Governance’
(www.eu-newgov.org), financially supported by the European Union (EU) under the 6th Framework
programme (Contract No CIT1-CT-2004-506392). The customary caveats apply.
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2002; Issing, 2005) have stressed that transparency and volume of information are
far from equivalent, and there are also debates about what should be disclosed and
when.

As a comparative newcomer, the European Central Bank (ECB) has had simul-
taneously (and rapidly) to establish its credibility in assuring price stability and
to fulfil its role in EU economic governance, while also being sensitive to the
demands of financial markets. Certain early communication blunders plainly
caused misunderstandings and some dismay, even if the overall verdict on the
ECB is generally positive (see, for example, Allsopp & Artis, 2003; and, from an
operational perspective, Bartolini & Prati, 2003). However, the more important
questions are whether, on the one hand, the institutional structures allow an
appropriate level of transparency, and on the other, whether the ECB is able to
easily adapt its practices to reflect changing circumstances.

The aim of this chapter is to assess the role of the ECB in signalling its inten-
tions to other economic agents and thus in shaping the environment in which
savers and borrowers function. In terms of the overall aims of this book, CB trans-
parency can be regarded as a key element and in this sense it can be regarded as
a horizontal facet of transparency insofar as it affects both sides of the capital
formation process. The chapter adopts a normative approach to the assessment of
ECB transparency, focusing on whether the current approach is optimal in how it
affects the risk premia. It starts by discussing the changes in central banking prac-
tice, then goes on to explore the notion of transparency as applied to CBs and how
it bears on the conduct of monetary policy. Section 2.4 explains and documents
the ECB approach to transparency and how it compares with other CBs, then
Section 2.5 examines some of the key debates about transparency and what they
might imply for the ECB and the capital formation process. Concluding com-
ments complete the chapter.

2.2 The Changing Face of CBs

Central banks have been transformed in the last 20 years and in the process they
have had radically to rethink their approaches to transparency (Fry et al., 2000).
Two decades ago, it was part of the approach of CBs to be distant and opaque
(Mishkin, 2004). Part of the reason was that CBs had to work hard to keep them-
selves at arms length from political pressures. An intellectual rationale for this
stance could be identified in terms of the necessity for a long-term focus on price
stability, rather than the short-term priorities of political leaders; hence, Rogoff’s
(1985) idea of the conservative central banker, itself stemming from the time
inconsistency literature (Kydland & Prescott, 1977).
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The changes that have taken place in central banking are partly rooted in
developments in macroeconomic theory, but also reflect underlying change in
markets, on the one hand, and in the process of holding policy-makers to account,
on the other. Blinder and Wyplosz (2004) identify four mains trends that have
characterised the recent evolution of CBs. These are

• Granting of independence to CBs, with the aim of shielding them from politi-
cal influence. Blinder and Wyplosz note that the development of the time
inconsistency literature gave a momentum to this trend and they also suggest
that the empirical evidence shows that there have been clear gains in stability
as a result, without apparent loss of output. There is not, however, a single
model of CB independence and other contributors (see the survey by Berger,
de Haan, & Eijffinger, 2001) have highlighted the various differences in types
of independence that can be observed.

• A shift towards inflation targeting is the second major trend, although Blinder
and Wyplosz point out that the three largest CBs (the Federal Reserve, the Bank
of Japan and the European Central Bank) do not formally target inflation.

• Third, there has been a widespread shift towards monetary policy committees,
rather than having the decision vested in a single individual, be it the head of
the CB or the finance minister. In this respect, other CBs have adopted the long-
standing practice of the Bundesbank and the Federal Reserve.

• The fourth trend is towards greater transparency, which Blinder and Wyplosz
argue is part of a wider political shift towards holding policy-makers to account2

and providing access to information, as well as a presumption that it is eco-
nomically desirable for information to be made available unless there is a com-
pelling reason to withhold it.

Blinder and Wyplosz also note that these four trends are inter-related: ‘Central
bank independence calls for accountability and also seems to have tilted the play-
ing field in the direction of decision-making by committee. Accountability, in
turn, would seem to require a higher degree of transparency. And transparency, of
course, is one of the most visible hallmarks of inflation targeting.’ In particular,
they argue that the links between the third and fourth trends are critical and that,
in any CB communication strategy, it is important to identify both how CB infor-
mation is distributed and for there to be effective channels through which the CB
receives information. This will involve a variety of methods of communication,
rather than a single approach aimed at all ‘stakeholders’.
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A fifth trend that could be added to this list is that in a financially integrated
global economy, the decisions of the most powerful CBs are at the heart of global
economic stability. What the Fed or the ECB decide has ramifications not just for
their respective economies, but also for other countries. In parallel, the CBs have
become more dominant actors in shaping economic policy. In part, too, what is
expected of CBs has changed as a result of the growing sophistication, liquidity
and centrality of financial markets in modern economies. The proliferation of
different sorts of financial instruments and the power of financial markets means
that CBs have to work with, rather than dictate to, these actors. At the same time,
predicting what the CB will do has important repercussions for the cost of capi-
tal and for capital formation, and has become an industry in itself. Their credibil-
ity, too, has become ever more crucial in supporting this enhanced role in
economic governance, shifting the balance away from active fiscal policy, and
part of this is how the policy is presented. What CBs say now has as much impact
as what they do — memorably captured in the title of an article by Guthrie and
Wright (2000) as ‘open mouth operations’ [emphasis added].

The move to boost communication has not only been widely followed among
CBs, but is also now seen as a critical part of the central bankers’ toolkit. Despite
marked differences in statutes, mandates and settings, the shift to higher visibil-
ity and the use of well-researched arguments to explain and justify decisions is
pervasive. It also represents a sea change in approach from the Olympian reserve
of the central bankers of yester-year that has been reinforced by changing organ-
isation within CBs. Research, these days, is at the heart of what CBs do, not only
because it provides the basis for decisions, but also because its dissemination is
an important means of communication.

Goodfriend (2005), commenting on the Fed, makes the following connections:

The return to fully explicit interest rate policy in 1994 initiated
greater use of communications in support of monetary policy
actions. The enhanced visibility of interest rate policy actions incre-
ased the public’s appetite for transparency and encouraged even
more Fed communication with markets. The train of events worked
like this: Announcing the federal funds rate targets enabled the fed-
eral funds rate futures market to mature. That, in turn, made the
path of expected future interest rate policy actions more visible to
the public. Market participants and the public began to debate Fed
concerns and intentions for future interest rates more openly. By
measuring the distance between market expectations and its internal
intentions for the future funds rate, the Fed could judge the eff-
ectiveness of its communications about monetary policy and how
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they might be adjusted to achieve a desired effect. The “conversa-
tion” between markets and the Fed became particularly important in
2003, when the federal funds rate was 1 percent and the Fed wished
to lower the yield curve to fight the deflation risk by steering
expected future interest rates lower with language that signaled its
intention to be patient in raising interest rates.

2.3 The Meaning of Transparency as Applied to CBs

There is no single definition of what constitutes CB transparency. Recognising that
what is at issue is access to information, Geraats (2002, p. 533) defines CB trans-
parency as ‘the absence of asymmetric information between monetary policy mak-
ers and other economic agents’, a definition that does not necessarily mean that the
greater the volume of information published, the more transparency there is. From
an operational perspective, a simple definition of transparency is provided by the
ECB on its website. ‘Transparency means that the CB provides the general public
and the markets with all relevant information on its strategy, assessments and pol-
icy decisions as well as its procedures in an open, clear and timely manner.’ In
short, the aim is to explain what it does and why it does it, though the use of the
word ‘relevant’ is intriguing. Geraats (2002, p. 533) while acknowledging that
greater transparency should reduce uncertainty, goes on to say that ‘transparency
may affect the incentives that policy makers face to manipulate private sector
beliefs through signalling’. She also highlights an apparent paradox, which is that
some theoretical arguments against transparency stress its effects on uncertainty,
yet reduced uncertainty — which ought to reduce the cost of capital — is seen by
policy-makers as one of the main benefits of a more transparent system.

While the meaning of the term might appear to be self-evident, there are
arguably two very different facets of transparency with regard to CBs. First, if it
is correct that the quid pro quo of conferring independence on a CB is that it
should then be subject to more intensive accountability, then how it is achieved
matters. This can be seen as a political bargain in which the CB, as the agent for
conducting monetary policy, has to be able to demonstrate to governments and
citizens alike that it has conducted its affairs in a manner consistent with the man-
date. As Issing (2004, p. 12) explains, ‘this requires transparency in all areas rel-
evant to the fulfilment of its mandate and a willingness to convey to the public, in
a systematic and consistent way, all information relevant to its decision-making.’

The second dimension of transparency concerns communication with eco-
nomic actors so as to ensure that whatever monetary policy is followed is effective.
It has little to do with accountability in the sense of democratic oversight, but is
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about economic efficiency: the use of the policy instrument (the interest rate) can
be as precisely calibrated as possible and any variability in the effects of policy
change is kept to a minimum. Issing (2004, p. 12) observes that ‘it should con-
tribute to the anchoring of inflation expectations and minimise false expectations
on the part of financial markets and the wider public regarding policy responses.’
By doing so, the CB gains credibility and can also achieve a better trade-off
between price stability and growth in the real economy (Levin et al., 2004). A
measure of success in this latter regard is whether the CB is able to achieve the
desired performance; in this context, it is the rather different concept of ‘output
legitimacy’ as espoused by political scientists such as Scharpf (1999) that is rele-
vant in judging the CB. ECB President Jean-Claude Trichet3 emphasises that ‘suc-
cessful central bank communication supports predictability and correct price
formation in financial markets, contributes to efficient allocation of funds and
reduces uncertainty about future interest rates’. He describes a vision of effective
communication that conveys clarity about monetary policy, but recognises that it
is impossible for a CB (because of uncertainty about economic circumstances and
changes in the economy, as well as inevitable risks) to preannounce to the market
precisely its future monetary policy decisions. Arguably, therefore, the test of good
communication is that the markets will, on the basis of the same information,
arrive at broadly similar conclusions.

The second need for transparency does not necessarily call for the same strat-
egy or forms of communication as the first, especially where the market expects
the information to be sufficiently detailed to allow adequate understanding of what
is intended. Where it is technical information about the assumptions underlying
the conduct of monetary policy, the implicit policy model or the data and forecasts
used, it is a fine judgement how much to reveal. Moreover, the CB has to commu-
nicate its approach to the public rather than letting markets assume that they can
work out — rightly or wrongly — what the strategy is (Woodford, 2005). By con-
trast, for political accountability purposes, it can actually be confusing, if not mis-
leading if there is too much detail. Issing (2005, p. 12) explains the dilemma thus:
‘there is clearly a need to strike a balance between, on the one hand, being clear
enough to be properly understood by the general public and, on the other, provid-
ing information which is sufficiently comprehensive to do justice to the uncertain-
ties and complexity of the decision-making process.’ Part of this is that the CB
should not deliberately mislead the market in trying to steer expectations, nor
should it be a slave to them: a tricky balancing act. Blinder (2004) makes the
point emphatically that the long-term perspective sought from the CB, as well as
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independence, can be compromised by taking a lead from the market just as surely
as by being instructed by politicians. Yet, the financial markets are the means by
which monetary policy is transmitted and, for this reason, have to be courted.

Bernanke (2004, p. 3) suggests that the ‘value of more-open communication is
that it clarifies the CB’s views and intentions, thereby increasing the likelihood that
financial-market participants’ rate expectations will be similar to those of the
policymakers themselves — or, if views differ, ensuring at least that the difference
can not be attributed to the policymakers’ failure to communicate their outlook,
objectives, and strategy to the public and the markets’. He also observes (Bernanke,
2004, p. 3) that ‘without guidance from the central bank, market participants can
do no better than form expectations based on the average past behavior of mone-
tary policymakers, a strategy that may be adequate under some or even most cir-
cumstances but may be seriously misguided in others’. Timing is also crucial,
especially the distinction between short-term communication needed to explain
decisions and the medium- to long-term obligation to demonstrate consistency
and, by implication, predictability (Issing, 2005).

An important question that arises from this debate is whether there are real
conflicts between the accountability and efficiency rationales for transparency
and, if so, how to separate the two dimensions. Although supporters of open gov-
ernment might find his views somewhat extreme, Thornton (2003, p. 480) argues
forcefully that policy efficacy should be the sole test of whether transparency is
worthwhile and that it should never be an end in itself. He asserts that ‘when it
comes to policy effectiveness and democratic accountability, economists’ prefer-
ences are — i.e. they should be — lexicographic. The principle of democratic
accountability enters the decision-making process only if actions taken to increase
transparency do not impinge on the effectiveness of policy’.

2.3.1 The Economic Motivations for Transparency

From the cost of capital perspective central to this volume (see introductory chap-
ter by Forssbaeck and Oxelheim), it is not unreasonable to focus on the economic
efficiency dimension. Concentrating on the economic case, especially since much
of the recent interest in the subject concerns its role in the transmission of mone-
tary policy, it is evident that there is a degree of consensus in the recent literature
on the principal motivations for transparency (Bernanke, 2004; Blinder, 2004;
Howells & Biefang-Frisancho, 2005; Poole, 2005; Issing, 2004, 2005; Woodford,
2005). These are to

• assure the predictability of interest rate decisions.
• anchor longer-term expectations of what the CB will do and, most importantly,

its views on inflation. In addition to shaping expectations, Jansen and de Haan
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(2004) suggest that an important motivation is to reduce noise, thereby improv-
ing predictability.

• signal to market participants what the future course of policy decisions will be,
thereby bridging the gap between what short-term interest rates mean and the
economic significance of long-term interest rates, which affect spending and
investment decisions.

There are several attributes that will be conducive to effective transparency and
communication and which could be regarded as desiderata for a modern CB
(Blinder, 2004). They include

• How clear the messages being conveyed are.
• Openness to public scrutiny in relation to nature of deliberations, decisions and

possibly the way votes go and the models or forecasts that inform them.
• Substantive content that means that what the CB reveals provides other stake-

holders with information that enables them to make informed judgements. This
could embrace a range of themes (Woodford, 2005; Poole, 2005), such as the
economic analysis that informs decisions, explanation of decisions, exposition of
the underlying ‘model’ or rules that govern policy and presentation of views (or
biases) on economic prospects and how they will affect future policy decisions.

A conceptual framework for appraising the economic dimension of transparency,
reproduced here as Figure 2.1, is put forward by Eijffinger and Geraats (2005),
echoing previous papers by the latter of those authors.4 They, identify five different
facets of economic transparency5 which, they argue, represent different stages in the
policy process for which choices can be made about what, or how much, to reveal.
For each element in the chart, a variety of transparency questions will arise and
these will have both direct and indirect effects on the costs of capital. Thus, if a CB
is willing to be open about operational errors (the fourth box in the second row of
the chart), it seems to be more likely that it will have a reduced inflation bias that
will send signals about the trade-off between price and output stability. Transparent
procedures can send messages about the likely next move of the CB, especially if
minutes or a voting record show whether decisions of the arguments behind them
show unanimity or divided viewpoints (Goodhart, 2005; Reinhart, 2005).

It is not, however, easy to judge optimal transparency. On the whole, analysis
and explanation are readily accepted as being necessary elements of CB commu-
nication, but there is greater controversy over the extent to which CBs should be
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explicit in expounding their forward thinking. There will also be differences
among ‘consumers/users’ of CB communication as well as over time in what is
most significant in assessing risk. The implication is that the relationship between
the particular configuration of CB transparency and the cost of capital will not
necessarily be a stable one. What these and other contributions reveal is that
although, there is much common ground in the things about which CBs should be
transparent, translating these analyses into policy prescriptions is never easy.

2.3.2 Transparency and the Transmission Mechanism

Although some of the answers may seem obvious, given the rationales just dis-
cussed, why should transparency matter? A crucial reason is that despite the
prominence accorded by market practitioners to the short-term interest rate set by
the monetary policy authorities (FED- and ECB-watching and so on), the interest
rates which matter for decision-making by private agents only imperfectly follow
the lead given by the CB. If the slope of the yield curve is in doubt, the impact of
monetary policy decisions (i.e. short-term interest rate changes) will be less eas-
ily predictable. This could increase uncertainty, but may also mean that the
impact of the policy rate varies depending on the circumstances. Do long rates
lead or follow short rates? Monetary transmission occurs principally via the
demand for loans, but may be affected by the willingness of lenders to provide them
(a credit channel). Monetary transmission channels also include the exchange rate
and asset prices, and an effect on expectations of all these variables.

While firm empirical evidence is scant (for early work, see Angeloni &
Ehrmann, 2003), the impact of CB communication on the yield curve, on market
expectations and on the overall level of interest rates can be quite pronounced.
Eusepi (2005, p. 22) finds ‘that a sufficient degree of transparency by central
banks make the optimal policy rule robust to expectational mistakes, even in the
plausible case where the economic agents face other sources of uncertainty about
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the economic environment’. In an exercise in which they examine the effects of
actual interest rate-setting decisions and the statements that accompany the deci-
sions, Bernanke, Reinhart, and Sack (2004) find that the latter have the greater
impact on financial market responses. Communication explains two-thirds of the
variance, compared with only an eighth of the variance being explained by the
decision itself. The significance of transparency for the cost of capital is not easily
measured, though the available evidence suggests that well-orchestrated trans-
parency can allow CBs to have lower, and possibly less volatile short-run (i.e. pol-
icy) rates. The impact on the long-run nominal interest rate may be up to 50 basis
point (Geraats & Eijffinger, 2004), which must be regarded as significant.
Transparency can also induce commercial banks to change interest rates quicker in
response to monetary policy decisions, yet can diminish volatility. Thus, in
Australia, a change in the CB rate translates more quickly into retail rates, with the
long-run adjustment time halving to nine months, and increased transparency has
reduced the volatility of bank lending rates (Morkel-Kingsbury & Allen, 2005).

However, communication cannot be a substitute for good policy decisions.
Thornton (2003, p. 50) argues that credibility has to be earned by results and that
consistency is critical to earning credibility, even if the CB does not fully explain
its approach: ‘a CB that consistently delivers low and stable inflation will have cred-
ibility even if it does not publicly announce a specific target’. Good communication
has to complement track record, implying that they are not ready substitutes (Issing,
2005), but CBs need to take care to explain the limits of their powers and mandate
so as not to engender unrealistic expectations. In comments that manifestly apply
to the ECB, Issing stresses the need for a new institution to be clear in its commu-
nication for a variety of reasons.

The effects of monetary policy on expectations and the influence thereon of CB
communication consequently hold the key to monetary policy effectiveness. The
implication is that CBs, which are less transparent will struggle to stabilise expec-
tations, with mis-interpretation of the output gap likely. These points about the
impact of transparency are summed up in Figure 2.2, which identifies two main
channels affecting the cost of capital, namely what CBs do and what they say.
However, it is also important to note that an increasing role is played by market
expectations, which simultaneously shape, and are shaped by, both CB decisions
and statements.

2.4 Transparency of the ECB’s Monetary Policy

Like all other CBs, the ECB has thought carefully about transparency and has
adopted procedures that it considers to be appropriate. On its website it states that
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‘today, most CBs, including the ECB, consider transparency as crucial. This is
true especially for their monetary policy framework. The ECB gives a high pri-
ority to communicating effectively with the public.’ Credibility, self-discipline
and predictability are highlighted as aims. The ECB argues, further, that trans-
parency imposes a vital discipline on the CB because it provides the means for
effective scrutiny of its actions, while predictability is about having in place a sys-
tem that will progressively build up in the public mind an understanding of how
the CB can be expected to respond. The underlying logic is that ‘if market agents
can broadly anticipate policy responses, this allows a rapid implementation of
changes in monetary policy into financial variables. This in turn can shorten the
process by which monetary policy is transmitted into investment and consump-
tion decisions. It can accelerate any necessary economic adjustments and poten-
tially enhance the effectiveness of monetary policy.’ It is, thus, evident that the
ECB takes transparency seriously and is aware of its potential to affect the cost of
capital.

2.4.1 The Approach to Transparency of the ECB

There are many components to the ECB’s strategy towards transparency and
communication, several of which reflect practices adopted by other CBs. These
can be summarised as follows:
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• Its target and monetary policy strategy have been clearly explained.
• Voting procedures and other aspects of decisions making have been made pub-

lic, although decisions have, up to now, been reported to be taken by consensus.
• However, it does not reveal voting records (irrelevant anyway, so long as

decision-making by consensus prevails), nor does it publish minutes of meet-
ings — indeed, the first President of the ECB (Duisenberg) frequently voiced
his opposition to such publication.

• The ECB holds a ‘real-time’ press conference immediately after Governing
Council meetings at which the decision is presented and the reasons for it
explained. Journalists also have the opportunity to question the President or
other members of the Executive Board (EB) present.

• It publishes its forecasts, although it did not do so at first, but presents them as
the work of staff, rather than being a firm institutional view.

• The six EB members give frequent speeches on different aspects of ECB pol-
icy and make these speeches freely available via the website, and the national
CB Governors also make frequent speeches.

• Unlike the Fed (since 2003), the ECB does not try to signal a bias (for exam-
ple towards tightening) in its likely future decisions.

• The European Parliament is consulted about the appointment of EB members
though it does not have a formal power of veto.

• Accountability procedures, such as appearances before the Economic and
Monetary Affairs Committee of the European Parliament, appear to be meticu-
lously respected, and there is also a considerable visibility of the ECB before
national parliaments.

• In addition, EB members participate in the EU’s macroeconomic dialogue, a
forum in which the social partners as well as national finance ministry repre-
sentatives discuss policy orientations. Board members also sit on the (powerful)
Economic and Financial Committee along with Finance Ministry representatives
from Member States.

2.4.2 The ECB Compared

Eijffinger and Geraats (2005) make a valiant attempt to quantify the overall trans-
parency of different CBs by building up scores for each of the components shown
in Figure 2.1, above. They find that the most transparent CBs are the Reserve
Bank of New Zealand and the Bank of England, while the ECB and the Federal
Reserve are similarly ranked. In their methodology, the ECB falls down on pro-
cedural transparency because it does not publish minutes or votes. It is, however,
more transparent than the Fed in respect of the political dimensions and some
aspects of ‘operational’. The research also shows that the ECB had become more
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transparent by 2002 than it had been at the outset, notably through the decision to
start publishing forecasts.

The institutional context of the ECB is unique in that it has no direct counterpart
in the form of a powerful finance ministry that both sets fiscal policy and can ‘bar-
gain’ on the macroeconomic policy mix. Some critics, such as Boyer (1999) regard
this as a flaw in the architecture and argue for the establishment of a gouvernement
économique as a counter-weight, the implication being that without it, the balance
of power in macroeconomic policy-making is too uneven in favour of an unelected
agent. Although it is always important to recall that the ECB is still a young insti-
tution and to recognise that an initial need to establish credibility was a high prior-
ity, it has been criticised in the literature for inadequate transparency. Buiter (1999),
for example, has argued for publication of minutes and voting records, while de
Haan and Eijffinger (2000) have suggested that the ECB (in common with other
continental CBs prior to 1999, may have been too prone to hiding its strategy from
the markets. It may be that the monetary policy strategy itself bears on transparency.
This strategy comprises two pillars (Issing et al., 2001), the first being that the ECB
sets a reference value for the growth of broad money, while the second pillar com-
prises scrutiny of a broader range of indicators. Svensson (2004) has been a con-
sistent critic of this approach, and others have suggested that the ECB is behind the
state of the art in not explicitly adopting an inflation-targeting approach and there
are suggestions that it is the inflation targeting CBs, which have been most innova-
tive (Woodford, 2005), especially in their approach to communication.

Yet the ECB does seem to fulfil expectations in relation to accountability.
Research by Lepper and Sterne (2002) shows that the extent of ECB appearances
before Parliament and the commitment of its president and senior board mem-
bers to attend is in line with practice elsewhere. They note that the US Congress
holds fewer meetings on monetary policy than its EU counterpart. Moreover, the
practice that has evolved has been for the CB President to report on its monetary
policy and whether its aims have been achieved, something that has not become
established in a majority of other contexts, including the US. It can also be argued
that the press conference has been a key innovation (Trichet, 2005). Evidence that
the communications strategy is working is that interest rate spreads in the euro
area have narrowed, signalling low expectations of future inflation. In addition, a
range of other indicators of stability can be cited in support of the contention that
ECB decisions are as predictable as comparable CBs (Issing, 2005).

2.4.3 The ECB’s Transparency Record

Why then is the ECB criticised? Certainly, in its early years, it was prone to the
occasional communications gaffe and there may in addition have been a sense in
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which the markets were probing it for vulnerabilities in a way that could have
increased the risk premium. It is also true that the reluctance to divulge minutes
and voting records has been seen as a less complete form of transparency than
elsewhere, though decisions by consensus mute this point. However, there is
weight in the ECB defence that this was a justified reticence in a new, multi-
national institution that had to assert its independence from political interference
and therefore had to safeguard its NCB governors from the sort of domestic pres-
sures that might arise. Transcripts of FOMC meetings, after all, are only pub-
lished five years later. It is also germane that parts of the ECB approach to
transparency, such as the press conference at the end of GC meetings, go beyond
what others CBs do. As the Economist once put it: ‘the ECB’s mistake, perhaps,
has been not to call its press statement “minutes”, and not to call its monthly bul-
letin an “inflation report” ’ (Economist, 27 September 1999).

Jansen and de Haan (2004) conduct an interesting study of ECB communica-
tion in which they try both to quantify it and to appraise its evolution. They con-
clude that in some respects the ECB has improved its communication, becoming
more consistent and clearer on its stance towards the external value of the euro.
They also draw attention to the important role played by national CBs, in partic-
ular the Bundesbank, though their statements are more prone to being contradic-
tory statements, especially about topics other than the inflation rate. Heinemann
and Ullrich (2005) conduct a similar exercise based on identification of key
phrases in ECB press conferences in which they concentrate on how ECB com-
munications bear on the expected evolution of monetary policy. Although they
find that ECB statements provide a good guide for markets, they assert that these
cannot fully substitute for harder research based on analysis of relevant variables.

Ehrmann and Fratzscher (2005) also investigate ECB communication in com-
parative context and arrive at three distinct models:

• The FOMC makes decisions collegially, but allows more individuality in com-
munication.

• The Bank of England Monetary Policy Committee (MPC) members vote indi-
vidually, but pursue more collegial communication strategies.

• The ECB is collegial both in communication and voting.

They conclude that the communications emanating from the ECB accord most
closely with future decisions. This, they argue, means that the ECB becomes
highly predictable, whereas for the FOMC, the markets have to decide which
members of the FOMC are the most credible, and the task is most difficult for the
Bank of England. The empirical finding is, nevertheless, that although the
approaches of the FOMC and the ECB Governing Council are distinctive, they
both provide a high level of predictability.
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2.5 Issues for Debate

Transparency has made great strides in central banking in barely a decade and has
fundamentally altered the inter-play between monetary policy and the capital for-
mation process. Yet, as Bernanke, Reinhart, and Sack, (2004) observe, while it is
evident that the shift towards transparency has had a marked effect in making CBs
more predictable, there is a limit to how far they can go in making binding com-
mitments or adhering strictly to policy rules. More generally, a crucial question is
whether the communication mix, especially of the ECB, is correct. If not, how
could the ECB improve on what it currently does? Poole (2005, p. 4) articulates
the challenge succinctly: ‘the ultimate test is whether disclosure yields better pol-
icy outcomes.’ Blinder (2005, p. 10) makes a fascinating observation: ‘Suffice it
to say that while the Federal Reserve has often hesitated over specific incremen-
tal increases in disclosure, and while it has sometimes warned of adverse conse-
quences from greater transparency, virtually none of these adverse consequences
have ever come to pass, and the Fed has never regretted its step-by-step move-
ments toward greater openness’.

2.5.1 Communication about What?

Communication comprises a range of mechanisms that can go beyond simply
explaining CB decisions and also involves behavioural adaptation. For example,
Bernanke et al. (2004) show that when Greenspan emphasised that the FOMC
would give more weight to payroll data than other labour market measures, mar-
ket expectations started to change. They show that a change in CB statements in
August 2003 led subsequently to a statistically significant increase in the reaction
of the markets to a ‘surprise’ in payroll data: specifically, a positive surprise of
100,000 jobs resulted in an 11 basis point rise in Treasury bond yields compared
with 4 basis points beforehand. The inference to draw is that by signalling what
might influence future decisions on the federal fund rates, the FOMC is able to
steer the market’s expectations and thus increase predictability. In the absence of
such a steer, the markets might anticipate less well and therefore be obliged to
increase the risk premium.

By the same token, the evidence adduced by Bernanke et al. suggests that mar-
ket expectations can be led away from factors to which the CB pays less attention.
What matters most in assessing market expectations is whether markets believe
that any change in short-term rates will persist, more than whether they will
change, and there is also evidence that what is communicated makes a difference.
Chortareas, Stasavage, and Sterne, (2002) examine a key facet of transparency,
which is the publication of forecasts. They find that increased transparency in the
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form of publication of more information on the forecasts is associated with lower
inflation irrespective of whether the monetary regime is an inflation targeting one
or one in which control of money is the rule. Thus the provision of the informa-
tion is clearly adding to the markets’ capacity to price correctly.

An interesting comment made by Reinhart (2005, p. 2) is that ‘more informa-
tion is usually better. But when policy is made by a committee, that information
has to explain the consensus view, identify relevant differences of opinion, and
be structured in a way that does not impede the Committee’s deliberations or
ability to reach a consensus.’ The implication is that signalling of short-term
intentions is tricky because it can be seen as a promise which, if broken — even
for the good reason that circumstances have changed — undermines confidence
in the CB. The trick is, therefore, to communicate any signal as being condi-
tional, but the obvious risk is that capital market actors will be more susceptible
to confusion, with the implication for the cost of capital that risk premia would
increase. Moreover, CBs should do more to make explicit the extent of their
commitment to output as opposed to price stabilisation. For the ECB, this may
be especially challenging, given that its mandate gives primacy to price stability.
Yet if there is an implicit and entrenched criticism — whether warranted or not —
of the ECB it is that it pays too little regard to output and employment (Bibow,
2005; Mishkin, 2004).

Any forward-looking statements have to be about balances of risks and thus
conditional on events that might alter the assessment of policy priorities. It may
also be subject to a re-calibration of the risks based not on any major change, but
simply on the accumulation of small packets of information. A critical question
is how to deal with prospective turning points. When a tightening or loosening
cycle begins, it is generally easy to impart the correct signals to the markets, but
as the point at which a step-change or even a reversal approaches, conveying the
right signal becomes harder and, potentially, confusing. There may be dissent
within a monetary policy committee about future directions as well as the imme-
diate interest rate decision. As a result, what to reveal about the deliberations and
the basis for a decision (votes, balance of opinion or whatever) may not be as easy
as it sounds (Poole, 2005).

2.5.2 How much Transparency?

Judging the optimal degree of CB transparency is not easy, because there is often
a disjunction between the need to know and the need to understand (Issing, 1999)
and part of the challenge is to achieve a balance between clear communication of
strategic aims and the retention of a capacity for tactical surprise (de Haan &
Eijffinger, 2000). Some CBs may have gone too far in forgoing the latter with the
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result that they confuse, rather than enlighten the markets. In transmission, it is
arguably the probability that a policy shift will persist that is influential in the cap-
ital markets: if they do not believe a short-term rate will persist, it will not be
transmitted. An underlying argument in relation to the cost of capital is whether
a deviation from ‘optimal’ transparency will increase risk premia.

There are several aspect of transparency that remain open to debate and for
which it is by no means obvious that increased openness will help to lower the
cost of capital (or, indeed, have another positive impact). In relation to the fore-
casting of the inflation rate, Mishkin (2004) shows that there are, in fact, consid-
erable complications in arriving at a decision. Because any forecast is necessarily
conditional, publication of the forecast also implies announcement of the condi-
tions that are being used. If the forecast relies on market expectations, the argu-
ment can become circular: the CB is then relying on market expectations of what
the CB will do. But it is far from easy for the CB to divine its own policy path.
On this issue, therefore, Mishkin (2004, p. 13) concludes that ‘except in excep-
tional deflationary circumstances like the one Japan has experienced, announce-
ment of a policy-rate path does not have much to recommend it.’ Yet it must be
consider a moot point whether publishing the forecast will mislead and thus have
costs as well as benefits, or whether instead the market can learn to interpret what
the CB publishes. In principle, the expectation would be that a learning-by-doing
process would be engaged that should ultimately enable more precise pricing of
financial instruments.

Should the CB explain its objective function and thus, reveal what account it
takes of the real economy? Here much of the argumentation put forward in
Section 2.2 suggests that it should. However, Mishkin (2004) suggests that a
potential problem is that it will be difficult to understand for the general public,
in contrast to a simple inflation target, and may be counter-productive if it results
in confusing signals. But given sophisticated market analysis, it is not obvious
why this should be problematic.

Some aspects of what is described in Figure 2.1 as procedural transparency
also raise doubts. Gersbach and Hahn (2004), for example, find that publication
of voting records is by no means welfare enhancing, especially if some members
of the decision-making body are less competent than others or are swayed by the
need to be re-elected. Winkler (2002), similarly, casts doubt on the value of too
much transparency if the risk is that it confuses rather than informs. On this issue,
Issing (1999) has argued that given the composition of the ECB Governing
Council in which national CB governors are numerically dominant, a risk is that
too much publicly available information on the positions they take may under-
mine their ability truly to be independent of domestic pressures in their decision-
making.
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Analysis of transcripts of the FOMC shows that increased transparency can
have the effect of reducing the freedom of committee members to express discor-
dant views. After 1993, members of the FOMC knew that their points of view
would be made public through the publication of transcripts. Noting that the usual
pattern was for Fed Chairman Greenspan to give his view first, and at some
length, then to solicit other opinions, Meade and Stasavage (2004, p. 29) show
that ‘Fed policymakers appear to have responded to the decision to publish meet-
ing transcripts by voicing less dissent with Greenspan’s policy proposals for the
short-term interest rate’. Insofar as dissent is regarded as creative or desirable in
allowing options to be more fully explored, the implication is that transparency
can have a negative impact on the quality of decision-making.

Thus, while some types of transparency, in some circumstances, may do harm
rather than good, the circumstances in which transparency would have an adverse
effect on the cost of capital are not obvious. Even so, how much transparency
there should be and whether CBs have the mix right remains an open question
(Hughes, Hallett, & Viegi, 2003).

2.5.3 The Way Forward for the ECB

The ECB has, plainly, put in place comprehensive transparency mechanisms.
Assessed on both the political and economic dimensions of transparency, the
ECB can be regarded as being in line with current practice among leading CBs.
Its procedures do, however, differ in detail compared with some other CBs, giv-
ing rise to criticisms, but it is probably fair to say that issues such as the non-
publication of individual voting records are of a second order of importance
compared with the big questions of whether the ECB communicates enough
information for markets to understand its strategy or voters to be persuaded that
it is acting in accordance with its mandate. From the perspective of this volume
as a whole, the key question is whether the ECB could do more, by amending its
approach to transparency, to improve the efficiency of its monetary policy in such a
way as to lower the cost of capital.

The gradual increase in transparency revealed by the empirical work of
Eijffinger and Geraats (2005) suggests that the ECB is alert to the need to review
its approach. However, there are two main areas in which it might develop its
approach to transparency. The first is explanation of decisions and of the balance
of opinion. Though there are, as Glöckler (2005) argues, constitutional con-
straints that cannot wholly be overlooked, it seems that despite not publishing
minutes or announcing a policy bias, the markets are able to ‘read’ the ECB
sufficiently well. But does this go far enough? Although the press conference pro-
vides immediate, relevant information, it could be regarded as flawed, especially

64 Iain Begg

Ch002.qxd  3/6/06  12:24 PM  Page 64



as any verbal responses to question do not quite have the endorsement of the full
Governing Council. By contrast, edited minutes, though they take longer to sur-
face, have been approved by all members. To remedy this, Goodhart (2005) has
recommended a 24-hour delay in a press conference and considers that minutes
would help the ECB to present its case more clearly, as well as signalling a pol-
icy bias. There is, probably, scope in this regard for reform that would enhance
predictability and be favourable in terms of the cost of capital.

The second area for rethinking is in what the ECB reveals about the links
between its forecasts and its projected policy path, though there are obvious pit-
falls. In particular, in any modelling exercise, providing a forecast interest rate
more than a few time periods out is subject to a widening range of probabilities
and, especially with a committee decision, the possible outcomes become too
divergent. Nevertheless, the issue is whether some guidance of the sort practiced
by the Fed can help to lower variability in rates. Reinhart (2005) cites evidence
that eurodollar future rates have fallen since August 2003, possibly reflecting the
announcement of a policy bias, but he also points out that so too have euro rates,
despite no announcement. This illustrates the distinction between what Reinhart
calls news about the ‘policy factor’ — that is the setting of the repo rate — and the
‘path factor’, by which he means information on the likely future setting of the
policy rate. Nevertheless, given that it seems to have worked in the US, a shift in
this direction may well help to lower risk premia.

2.6 Concluding Comments

Transparency has become a vital part of the central banking toolkit and CBs
everywhere have chosen to adopt a far more open approach to the provision of
information to the markets, on the one hand, and subjecting themselves to
scrutiny, on the other. In part, this trend has been driven by statutory changes,
with procedures for holding CBs to account introduced as the direct counterpart
of the granting of independence in the conduct of monetary policy. Much of the
motivation for greater transparency is, though, the result of a rethinking of how
to conduct monetary policy. Rather than using surprise to discipline markets, the
current philosophy is that it is understanding of the strategy and the predictabil-
ity of response that underpins good policy. Behind these changes there is plainly
a concern to ensure efficient pricing in the capital market.

There is a growing body of evidence that CB transparency matters for the cost
of capital, so that it is an issue that needs to be taken into account in appraising
the ECB approach and considering how it might evolve. For example, Bernanke
et al. (2004, p. 50) conclude that ‘overall, the evidence suggests that FOMC
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statements have importantly shaped the policy expectations of investors, particu-
larly over the past five years. Indeed, yield-curve movements around FOMC deci-
sions cannot be adequately described by the unexpected component of policy
decisions, but are instead influenced to a greater extent by a second factor, which
appears to be associated with surprises in the policy statements’. Reinhart (2005,
p. 13) sums up the salience for capital formation: ‘central bank talk about the
future and contingency plans is not an attempt to manipulate markets but rather
an effort to ensure more accurate pricing in financial markets. In essence, it is a
reflection of the properties that investment decisions depend on the distribution of
possible policy outcomes well into the future and that the central bank may well
have an information advantage in knowing about its likely future action’.

Does the ECB perform well? The evidence suggests that the markets do not
regard the ECB as idiosyncratic in its behaviour and that even if some might have
liked to see a more activist response to the stagnation of the EU economy, the ECB
has not acted out of character at any point. The ECB has a well-explained goal but
is less clear about how it intends to reach it and in signalling its future stance, in
contrast to the FED which does signal a bias, but is more cagey about its goals. In
these respects, the ECB is circumscribed in its ability to signal via minutes, votes
or a policy statement. As the ECB matures (and it is, after all, only just beyond its
infancy), it may be that it will elect to adopt somewhat different forms of trans-
parency, such as providing explicit minutes or publishing voting records.

Is all this enough for the ECB to be adjudged as having an optimal degree of
transparency from the perspective of the cost of capital? Trichet (2005), admittedly
not an unbiased observer, claims that academic studies suggest that the ECB
achieves a high degree of predictability, though a critic might suggest that may have
something to do with the relative infrequency with which it changes rates. The evi-
dence on spreads and on volatility indicates that the ECB’s transparency has
become better with encouraging results for risk premia. However, other CBs now
place greater reliance on signalling a policy bias and in so doing are able to impart
an important signal to financial markets, suggesting that this is a direction the ECB
would be advised to take. An overall assessment of ECB transparency would, nev-
ertheless, be ‘so far, so good’ though with the caveat that it cannot stand still.
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Chapter 3

Transparency in Competition Policy

Philippe Gugler

3.1 Introduction

Competitive markets maximise efficiency and therefore promote economic growth
(Motta, 2004). However, real markets are not perfect, in general, due to market
failures such as externalities, natural monopolies and other structures laid down
by economies of scale, public goods and anticompetitive behaviours. One of the
most important sources of externalities is the lack of transparency, such as asym-
metric information. Economic theory has explored market failures resulting from
asymmetric information, such as moral hazard1 and adverse selection2 (Akerlof,
1970). Lack of information causes economic inefficiencies and thus impedes eco-
nomic growth. Facing a lack of information, investors and savers will seek higher
risk premiums. Thus, from a microeconomics point of view, uncertainties will
have a negative impact on a firm’s competitiveness and long-term sustainable
profits. This will increase the cost of capital and thereby lead to a decrease in
investments (Oxelheim, 1996). The theory of economic growth as well as empir-
ical studies have clearly shown that any decrease of investment leads to lower
economic growth.

Investors are facing two major information asymmetries. The first one vis-à-
vis corporate decision makers and the second vis-à-vis governmental institutions.

1Moral hazard describes the tendency of a person who is imperfectly monitored to engage in dishonest
or undesirable behaviour.
2Adverse selection is a problem that arises in markets where the seller knows more about the attrib-
utes of the goods being sold than the buyer does.
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They both lack transparency, which will create uncertainties and adversely affect
investors in terms inter alia of higher risk premium. Oxelheim (1996) determined
that these developments will lead, in many cases, to a decrease in investments. In
this chapter, we will focus on one of the sources of lack of transparency devel-
oped by Oxelheim and elaborated on in Chapter 1: the institutional level. We will
address a particularly interesting topic regarding institutional issues: transparency
of competition policy enforcement.

This chapter comprises three parts. The first part deals with the general issue of
transparency in competition policy enforcement. It analyses the impact of trans-
parency on the main components of an effective competition policy: the eff-
ectiveness of the competition agency tasks, the protection of competition, the
re-establishment of competition and the promotion of competition. The second
part analyses the situation within the European Union (EU) according to the new
competition policy regime which entered into force on 1 May 2004: the Regulation
1/2003 as well as the new European Commision (EC) merger control regulation
(ECMR). This second part identifies the way in which this new regime enhances or
reduces transparency in competition policy enforcement. The third part focuses
on the international dimension of competition policy transparency, concentrating on
multijurisdictional mergers. The lack of a unique international body dealing with
those international mergers is discussed according to its negative effects on firms’
efficiency due to the uncertainties regarding the different national procedures for
merger control.

3.2 Transparency and Competition Policy

Competition is the motor of static and dynamic economic efficiency (Motta, 2004).
Theoretically, the role of competition for competitiveness and economic growth
has been well developed by numerous scholars (Porter, 1990, 2001; Nicoletti &
Scarpetta, 2003; Ahn & Hemmings, 2000). Studies dedicated to the effects of com-
petition in the EU indicate the same positive links between competition and eco-
nomic performance (Gjersem, 2004; Blanke & Lopez-Claros, 2004, p. 2).

Competition law bans anticompetitive behaviour of firms (cartels and monop-
olisation of markets) and in some cases of government practices such as state
aids. In many jurisdictions, competition law bans mergers and acquisitions, which
would eliminate competition or reduce it significantly. We will focus on compe-
tition laws regarding firms’ behaviour and will not address competition policies
addressing states practices. Competition laws are enforced in most countries by
independent competition agencies. The role of a competition law and thus of a com-
petition agency may be divided into three main goals: first to protect competition
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(to prevent the occurrence of any anticompetitive behaviour), second to re-establish
competition (to detect and prohibit any anticompetitive behaviour restricting or
eliminating competition in order to re-establish competition in the affected markets)
and third to promote and expand competition (by fostering, at the microeconomic
level, firms efficiencies and by influencing any regulations which may unduly
impede competition).

As far as competition policy is concerned, a substantial information asymme-
try occurs between firms and competition agencies.

• On the one hand, the competition agencies’ main problem is to identify firms’
anticompetitive behaviours such as cartels. Conspiracy is hard to detect.

• On the other, firms may suffer from a lack of transparency regarding inter alia
the criteria used to judge cases, the procedures’ mechanisms, the evidence gath-
ered by authorities, the duration and the length of their inquiries, the type and
the magnitute of sanctions and of remedies requested. Another source of lack of
transparency in competition policy enforcement arises if several competition
agencies deal with the same case when firms are doing business in various coun-
tries. The more law enforcers involved, the more likely are diverging interpreta-
tions of the substantive legal rules, thereby reducing the predictability of the
outcome of a proceeding (Pirrung, 2004, p. 89; Evenett, 2002; Jenny, 2002).

The importance of transparency in competition policy enforcement has been recog-
nised for many years (Grimes, 2003, p. 944; Jorde, 1987, p. 594). The objective of
improving the transparency of competition agency enforcement has been taken into
account by recent reforms of competition laws in several jurisdictions, including
the EU.

Transparency of competition agency enforcement has direct as well as indirect
effects on the effectiveness of competition policy and thus on the competitiveness
and growth within the jurisdiction concerned (Stiglitz, 2002). First, transparency
improves the effectiveness of competition agency activities. Second, through
effective competition law enforcement, transparency influences the effectiveness
of the three above-mentioned goals of competition law, e.g. the protection, the re-
establishment and finally the promotion and strengthening of competition. These
three components are highly dependent upon the effectiveness of the competition
agency activity, which acts as a fourth force (Figure 3.1).

While considering the overall effects of these four components of economic
efficiency, we may argue that transparency of competition law enforcement may
have two effects on the economic performance of firms doing business in a par-
ticular jurisdiction.

First, transparency induces a horizontal influence on industry performance
considered as a whole. Indeed, by strengthening the role of promotion, protection
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and re-establishment of competition, transparency of competition agency
enforcement promotes static and dynamic efficiency of all firms competing within
a specific industry. Thus, these horizontal effects apply to firms under competi-
tion agencies’ investigations as well as to the other firms competing in the same
market.

Second, transparency, by reducing information asymmetry for any firm inves-
tigated by competition authorities, leads to a vertical effect which may
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influence this firm’s performance within a specific industry (e.g. by lowering
risk premiums, transparency reduces risk costs and pushes towards more efficient
investments).

This distinction is very important in order to understand both effects of trans-
parency in competition law enforcement on firms’ performance and therefore on
economic growth.

Thus, as illustrated in Figure 3.1, the horizontal and vertical forces — enhanced
or reduced by the level of transparency of competition agency enforcement —
influence the economic foundation of a firm’s economic performances (i.e. indus-
try structure and the relative position of each firm within the industry considered)
by influencing the effectiveness of competition agencies’ tasks as well as the pro-
tection, re-establishment and promotion of competition.

3.2.1 Effectiveness of the Competition Agency Activities

Transparency regarding competition agencies’ activities and methods is one of the
most important institutional challenges faced by competition agencies to perform
their tasks effectively. By performing competition agencies’ tasks effectively we
mean not only that their duties are accomplished rationally but also that they do
not create negative externalities for the economy.

If it is not possible for firms to correctly predict how competition enforcers
will evaluate a particular behaviour or project, they must bear additional risk. The
costs of these risks take several forms including higher risk premiums. In other
words, transparency of competition policy enforcement prevents undue costs for
enterprises by reducing uncertainty (Wils, 1999, p. 145).

3.2.2 Protection of Competition

Transparency enhances knowledge of and compliance with the law. Transparency
regarding an agency decision increases understanding of the agency’s policy and
will likely increase voluntary compliance with that policy. There are different
approaches to law enforcement. Two extreme types of law enforcement are men-
tioned in the literature (Versluis, 2002, pp. 3–4): the advisory form and the sanc-
tioning form. The advisory form is based on information exchange: the authority
and the firm try together to find a solution through negotiations, consultation and
persuasion. The sanctioning form is often referred to as the legalistic form: the
authority applies the rules mechanically and exacts punishment if the regulated
parties do not comply with that law. The more lenient styles are based on pre-
vention, which relies on transparency through information exchange between
firms and authority.
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3.2.3 Re-establishment of Competition

Transparency of specific antitrust procedures, such as leniency programmes,3 is
necessary to eliminating cartels by encouraging firms to disclose their collusive
activities. Leniency programmes have had unprecedented success in terms of
identifying and eliminating domestic and international cartels. A critical compo-
nent to this success is the ability to obtain the cooperation of some companies
and individuals against their fellow cartel members (Spratling, 1999, p. 1). This
cooperation from offenders has been dependent upon the antitrust agency’s readi-
ness to provide transparency throughout the anticartel enforcement programme.
For example, in the US the enforcement programme is based on the following
principles:

• An effective anticartel enforcement programme depends on cooperation from
at least some of those who have engaged in the cartel activity.

• Prospective cooperative parties come forward to disclose the cartel in direct
proportion to the predictability and certainty of their treatment following co-
operation.

• Therefore, prospective cooperating firms need to know the rules, how prosecu-
torial will be exercised in applying the rules, and that they will be treated fairly
and equitably.

An anticartel enforcement programme maximises the incentives for cooperation
from cartel members if it provides for transparency in its enforcement programme
and equitable treatment of offenders.

3.2.4 Promotion and Expansion of Competition

Transparency may prevent pro-competitive behaviours and deals may be aban-
doned by firms fearing negative decisions of a competition agency. Thus, trans-
parency may promote productive efficiency and dynamic efficiency. By
inducing more effective markets, transparency reduces firms’ costs, such as pre-
mium costs. This has a direct effect on the economic performances of the firms.
By reducing premium costs, transparency promotes more efficient investments
and strategic operations for instance enhancing the firms’ competitiveness.
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3.2.5 Transparency Drawbacks

While transparency has important positive effects on competition enforcement’s
effectiveness, it is nevertheless important that in some cases competition agencies
do not disclose all information. Indeed, transparency may also induce negative
externalities. As stated by Grimes, “If transparency is excessive, misplaced, or
poorly implemented, it can do more harm than good” (Grimes, 2003, p. 948). In
a pre-decision phase, secrecy may be crucial to get enough evidence for example
as far as leniency programmes are concerned.

Even post-decision disclosure, however, may have serious drawbacks such as
the burden of preparing for public disclosure; the risk that confidential business
information would be disclosed or that the threat of disclosure would make it
more difficult for the agency to obtain voluntary submission of information; the
risk that disclosure of past competition agency decisions may unreasonably con-
strain the agency in making future enforcement decisions, and the risk that more
disclosure will politicise enforcement decisions and increase burdens of staff
(Grimes, 2003, p. 948; Baer, 1996, p. 9).

3.3 Transparency of Competition Policy Enforcement 
within the EU

Firms doing business within the EU must comply with EC competition law as
well as with the national member state’s competition laws. Several sources lead-
ing to a lack of transparency may occur at the national jurisdiction stages as well
as at the Community level. It would be beyond the scope of the chapter and the
goal of this book to analyse the situation in each member state. Thus, we will con-
centrate on the overall issue in light of “radical changes” of competition policy as
applied within the EU since 1 May 2004. The enlargement of the EU from 15 to
25 Member States on 1 May 2004 was accompanied by several important changes
such as the modernisation of EC competition law (Regulation 1/2003) and
amendments to the ECMR.

The analysis of these new developments shows that Regulation 1/2003 as well
as the ECRM influence the information asymmetry affecting firms and competi-
tion agencies. A global assessment of the effects of the new development in EU
competition policy on efficiency and growth cannot be declared without taking
into account the transparency issues affecting firms as well as competition agencies.
While sticking to our main subject, e.g. information asymmetry affecting firms, we
will also consider effects of information asymmetry affecting competition agencies
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in order to have a comprehensive picture of the effects of the new competition
policy developments on European growth.

Disclosure of information regarding competition policy enforcement seems to
be quite developed within the EU compared to the situation in the U.S. (Grimes,
2003, pp. 956–959). Ceteris paribus, we could argue that firms doing business in
the EU register fewer negative externalities due to uncertainties created by com-
petition law enforcement than firms doing business in many other countries such
as the U.S.

3.3.1 New Regime of Regulation 1/2003

The new Regulation 1/2003 — which entered into force on 1 May 2004 —
modifies the rules governing the enforcement of Articles 81 and 82 of the EC
Treaty.4 The new regime creates a shift from a highly centralised system of appli-
cation to a decentralised regime involving a greater role for national competition
agencies (NCAs) and national courts in the enforcement of EC competition law,
and a greater reliance on self-assessment by firms.

The previous regime set out in Regulation 17/62 has been replaced by new
procedures, in Regulation 1/2003. The new Regulation marks an important shift
away from the previous enforcement system in three key aspects whose effects on
transparency will be analysed.

3.3.1.1 Suppression of the notification system The notification procedures
for individual exemptions as requested by firms under Article 81(3) have been
abandoned.5 According to many experts, this new development creates a loss
of legal certainty for enterprises (Pirrung, 2004, p. 87; Holmes, 2000, p. 59;
Gustafsson, 2000, p. 173; Paulweber, 2000, p. 41). This negative vertical effect
for firms will be accompanied by a negative horizontal effect for the whole
industry as well as for other industries. Indeed, the new system induces a loss
of information, which was universally provided through a publication of the
notified restrictive practices (Pirrung, 2004, p. 101).

However, some specific provisions have been foreseen in order to mitigate this
transparency problem. Existing block exemption regulations remain valid and
new ones can be issued. Furthermore, Article 10 of Regulation 1/2003 empowers
the Commission to issue a positive decision that a restrictive practice does not
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constitute an infringement. These provisions seem to temper the horizontal and
vertical effects due to a lack of transparency issued by the new regulation.

3.3.1.2 Decentralisation Under the previous regime (Regulation 17/62), the
enforcement of Article 81 EC was allocated in a hybrid way. Whereas the NCAs
and national courts were empowered to apply Articles 81(1) and (2) EC, only the
Commission was entitled to apply Article 81(3) and to issue an exemption deci-
sion.6 The direct applicability of Article 81(3) by NCAs and courts under the new
Regulation 1/2003 will therefore lead to a switch from de facto centralised law
enforcement to more decentralised law enforcement. In the new enforcement sys-
tem, the enforcement of Articles 81 and 82 will be completely shared by the
Commission and the NCAs.

As far as transparency is concerned, two major issues have been raised. First,
the identification of the level of enforcement (the Commission or the NCAs) and
second the coherence regarding the enforcement of Articles 81 and 82 by the EC
and the NCAs.

The case allocation mechanism raises some concerns regarding the pre-
dictability of which competition agency will be in charge of a particular case. The
case allocation principle introduced by the new Regulation is as follows. As indi-
cated by the Director of DG Competition, the case allocation criteria are merely
indicative criteria for the division of work between the network members (Lowe,
2003, p. 3). The criteria can be summarised as follows: first, cases should be dealt
with by an authority who is well placed to restore competition in the market. It
follows that a single national competition authority is usually well placed to deal
with agreements or practices that substantially affect competition mainly within
its jurisdiction. However, “single action of a national competition authority may
also be appropriate regarding infringements of wider scope where the action of a
single national competition authority is sufficient to bring the entire infringement
to an end” (Lowe, 2003, p. 3). Second, where an agreement or practice has sub-
stantial effects on competition in several territories and the action of one author-
ity would not be sufficient to stop this infringement or to sanction it adequately,
parallel action by two or three member state’s competition authorities may be
appropriate in order to ensure effective deterrence. Such parallel action should
involve close coordination between the authorities concerned in order to avoid an
inconsistent outcome. However, regarding the differences between the competi-
tion authorities of the 25 member states, we may doubt that this mechanism will
work, at least in the short term. Third, where an infringement has effects in more
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than three member states, the Commission will be frequently considered to be
the best placed to deal with the case (Lowe, 2003, p. 3). Here again, there is a
large marge de manoeuvre to determine which authority will deal with the case.
As indicated by the Director General of DG Competition, “(. . .) within the mod-
ernised enforcement system, each authority is free to decide for itself whether it
wants to deal with a given case or not, based on its own enforcement priorities”
(Lowe, 2003, p. 4). The downside of this relaxed approach is that parties will not
know whether the Commission will later decide to view their actions as falling
outside the safe harbour exemptions of Article 81. This lack of predictability
reduces the transparency of the entire system.

This new enforcement of Articles 81 and 82 EC will only lead to an increased
effectiveness of the enforcement of competition rules, if all enforcers apply the rules
in a coherent way. Transparency among the Commission and the national authori-
ties on the one hand, and among the national authorities on the other will be crucial.

Another point of concern is the decentralised application of Article 81(3) by
courts and NCAs leads to the risk of “forum shopping” (Geradin, 2002, p. 24).
Decentralisation creates a risk that different authorities may not apply Article 81
in a coherent way. This means that firms or private litigants will choose the NCA
or court that they deem to be most favourable to their interests (Pirrung, 2004,
p. 87). This may be negative for the competition protection mechanism.

The flexible approach introduced by the decentralisation of competition law
enforcement could certainly improve the ability of competition authorities to get
more information given that the most appropriate authority will be in charge of
the case. This enhanced horizontal effect due to a higher transparency seems to
be opposed by a negative vertical effect for firms at least in the short term. In the
long term, this negative vertical effect could become a positive one: once the firm
learns whom to deal with, they gain a proximity advantage (with the authority),
which enhances transparency, that they did not have before with the old regula-
tion and the centralised system. This statement is true concerning the protection
and the promotion of competition but also concerning the re-establishment of com-
petition: the application of a leniency programme is much easier when informer
and authority have a close relationship (in terms of proximity and trust).

3.3.1.3 The European competition network In order to enhance coherent com-
petition regime enforcement within the EU, the new European Competition
Network (ECN) has been created. The ECN bears the difficult task of providing
an effective forum of cooperation and disclosure of information among competition
authorities. This will improve the information process between the NCA and the
EC and should also improve the efficiency of their activities while enhancing their
results as far as protection, re-establishment and promotion of competition are
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concerned. These improvements should have positive horizontal effects on the
industries. The exchanges of information among the NCAs and with the EC
should also improve the coherence of the individual competition agencies’ actions
and therefore should induce a positive effect at the vertical level.

3.3.1.4 Effects of new Regulation 1/2003 on transparency To sum up, the new
Regulation 1/2003 seems to provide a global positive effect on transparency at the
horizontal level, whereas at the vertical level, firms seem to encounter a lack of trans-
parency. Thus, the new system would lead, as often stated by the EC competition
commissionaire, to a more efficient and transparent system but for the activities of
the NCA and of the EC. In turn, there should be an increased level of economic
efficiency and thus higher growth within the EU. On the other hand, the new system
does not seem to have the same positive effects at the firm level (vertical dimension).
The new system has some negative consequences for firms as far as transparency of
competition law enforcement is concerned (Figure 3.2). The firms will face higher
costs under the new regime (legal exception system rather than ex ante notification
system) due to an increased need for external advice. The new system is likely to
increase the risk premium of firms. The reduced legal certainty will also lead to risk
costs, which stem from suboptimal decisions made by risk-averse decision makers
(Pirrung, 2004, p. 106). These costs will finally have to be borne by society at large.
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Several provisions in Regulation 1/2003 can reduce this problem but cannot elimi-
nate it entirely. Nonetheless, the time perspective has to be put in parallel with our
analysis as we stated in the section concerning the decentralisation: at long terms
some lack of transparency, created by the imposition of the new regulation, may be
improved or may even disappear over a longer period of time.

3.3.2 New Regime of Merger Control

When the EC began its formal review of the ECMR in December 2001, it could
not have anticipated the criticism levelled against it by the Court of First Instance
of the European Communities in its judgments of June and October 2002, which
overturned its decisions to prohibit the Airtour/First Choice, Schneider/Legrand
and Tetra Laval/Sidel mergers. These, together with the prohibition of the
General Electric/Honeywell merger led businesses. The EU merger process had
become tougher and less certain. Member States also critised the EU procedures
in some cases such as Volvo/Scania (Sweden) and Schneider/Legrand mergers
(France).

Within this climate of criticism, the new ECMR was adopted in November
2003 and entered into force on May 2004. The key changes include

• a new substantive test based on the notion of a significant impediment to
effective competition which is likely to apply to a wider array of mergers;

• a more flexible timetable for merger review, in particular for remedy negotia-
tions; and

• a reinforced “one-stop-shop” concept in which the parties may play a role.

3.3.2.1 Substantive test The new ECMR introduces a new test to assess whether
a merger should be declared incompatible with the common market. According to
Article 2(2) of the new ECMR, concentration, which would significantly impede
effective competition in the common market, or a substantial part of it, in particular
as a result of the creation or strengthening of a dominant position, shall be declared
incompatible with the common market. This new test, called the “substantive” test
replaced the old test called the “dominance test”. The new system gives a larger
marge de manoeuvre to the Commission. However, this positive horizontal effect
seems to be counterbalanced by a negative one due to the uncertainties created by
the decentralisation of activities at the member state level. However, some member
states will continue to apply the old test (dominance test) even if the EC and some
other member states will apply the new substantive test. This may create inconsis-
tencies, which will have both negative horizontal and vertical effects.
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To sum up, the new test seems to create both negative and positive effects at
the horizontal level as well as at the vertical level.

3.3.2.2 Flexible timetable To provide both the Commission and the parties
with enough time to develop and assess additional important evidence, carry out
a market test and collect relevant information, the new ECMR provides for longer
periods for both phase I (preliminary review) and phase II (in-depth review).
Phase I is now 25 working days long instead of one month and phase II is 90
working days long rather than four months. Phase I can be further extended to 35
working days and phase II can be further extended to 105 working days in some
cases. Additionally, where requested by the parties or with their consent, 20 work-
ing days can be added to a phase II review. This new practice should allow the com-
petition agencies to get more information regarding a specific case and therefore
enhance their efficiency. This should induce a positive horizontal effect. The parties
are no longer as pressed for time as in the past nor subject to an inflexible time
frame. However, this new mechanism will create more uncertainty for firms, par-
ticularly those whose merger is at the same time under the jurisdiction of non-EU
competition agencies. It will be more difficult to coordinate the timing of a final
decision owing to the fact that the timetable within the EU is more flexible. These
new uncertainties created by this procedural changes should induce more nega-
tive vertical effects than positive ones.

3.3.2.3 Reinforced “one-stop shop” The ECMR is based on the “one-stop-
shop” principle, which means that a particular merger is only reviewed by one
competition authority within the EU being either the EC or a national member
state’s competition agency. Thus, Community and domestic legislation regarding
merger control have no overlapping scope. One of the objectives of the new
ECMR was to put in place a more rational corrective mechanism of case alloca-
tion between the Commission and Member States based on subsidiarity for cases
that would be dealt with more effiency by another authority that allocated juris-
diction on the basis of the turnover thresholds. Theoretically, the new system
intends that the authority or authorities best placed to assess the impact on com-
petition of a merger should be responsible with such a case (Lowe, 2003, p. 6). The
new system should enhance the effiency of the competition authorities (positive
horizontal effects). It should also induce positive horizontal effects due to this allo-
cation of competences based on the best-placed position to assess a given merger.

However, these positive effects are tempered by some concerns regarding
inconstancies in merger reviews. One of the major concerns is how to preserve
consistency in applying equivalent standards of assessment whereas each member
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state has its own legal provisions regarding merger control. The new system does
not solve this problem while also creating some uncertainty regarding the compe-
tition authority, which will finally review the case. As recognised by the Director
General of DG Competition “However, it cannot be excluded that situations of
disagreements or uncertainty would need to be resolved on a consensual basis by
the members of the network” (Lowe, 2003, p. 8). These uncertainties will likely
increase transaction costs at the expense of firms.

3.3.2.4 Effects of the new ECMR on transparency The new ECMR should
lead to improved horizontal effects as the new mechanisms put in place should
enhance transparency as well as the effectiveness of the competition authorities.
From a vertical point of view, the results are less clear (Figure 3.3). In the short
term, uncertainties related to the new mechanisms put in place could counterbal-
ance some of the positive effects due to the enhancement of transparency partic-
ularly owing to the new structure of DG Competition and the reinforced
“one-stop shop”. However, in the medium and longer terms, these uncertainties
should be reduced depending on the effectiveness inter alia of the collaboration
within DG Competition and between DG Competition and NCAs.
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3.4 Transparency in Multijurisdictional Merger 
Enforcement in the Global Economy

3.4.1 The Multijurisdictional Issue

Firms are doing business in a global economy but they do not live in a global state
(Melamed, 1998a). For firms located within the EU, once the challenge to com-
ply with EC competition laws as well as with member states’ competition laws
has been completed, they also have to consider other national competition laws,
depending upon the foreign markets where they are doing business. Most com-
petition laws are based on the “effect principle” which means that a national com-
petition law applies to all effects influencing domestic markets even though they
may concern firms located outside its jurisdiction. It is therefore very difficult for
a firm doing business in several countries to deal with multiple competition laws
and agencies. The problem is particularly acute in merger cases. The EC recog-
nised in 2005 “that the continued growth in internationalisation of business activ-
ities, and the increasing number of jurisdictions which have adopted merger laws,
correspondingly increase the number of mergers that are subject to review under
merger laws in more than one jurisdiction” and that “reviews of transnational
mergers can impose substantial cost on competition authorities and merging par-
ties, and that it is important to address these costs without limiting the effectiveness
of national merger laws” (OECD, 2005). We will therefore concentrate on merger
issues.

Sometimes, markets remain national due to market’s specificities and regula-
tions but merging firms nevertheless may have assets or sales in various jurisdic-
tions and compete in a substantial number of national markets. And even when
merging parties’ assets are located only in a single domestic market, their business
activities may affect markets in many countries, since the parties’ customers, sup-
pliers and potential competitors may be located around the globe. The significant
increase in the number of jurisdictions that have adopted merger review regimes
makes it increasingly likely that international mergers and acquisitions will be
reviewed by multiple competition authorities. Therefore, many different national
competition authorities may investigate the same transaction.

3.4.2 Transparency Problems Raised in Multijurisdictional Merger Cases

The fact that we do not live in a global state is not just a legal formality. It is of
tremendous importance because it implicates issues of procedures and efficiency
in antitrust enforcement and, more important, because different states may have
different views and policies as to what kinds of substantive competition rules and
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enforcement policies are in their interests. We register more than 100 national or
regional antitrust regimes, with roughly 70 of those requiring a pre-merger noti-
fication. As stated by Charles A. James (2002), Assistant Attorney General, “But
the assertion of overlapping antitrust jurisdiction by multiple sovereigns has the
potential to harm the very competitive values that antitrust is meant to protect”.

Such differences, especially when coupled with the significant extraterritorial
reach of many merger control laws, present challenges for merging parties as well
as for reviewing competition agencies. There are three basics risks posed by multi-
jurisdictional merger reviews.

First, there is a risk that the cost, complexity and uncertainty of having to com-
ply with numerous different merger regimes, with different information require-
ments and different time schedules, will kill some efficiency-enhancing
international deals and cause others not to be attempted. For the merging parties,
these challenges include inter alia higher uncertainty regarding the ultimate
legality of the proposed transaction; the necessity for interacting and negotiating
with multiple reviewing authorities; the possibility of inconsistent and perhaps
conflicting rulings; and the potential for overly burdensome remedies. These chal-
lenges increase transaction costs for merging companies and, in the worst-case
scenario, may result in the abandonment of pro-competitive transactions (ICPAC,
2000, pp. 41–43).

Second, there is a risk that different reviews may yield different results.
Different results may be obvious where the relevant economic facts (e.g. affected
markets) are different in different jurisdictions. However, concerns arise when
these differences arise from differing legal standards or analytical processes.
Inconsistent assessments of transactions, different timing of review procedures or
application of conflicting remedies by diverse enforcement authorities, could
impose substantial costs on businesses and on the markets that they serve.

For example, in multinational mergers, firms are subject to different timetables
and different procedures of various reviewing competition agencies. However, the
problems are deeper than that

They reflect at their core the fact that different countries have
different substantive views about what constitutes sound compe-
tition policy. They might, of course, all be right about that; it
might be that what is sound competition policy for one country
is not — at least in some respects — sound competition policy for
another country. But, regardless of what any one country thinks
is sound competition policy for itself or for others, the fact is
that there are differences. The critical question, therefore, is how
to ameliorate those differences over time, and how to deal with
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the differences when and to the extent they exist (Melamed,
1998b, p. 8).

Finally, there is a significant risk that economic nationalism will prevail in
antitrust merger enforcement in some jurisdictions, with the accompanying politi-
cisation of enforcement. For example, in some countries, even within the EU,
such as France, the decision regarding the approval or the rejection of a merger
depends upon the Minister of Industry and Finance.

As stated by James (2002, p. 3),

The potential economic consequences of antitrust law meaning
one thing in one jurisdiction and something quite different in
another are enormous. And if the public and the international busi-
ness community find that merger decisions around the world are
being based, not on sound, consumer-welfare-based, economic
theory, but on the basis of local interest buttressed by dubious eco-
nomic and social theories unencumbered by economic evidence,
then public support for sound antitrust enforcement necessarily
will falter, and the global economy will suffer.

These three risks are highly related to a lack of transparency and uncertainty and
may incur tremendous costs for firms not only in terms of expenses but also in terms
of lack of competitiveness due to the difficulty of dealing with this multijurisdic-
tional issue. Given the greater uncertainty observed in multijurisdictional mergers,
contracting parties suffer inter alia from higher risk premiums due to the uncertainty
regarding whether or not and when their merger will be authorised or challenged. In
some cases it would result in the withdrawal of mergers or acquisition projects.

3.4.3 Developments Under Way in Order to Improve Transparency
Problems in Multijurisdictional Merger Cases

The GE/Honeywell debate (where a proposed merger was cleared by the U.S.
antitrust authorities but blocked by the EC) has made an important contribution
to convergence in merger review. This case has demonstrated some fundamental,
doctrinal disagreements over the economic purposes and scope of antitrust en-
forcement. This case has reinforced, for antitrust officials on both sides of the
Atlantic, the value of close consultation on cases. Some convergence has also been
reached due inter alia to the new merger regulation adopted by the EC in 2004.
The concerns raised by multijurisdictional merger review can be significantly
reduced by transparent, cooperative and efficient merger review procedures.
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Divergent outcomes will remain as long as underlying substantive differences
in merger control laws exist and multiple agencies continue to review a single
transaction. However, these problems may be significantly reduced by facilitat-
ing, where possible, harmonisation and convergence of substantive standards and
approaches to merger review. As far as harmonisation of procedures is concerned,
several international fora such as the OECD, the International Competition
Network (ICN) and official institutions such as ICPAC have proposed recom-
mendations or are in the process of formulating recommendations (OECD, 2005;
ICPAC, 2000; ICN, 2004). Cooperation agreements among antitrust authorities
may also be a way to address this issue. Both ways improve transparency of com-
petition policy enforcement in multijurisdictional merger cases and therefore
reduce costs for enterprises and avoid unnecessary loss of competitiveness.

3.5 Conclusions

Transparency of competition policy enforcement sustains static and dynamic
efficiency of market mechanisms. Increased efficiency fosters productivity, com-
petitiveness and economic growth. We stated that the role of competition policy is
to protect, re-establish and promote competition. The importance of transparency
has been demonstrated on these three levels: Transparency may act as a deterrent
of anticompetitive behaviour helping firms to comply with competition law. In
cases where firms purposely bridge the law, transparency of procedures, such as in
leniency programmes, helps competition agencies to detect anticompetitive behav-
iours such as cartels. Transparency may prevent the withdrawal of efficient prac-
tices due to a lack of information upon the decision process of antitrust agencies.
Transparency pushes towards more efficient investment by reducing risk costs and
lowering risk premiums.

The revised antitrust and merger control regulations substantially enlarge the
powers of national authorities and national courts to enforce EU competition law.
First, the full predictability of distribution of competence to deal with a specific
case between the Commission and national competition authorities in enforcing
the new merger control and antitrust regulations remains unattained. It is not clear
how cases will be allocated in practice between the national competition author-
ities and the Commission or how they will interrelate with parallel proceedings in
national courts. A case may be allocated to one NCA, several NCAs acting in par-
allel or to the Commission, depending on factors such as the number of territo-
ries affected, the need to gather evidence in several countries, and the remedies
sought.

Second, there is a risk of incoherent decisions being issued by each of the
competition authorities in the 25 member states. The EU comprises countries
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with disparate cultures, resources and views towards economic competition pol-
icy, and many of the national competition authorities and courts are inexperienced
in the fields of antitrust and merger control issues. Using economic tools, we con-
sidered two levels of effects (as developed in the first section) on transparency of
the new Regulation 1/2003: on a horizontal level (efficiency of the industry) and
on a vertical level (efficiency of firms in a specific industry). We concluded that
the new Regulation 1/2003 has a global positive effect on transparency on the hor-
izontal level whereas a lack of transparency seems to have appeared on the verti-
cal level at least in the short term. As a matter of fact, the creation of a formal
network (the ECN) that links EU competition officials with NCA competition
officials is the only point in the new Regulation which enhances transparency in
both levels by cooperating and sharing expertise to reduce the risk of inconsistent
enforcement. This result regarding vertical effects may change over time depend-
ing on the consistencies of future decisions. The uncertainties and a lack of trans-
parency could reflect a first phase and could disappear in a second phase.

The new ECMR should result in positive horizontal effects since the new
mechanisms put in place should enhance transparency as well as the effectiveness
of the competition authorities. From a vertical point of view, the results are more
contrasted. In the short term, uncertainties related to the new mechanisms put in
place could counterbalance some of the positive effects arising from improved
transparency particularly due to the new structure of the DG Competition and the
reinforced “one-stop shop”. However, in the medium and longer terms, these uncer-
tainties should be reduced depending on the effectiveness inter alia of the collabo-
ration within the DG Competition and between the DG Competition and the
national competition agencies. The EU Commission should consider this problem
as soon as possible in order to avoid any uncertainties due to the new Regulation
1/2003 and the new ECMR. Elaboration of guidelines as well as information
regarding the first cases reviewed under the new framework would contribute to
reduce uncertainties and costs due to any lack of uncertainties, in particular
regarding which authority will be in charge of cases. Further cooperation at the
multilateral level in the field of merger control would also contribute to reduce
uncertainties arising in multijurisdictional mergers.

As stated by Melamed (1998a), firms are doing business in a global economy but
they do not live in a global state. This was the subject of the third section. It is
important not to impede pro-competitive, efficiency-enhancing multijurisdictional
mergers due to the complexity and uncertainty of having to comply with sometimes
more than 20 different merger regimes. This assumption leads us to two important
key processes: harmonisation and cooperation. These are the two main directions of
development under way to improve transparency. But a lack of transparency still
remains, especially in cooperation process. That is why the business community has
recommended the development of a framework to improve cooperation.
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To conclude on this theme, every drawback considered, ceteris paribus, trans-
parency still remains one of the most important key assumption to promote, re-
establish and protect competitive market mechanisms: Lower risk premiums
foster lower risk costs which lead to an efficient investment process and promote
economic growth and static and dynamic efficiency fosters productivity and com-
petitiveness leading, as a consequence, to growth.
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Chapter 4

Environmental Policy and Institutional
Transparency in Europe1

Thomas L. Brewer and Sarianna M. Lundan

4.1 Introduction

Firms operating in the European Union (EU), whether domestic or foreign, face
uncertainty arising from changes in environmental policy on three levels: the
supranational level, the national level and the local level. On the supranational
level, together with all other OECD countries, but in contrast to firms in the US
and Australia, firms in Europe face uncertainty resulting from the implementation
of the Kyoto Protocol, and specifically related to the development of the EU
Emission Trading Scheme (ETS), which came into effect in the beginning of
2005. On the national level, firms operating in Europe face differences in the level
of environmental protection and monitoring between the EU-15 and the 10 new
accession countries that joined in 2004. On the local level, whether at their head-
quarters or operating subsidiaries, firms face increasing demands from global
civil society towards transparency and accountability on environmental and social
issues.

The three levels of policy making are not strictly separate, as national-level
transparency affects the credibility of EU-wide policies, for example, and the
classification is used primarily to distinguish between environmental policy issues
that are by their nature either global, regional or country specific. The effective

1Portions of this chapter were presented as papers at the annual meeting of the European International
Business Academy in Llubljana, Slovenia, in December 2004.

Ch004.qxd  3/6/06  12:24 PM  Page 93

93



rules under which firms operate in any given country are a complex mixture of
domestic regulation, which is often influenced by regulation in other countries, the
firms’ internal standards, which can also be influenced by regulatory standards
abroad, as well as the prevailing market standards, which are influenced by the
activities of non-governmental organizations (NGOs), and which in turn can also
be influenced by prevailing standards abroad (Lundan, 2004).

This chapter will examine the simultaneous impact the three levels of envi-
ronmental policy making have on firms operating in Europe. We will seek to iden-
tify the sources of uncertainty at each policy level, the available means to mitigate
the risk, and the role of corporate and regulatory transparency in achieving an
efficient outcome, both in terms of the stated policy goals as well as in terms of
the economic cost. We will also attempt to distinguish between procedural and
substantive transparency in our analysis.

We begin by briefly examining the environmental concerns at the local level,
and specifically the firm’s interaction with stakeholders or the firm-civil society
nexus. By posing threats to firm reputation, NGOs have gained a prominent role
alongside regulation in affecting corporate environmental strategy. Since the value
destruction following a media attack can be substantial, firms are increasingly
aware of the need to manage the long-term environmental liability of the firm, and
consequently their vulnerability to such attacks. Issues of transparency arise when
investors want to assess the environmental risks associated with a firm, and the
emergence of social rating agencies as well as the publication of social and envi-
ronmental reports by the firms themselves are measures to reduce the information
asymmetry in the marketplace. (In terms of the framework introduced in Chapter 1,
this corresponds to information asymmetries between A. Savers/investors and
B. Corporate decision-makers.)

The primary regulatory issues on the national/regional level are credibility and
consistency. Information asymmetries, and consequently a lack of transparency,
exist between national governments and EU regulators on one hand, and between
national governments and corporate decision-makers on the other hand, concern-
ing the true degree of compliance and the effectiveness of environmental moni-
toring across the EU-25. (In terms of the framework introduced in Chapter 1, this
corresponds to information asymmetries between B. Corporate decision-makers
and C. Politicians/regulators.) The expectation is that divergence in the environ-
mental standards between countries in the EU will continue for the foreseeable
future. During the period of transition, when the new member countries are sup-
posed to act on the commitments of the acquis communautaire, regulatory credi-
bility and transparency are essential not only to achieve the stated policy objectives,
but to secure corporate participation as well. We argue that this is of particular
importance, since without the input of (foreign) investors, the likelihood of meeting
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the costs of compliance of the environmental acquis in Central and Eastern
Europe (CEE) are low.

The final section of this chapter will address the supranational level of regula-
tion, and discuss in detail the evolving regime for climate change regulation in
Europe. At this level, information asymmetries arise between national govern-
ments and the EU in new areas of environmental policy, where directives are used
to establish new areas of common policy across borders.2 Examples include the
Commission’s proposal for a new policy on Chemicals Registration, Evaluation,
Authorisation and Restriction (REACH), which is currently being considered by
the Parliament, and the introduction of the ETS. As we will discuss, the ETS intro-
duces two types of uncertainty; the uncertainty related to policy credibility and
transparency at the community level, and the uncertainty related to the functioning
of the newly created market for carbon credits, both of which are partly dependent
on developments outside of the EU. (In terms of the overall framework of this book,
this corresponds to information asymmetries between B. Corporate decision-
makers, C. Politicians/regulators and D. International politicians/regulators.)

We conclude this chapter by summarizing our findings on the interconnections
between environmental issues and transparency at different policy levels. In an
era that favours market-led regulation over command-and-control, the participa-
tion of large firms in the policy process is indispensable, and the issues of uncer-
tainty and transparency are central to determining their level of participation. We
find that while more transparency concerning environmental measurement, com-
pliance and enforcement is likely to be essential to encourage private investment,
in evolving areas of policy, such as climate change, there are some potential
tradeoffs between transparency and policy effectiveness.

4.2 Local Standards and Civil Society Activism

Since the EU adopted the Århus convention in 2001, there has been an institu-
tional mechanism in Europe for individuals and NGOs to get information on a
wide range of environmental concerns.3 The convention is intended to improve
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member states applies.
3The convention has so far been ratified by eight EU countries, and in 2003 the European Commission
adopted a package of legislative proposals to bring Community legislation in line with the conven-
tion. See also the Proposal for Regulation applying the Århus Convention to EU institutions, COM
(2003) 622.
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transparency by enabling individuals to obtain information on environmental
matters, to involve stakeholders in decision-making and to offer ways for affected
groups to seek legal resolution to environmental conflicts. The convention also
provides for horizontal accountability, which means that an NGO anywhere in the
EU can enquire about the activities carried out by public or private entities any-
where else in the EU.4

There is already a great deal of anecdotal evidence on the growing influence
of NGOs on corporate decision-making, and research is also beginning to look at
the role of civil society in broader terms. Some civil society groups are strictly
local, while many are not, and the largest NGOs are organized globally to match
their corporate targets (Teegen, Doh, & Vachani, 2004). In some instances, it is
possible, that by collaborating with NGO a firm can distinguish its product from
those of competitors and to increase or defend its market share, or derive a price
premium (Rondinelli & London, 2003). However, such possible benefits aside,
NGOs introduce significant risks, particularly to firms dealing in consumer mar-
kets, where a large part of the market value of firms is made up of intangibles
including the brand name and reputation of the firm. These assets have been cul-
tivated over time at great expense to the firm, while the destruction of market
value due to adverse publicity is immediate. Although the probability of such an
attack is relatively less, firms will differ in the number of potential areas of lia-
bility they entail, and consequently markets should value firms with more areas
of potential liability at a discount.

Throughout this chapter, we define transparency as the nature and availability of
relevant information that can have an impact on the value of the firm. Furthermore,
we make a distinction according to whether the transparency is procedural or sub-
stantive. Procedural transparency concerns the extent to which information is made
available on timely and non-discriminatory basis. Substantive transparency pertains
to the content of the information, i.e. whether the information is sufficient, reliable
and precise.

In terms of both procedural and substantive transparency, NGOs (in compari-
son to most regulators) are not very transparent. Indeed, while NGOs contribute
to making diverse viewpoints heard, institutionally they are unelected and gener-
ally unaccountable for their actions (Jordan & van Tuijl, 2000; Robertson, 2000).
NGOs typically accuse firms (or supranational institutions, like the WTO) of a
lack of transparency concerning their environmental performance and decision-
making processes, but the NGOs themselves give out few concrete indications of
what level of performance they would consider acceptable. The uncertainty related
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4World Resources Institute: Environmental accountability beyond the nation state: The implications
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to target setting and standards of acceptable performance is detrimental to envi-
ronmental investment, and like corruption, risks imposing a random tax on firms
(see Chapter 14).

To mitigate the problem of information asymmetry and missing standards in
the marketplace, self-regulation by firms, sometimes coupled with third-party
verification, has become increasingly popular. The publication of corporate envi-
ronmental or social reports, describing the firms’ self-selected performance bench-
marks, has grown significantly, partly due to regulation, and partly due to firms’
own initiative (Christmann & Taylor, 2002; Kolk, 2005). Complementary to this
is the growth in accreditation and rating schemes, such as GRI5 and DJSI that
serve the needs of the socially responsible investment community. Instead of
either excluding specific sectors (such as tobacco) or only including certain sec-
tors (such as renewable energy), socially responsible funds that want a diverse
portfolio increasingly use best-in-class indices like the Dow Jones Sustainability
World Index (DJSI World),6 which contains the top 10% in terms of sustainabil-
ity, in each industry group, chosen from the 2500 biggest firms in the Dow Jones
Global Index. While such efforts have improved the procedural transparency of
both the firms and the rating agencies themselves, problems remain regarding sub-
stantive transparency, since firms continue to be the gatekeepers of much firm-
specific environmental information.7

4.3 National Standards and Divergence within the EU

Instead of pursuing regulatory harmonization, the EU follows a (market-led)
process of gradual convergence, with domestic and community measures com-
plementing each other under the principle of subsidiarity (cf. Ziegler, 1996).
Owing to mutual recognition, the leading countries in Northern Europe have not
had to compromise on their level of environmental protection, and if anything, so
far the EU-15 have gradually gravitated towards a tighter environmental regime.
Indeed, Neumayer (2001) presents evidence to suggest that while environmental
quality in the EU-15 has improved as a consequence of EU policies, it has not
converged among the member countries. The situation within the enlarged EU is
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proposed REACH policy would require firms to track the safety and use of a wide range of chemicals.
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not a North–South scenario, since all member countries have committed to
achieving the same standards under the acquis communautaire. Nonetheless, con-
siderable uncertainty relates to the ability and willingness of the governments to
live up to their commitments under difficult economic conditions.8

4.3.1 Environmental Challenges in CEE

The countries of CEE that joined the EU in 2004 face substantial costs of compli-
ance arising from European environmental regulations. Funding from the EU will
only cover a fraction of these costs, and the likeliest source of investment in new
‘greener’ technologies is foreign direct investment (FDI). While FDI can con-
tribute to an upgrading (rather than a downgrading) of environmental standards in
the accession countries, this process is vulnerable to problems of adverse selection,
which can lead to the creation of a market for lemons (Akerlof, 1970) in terms of
investor quality. Specifically, the existing literature on multinational enterprises
(MNEs) and environmental investment suggest that firms are sensitive to the insti-
tutional quality in the host location in terms of the predictability, consistency and
enforcement of environmental regulations (Lundan, 2004). Institutional failure in
these key areas is likely to remove the incentive for high-quality investors to enter
the market, leading either to little investment, or to a market populated with ‘dirty
lemons’.

Within the past 10 years, the EU has brought into effect important directives
regarding the quality of drinking water (98/83/EC), urban wastewater treatment
(91/271/EEC), the use of landfills (99/31/EC), the incineration of municipal
waste (89/369/EEC) and hazardous waste (94/67/EC) as well as the quality of
ambient air (96/62/EC and 99/30/EC). Although municipal utilities are the
major investors within the water and waste management sectors, industrial
companies also face investments in wastewater treatment systems and waste
disposal, as well as in instrumentation to enable continuous air and water qual-
ity monitoring. Additionally, the Integrated Pollution Prevention and Control
(IPPC) directive (96/61/EC) necessitates investment in new cleaner processes
using best available techniques (BAT), that are prescribed for the pollution inten-
sive industries, including pulp and paper, iron and steel, ferrous and non-ferrous
metals, tanning and refineries.9 While some older directives date back as far as
1975, most of the environmental directives have been passed in the past decade,
and along with the system of mutual recognition of additional environmental
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8This is true of many areas of EU-level policy, such as competition policy (see Chapter 3 in this volume).
9European Commission: The challenge of environmental financing in the candidate countries, Annex 1,
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regulation, these directives establish the basic level of environmental protection
across the EU.

All accession agreements impose ‘nationhood costs’ of integration in terms of
the extent and pace of institutional reform (Gray & Lundan, 1994). A part of the
process of the accession countries entering, the EU has been a requirement for the
applicant countries to show that they have complied with the acquis communau-
taire. As part of their membership negotiations, the new member countries have
agreed on individual deadlines to reach full compliance with the EU environmen-
tal directives. In some cases the deadlines extend as far as the year 2015, but for
all the new member countries, significant areas of compliance have to be estab-
lished as early as in the period 2004–2008. Overall, the current estimates are, that
it will cost the 10 new member countries in the order of €80–110 billion to com-
ply with the environmental rules, which would require investments amounting to
2–3% of GDP annually.10 The most investment is required in the treatment of
wastewater and sludge to comply with the wastewater directive, and in facilities
for waste storage and disposal to comply with the waste and landfill directives.
According to World Bank estimates from 1999 to 2000, the countries facing the
largest environmental investments are Poland, the Czech Republic and Hungary.
The same three countries also exhibit a high share of inward FDI stock to GDP,
and a high share of foreign MNE affiliates’ output in manufacturing exports.

While the process of privatization involved brownfield investment, recent
manufacturing investment is more likely to have been in the form of greenfield
investments, which offers the possibility of technology transfer and higher envi-
ronmental standards. Estrin, Hughes, and Todd (1997) estimate that the initial for-
eign investment undertaken a decade ago served to improve local environmental
standards, and helped to compensate for the lack of investment and proper main-
tenance under the communist regime. However, owing to the extent of pollution
under the old regime, and in the aftermath of privatization, brownfield sites have
become virtually untouchable for foreign investors, who see potential environ-
mental liability as a major deterrent, even if governments have been willing to
grant them amnesty from past pollution (see Auer, Reuveny, & Adler, 2001).

4.3.2 Regulatory Transparency, Uncertainty and Investment

Within the EU, environmental standards are likely to continue to diverge, and while
great improvements can be expected in the new member countries, somewhat
different standards are likely to prevail even after the prescribed period of adjustment.
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The expectation based on existing literature is that the tightening of environmental
standards itself will have little impact on investment flows. Foreign investment is not
attracted by lax regulation, and if anything, improved environmental conditions will
make it more attractive for leading multinationals to invest in these countries. By
transferring technology, MNEs may contribute to the upgrading of standards,
although it is likely that the best firms are attracted to locations that have already
made considerable strides in safeguarding the environment (Lundan, 2004).

We have argued elsewhere that there is in fact a simultaneous race to the top
and to the bottom to attract foreign investment within the EU (Lundan, 2003b).
The race to the top is the race to attract clean investment, and in this context, the
compliance mechanisms of the Kyoto Protocol, as well as the EU environmental
directives which form a part of the acquis, are the key in providing an incentive
for technologically advanced firms to invest in clean technologies in the new
member countries. The race to the top should be most evident for manufacturing
investment aimed at export generation, since the scrutiny faced by large MNEs in
their home markets increasingly extends throughout the value chain. The race to
the bottom would involve continuing dirty production and/or ‘environmental
dumping’. However, in this case foreign investment is less likely to play a deci-
sive role, since any ‘environmental dumping’ is most likely to be carried out by
domestic firms or small multinationals selling to local markets with inadequate
resources to invest in environmental protection.

The institutional costs of accession are likely to be substantial, since trans-
parency and credibility in the measurement and enforcement of environmental stan-
dards is needed to ensure that the problem of adverse selection and the attraction of
investors that are ‘dirty lemons’ does not occur. Within the EU-25, the negotiated
timetables should ensure a sufficient level of procedural transparency. However,
major concerns remain concerning the substantive transparency of national govern-
ments concerning the level of monitoring and enforcement of environmental regu-
lations. The importance of institutional infrastructure is beginning to be recognized in
the literature as a major determinant of FDI in developing and transition economies
(Bevan & Estrin, 2004; Henisz, 2000; Lundan, 2003a; Meyer, 2001; Phelps,
MacKinnon, Stone, & Braidford, 2003), and the development of credible and pre-
dictable environmental regulation and enforcement is a specific example of this effect.

4.4 Supranational Level and Uncertainties Related 
to Climate Change Policy

In this section of the chapter, we analyse the issues of transparency and uncer-
tainty associated with the EU ETS. Like the preceding sections of the chapter, we
include analyses at more than one institutional level. In particular, we focus on
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the multilateral level, represented by the Kyoto Protocol on climate change as
well as the EU regional level and national member level. In addition, we consider
bi-lateral international relations with the US and other countries.11

Throughout the past development, current implementation and future planning
of the ETS, issues of transparency have been — and will continue to be — central
concerns. Such issues are concerns for EU and member state officials, for indus-
try executives and for NGOs and interested segments of the public. We will illus-
trate a wide range of ETS transparency issues and place those issues in the
context of the broader concerns about their effects on investment decisions.

4.4.1 EU Kyoto Commitments and the Development of the ETS

In the 1997 Kyoto agreement, which came into effect on 16 February 2005, the
EU-15 along with the 10 accession countries agreed to an 8% reduction in green-
house gas (GHG) emissions to be achieved during the period from 2008 to 2012,
using 1990 as the base year.12 While most of the EU-15 are likely to exceed their
targets,13 all the accession countries (with the exception of Slovenia) were on
track in 2001 (the latest year data are available) for meeting their Kyoto targets.
Furthermore, several accession countries, such as Latvia, Estonia, the Czech
Republic and Slovakia, far exceed the required reductions in GHGs, which opens
up the possibility that these countries will become the sellers in a future market for
tradable emissions permits.14 The EU scheme is an installation-based system, where
each large emitter is issued its own allocation of allowances. These allowances can
be freely traded within the EU-25. In July 2003, the European Commission pro-
posed a new Directive to allow the linking of carbon trading from Joint
Implementation (JI) and Clean Development Mechanism (CDM) projects under the
Kyoto Protocol to the EU emissions trading scheme.15
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11Another set of uncertainties about the multilateral climate regime revolves around interactions
between the provisions of the Protocol, its implementation by an international secretariat, and the
national policies and measures that individual governments adopt, on the one hand, and the rules and
procedures of the World Trade Organization (WTO) on the other. See Brewer (2003) and Brewer
(2004) for details.
12In the United States the state and local governments have been actively filling a perceived void in
national-level policy-making, and a complex array of regimes at several levels has begun to develop.
13European Environment Agency: Greenhouse gas emission trends and projections in Europe 2003,
No. 36 2003.
14The EU-15 have their own established targets and a burden-sharing agreement under the Kyoto
Protocol, so the excess credit of the new accession countries is not automatically counted against this
target.
15Proposal for a Directive of the European Parliament and of the Council amending the Directive
establishing a scheme for GHG emission allowance trading within the Community, in respect of the
Kyoto Protocol’s project mechanisms, COM (2003) 403.
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The entry into operation of the ETS on 1 January 2005 was a landmark event
in the history of the European integration process. It was also the result of a
process of regulatory innovation that has overcome extraordinary political and
technical challenges. Its development extended over many years and included
extensive involvement of the Parliament and Council as well as the Commission,
and of course member states, industry and environmental NGOs. Analysts in think
tanks, consultancies and universities were also involved throughout the long
development process.

Although the origins of the ETS can be traced back to the early 1990s, it was
during 2003 and 2004 that it achieved formally approved status and began to gain
tangible form as the National Action Plans (NAPs) of the member states were
developed and approved. From the beginning of 2005, the scheme entered into a
period of implementation. However, the first phase from 2005 through 2007 is
only a preliminary phase, with further major regulatory issues yet to be resolved
before the beginning of the second phase, 2008–2012, which coincides with the
first commitment period of the Kyoto Protocol. The development of the ETS is
therefore an on-going, long-term process of regulatory innovation.

The industry sectors which are explicitly included in the ETS in Phase I are elec-
tric power and other energy sectors; ferrous metals; cement, glass and ceramics; and
pulp, paper and cardboard. Approximately, 12,000 individual installations in these
sectors have received European Union allowances (EUAs). They are expected to
produce approximately 46% of the EU’s carbon dioxide emissions in 2008–2012.
The specific issues that firms face depend in part on the country of location of their
facilities, as each member government has its own National Allocation Plan (NAP)
to achieve its national emission targets within the context of the EU ‘bubble’. There
are both commonalities and distinctive elements in the national plans, as discussed
in detail in a subsequent section of the chapter. The specific regulatory issues that
firms face also depend in part on their industry sector; again, there are both com-
monalities and distinctive features across industries in the specific types of regula-
tory issues they face. Regardless of variations across countries and industries,
however, as the ETS has been under development and as it enters into force, regu-
latory uncertainties are among the most significant issues encountering firms; for
regulatory uncertainties have already been among the important determinants of
prices and expectations about prices in carbon market transactions.

Several categories of literature are relevant to the analysis we present here; we
will briefly mention some of the essential contributions. The book by Schneider,
Rosencranz, and Niles (2002) is a wide-ranging collection of studies, including
introductions to the science, economics and politics of climate change; it also has
chapters on more specialized topics concerning agriculture, forestry and energy.
Michaelowa and Koch (2001) give a useful, extensive glossary of terms that are
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commonly used in climate change parlance, particularly in the context of the UN
Framework Convention on Climate Change (FCCC) and Kyoto Protocol. An analy-
sis of the evolution of the world’s pluralistic climate regime, with an emphasis on
regional approaches, is presented in Egenhofer, Fujiwara, Kernohan, Brewer, and
van Schaik (2004). The highlights of a conference sponsored by the Aspen
Institute and Pew Center for Global Climate Change on institutional frameworks for
mandatory GHG reductions are summarized in the Global Environmental Change
Report (2004).

4.4.2 The Development of Carbon Markets

The EU ETS is not the first or only market in the world for trading carbon dioxide
and other GHG emissions. There have been domestic national carbon markets
operating in Denmark and the UK, and there are national and sub-national carbon
markets, as well as international carbon markets, already functioning or in the
process of being created in many parts of the world.16 Although this chapter
focuses on the EU ETS, it also includes information about the institutional con-
texts of other markets. As in several other areas of policy, such as the multijuris-
dictional issues relating to competition policy in the case of cross-border mergers
(Gugler, in this volume), the ETS scheme and its implications for firms cannot be
fully understood without an understanding of the relationship of the ETS to the
other elements of the world climate regime.

While many of the conceptual and empirical issues are generic and thus pertain
to all carbon markets, others are specific to the EU.17 The emerging world regime
is highly fragmented; the relationships among its components are complex and
will continue to change for many years. The components of the world regime can
be conveniently considered in terms of their ‘levels ’ — i.e. multilateral, regional,
bi-lateral, national and sub-national. At the multilateral level, the UN FCCC and
its Kyoto Protocol are the specific manifestations of international arrangements.
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16For reviews of recent developments in the carbon markets, see especially the annual reports on the
State and Trends of the Carbon Market by the Prototype Carbon Fund of the World Bank (2001,
2002, 2003). An overview of institutional arrangements in the carbon markets is provided by de
Coninck and van der Linden (2003). Also see the data base on institutional arrangements and
other information on the website of the International Emissions Trading Association (IETA) at
www.ieta.org.
17The book by Kopp and Thatcher (2000) is a collection of papers, most of which are focused on emis-
sions trading, particularly in the context of Kyoto Protocol institutional arrangements. The International
Energy Agency (2001) reports the results of simulation studies of international GHG emissions trad-
ing and assesses features of trading systems. Buzengeiger, Betz, and Bode (2001) discuss issues and
alternatives in the design of emissions trading systems — both national and international.
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At the national level, it is useful to distinguish among the governments that
have ratified the Kyoto Protocol, on the one hand, and the others (Australia and
the US) which have not. It is also useful to distinguish between those national
governments that are participants in the EU ETS, and those which are not. EU
members are included in the Kyoto Protocol EU ‘bubble’, but also have individ-
ual NAPs within the context of the EU ETS.

At the international regional level, in addition to the EU ETS, there is a volun-
tary, non-governmental arrangement — namely the Chicago Climate Exchange
(CCX) — which is based in the United States and includes participants from
Canada, Mexico and Brazil. There was briefly some consideration of the possibil-
ity of a regional arrangement in the context of the Commission on Environmental
Cooperation (CEC) which includes the NAFTA governments of Canada, Mexico
and the US. However, the prospects for such an arrangement have apparently been
diminished by US government opposition. There is a trans-national regional agree-
ment among a group of US states and Canadian provinces.

There is also a sub-national regional arrangement within the US that includes
some of the same states as the above trans-national arrangement, plus other states
in the north-eastern section of the country. Also, at the sub-national level, New
South Wales in Australia has begun to develop an emissions trading regime, and
Victoria has indicated that it may do so as well.

4.4.3 EU ETS Institutional Framework

The start-up of operations of the ETS on 1 January 2005 followed several years
of development through actions by the institutions of the EU and on the basis of
the NAPs of the member states. A combination of community-level and national-
level polices is integral to the functioning of the ETS. At the community level,
there are a series of landmark events in the creation of the ETS, and they can be
traced back to the early 1990s:18

1991 — The Commission issued the first community strategy to limit carbon
dioxide emissions and improve energy efficiency.
1997 — The Commission signed the Kyoto Protocol of the FCCC.
2000 — The Commission launched the European Climate Change Programme,
which included the outlines of an emissions trading scheme.
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18This chronology is not intended to be an exhaustive list of regulatory events, but rather an overview
of the evolution of the ETS with selected highlights to indicate landmark events. It was drawn from
commentaries and documents at http://europa.eu.net/comm/enviroment/climat/htm, downloaded on
13 May 2004.

Ch004.qxd  3/6/06  12:24 PM  Page 104



2002 — The EU ratified the Kyoto Protocol.
2003 — The Parliament and Council adopted a directive establishing the ETS,
later amended to include projects.
2003 — The Commission issued guidelines for ETS NAPs.
2004 — The Commission established guidelines for monitoring and reporting
GHG emissions.

The Scheme applies mandatory caps for the annual emissions of carbon dioxide
at approximately 15,000 installations in the 25 members of the EU. (Cyprus and
Malta are not included in the ETS at the outset, though they were expected to
develop NAPs along with the other members during 2004.) In addition, four non-
EU countries may be included, but their plans were not yet clear in late 2004.
Norway is likely to be included, perhaps in 2005. Iceland and Liechtenstein can
also, but may decide not to do so. Switzerland may also be included, but on the
basis of a bi-lateral agreement. Firms with installations that exceed their caps
have to pay a fine of €40 per ton for 2005–2007, and €100 starting in 2008 and
also make up the shortfall in subsequent years; or they have to buy carbon
allowances (EAUs) from firms with installations whose emissions are below their
caps. A carbon market is thereby created.

During the elaboration of the specific rules and procedures in the run-up to its
formal operational start on 1 January 2005, the development of NAPs was the
object of much interest — and the source of much regulatory uncertainty. The
Commission established a series of guidelines and deadlines for the submission,
revision and approval process for the NAPs during 2004. The national-level cov-
erage of emissions and installations that had been reviewed by the Commission
as of early July 2004 include eight members’ NAPs that had been unconditionally
or conditionally approved at that time. The relative importance of Germany and
the UK in terms of both emissions and installations is evident. In Germany, there
were 2419 installations to be covered by caps, and 1078 in the UK. At the other
extreme, there were 98 in Slovenia (which was the only one among the 10 new
members to have submitted its NAP for review at that time).

The carbon market in Europe is constantly evolving, and a number of sources
exist monitoring its development. For analyses of the ETS, there are numerous
studies and reports sponsored by the Centre for European Policy Studies (CEPS),
such as Egenhofer and Mullins (2000), Egenhofer and Legge (2002) and
Egenhofer and Fujiwara (2004) (also see Haites & Mullins, 2004). The website
of the EU contains links to the key documents of the Commission, Parliament and
Council, as well as news updates and other materials; see especially the home
page of its climate change unit at www.europa.eu.int/comm/environment/climat/
home. A presentation by Dessain (2004) on the implications of the EU ETS for
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business includes information about the directly affected sectors, especially the
electricity sector. A study by Gummer and Moreland (2000) sponsored by the
Pew Center reviews the emissions trading policies and other elements of the cli-
mate policies of five member governments as well as the EU.19

Additionally, two publications contain a large number of short but useful case
studies and discussions of institutional arrangements and other policy develop-
ments. One is published by IETA, the International Emissions Trading Association
(2003), and the other by Responding to Climate Change (2003); both are annual
publications. Other publications reflecting the status and prospects for the ETS
include Environmental Finance (2004), Hobley and Hawkes (2003) and Nicholls
(2004). More generally, www.climate.biz, offers resources for firms that are look-
ing for information about climate issues and alternatives for responding to them.

4.4.4 Regulatory Uncertainties and Prices

Two closely related questions about the effects of regulatory uncertainty can be
explored in a preliminary way with the price data available to date. It should be
emphasized that this is a preliminary exploration. The analysis here does not offer
robust tests of hypotheses, but rather anecdotal and ad hoc examinations of the
limited evidence that is available. The presentation should nevertheless demon-
strate that this is a promising area for further, more systematic econometric test-
ing and modelling exercises.

(1) How does the clarification of regulations affect EAU price levels?
(2) How does regulatory uncertainty affect EAU bid-offer spreads?

Of course, as the ETS and other carbon markets become increasingly active and
generate much more data in the next few years, it will be possible to apply more
advanced methodological techniques to much larger data sets. Until then, the
data of Figure 4.1 and Table 4.1 provide sufficient grounds for early observations.
Figure 4.1 traces the weekly closing prices of a 2005 vintage EAU over the period
from July 2003 until early August 2005.
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19There are also several indispensable periodical and electronic resources for monitoring develop-
ments in the EU ETS (individual items from them are cited in the sections below). The monthly pub-
lication, Environmental Finance and its companion newsletter, Carbon Finance, published by Fulton
in London, are both excellent for keeping up with developments. The electronic newsletter Carbon
Market Europe, produced by Point Carbon in Norway, is also indispensable. Another useful monthly
is Global Environmental Change Report, which is published by Aspen publishers in the US. The elec-
tronic newsletter, Climate-l, contains frequent updates on a wide range of matters concerning climate
change, including developments in the EU.
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Four periods are evident in Figure 4.1 in terms of the direction of change.
During the 10-month period from early May 2003 (not shown) until late February
2004, there was a rather steady climb resulting in a doubling of the price from less
than €6 to more than €13. It was during this period that decisions by the EU
institutions clarified many aspects of the ETS regulations. In the second period,
March and April of 2004, there was a rather precipitous drop of about €5 in eight
weeks. In this period, there were apprehensions about whether the Commission
and national governments would be able to make the ETS operational in a timely
manner and whether the specific emission limits within industry sectors and at the
installation level would be sufficient for it to achieve its objectives. In the third
period, early May to mid-June, there was a rather steep rise of €3 in 6 weeks —
from about €7 to about €10. During this time, several member governments
finally submitted their NAPs and it became clear that the Commission would be
making some key decisions and announcing them within a matter of a couple of
months or so.

This brings us to the fourth period, during which the focal event was the
announcement by the Commission on 7 July of its decisions about NAPs. Only
Germany, among the member governments, had published a proposed NAP
and submitted it to the Commission by the 31 March 2004 deadline. However, by
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Figure 4.1: Prices for 2005 EU allowances, July 2003–August 2005 (€ per met-
ric tonne of carbon dioxide). Source: Carbon Market Europe, 12 August 2005. 

Used with permission.
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7 July the Commission had enough submissions to make public its decisions on
eight of them. This was widely viewed as a particularly significant regulatory
event because it was the first public indication of the combination of firmness
and flexibility with which the Commission would oversee the NAP review
process. For a summary of the Commission’s decisions announced on 7 July
2004 (see Box 4.1). For an encapsulated narrative of the market events of 7 July
(see Box 4.2).

The data in Table 4.1 make it possible to observe the behaviour of the market
around the time of the 7 July Commission announcement of its decisions on
NAPs. The data in the table include the levels and changes in the bid and offer
prices, and the levels and changes in the spread between the bid and offer prices. As
for prices, after rising steadily throughout May and into mid-June, the mid-point

108 Thomas L. Brewer and Sarianna M. Lundan

Approved (unconditionally):

Denmark
Ireland
Netherlands
Slovenia
Sweden

Partially rejected (conditionally approved):

Austria — Problem: ex-post allocation adjustment,
i.e. redistribution of allowances during 2005–2007 trading period

Germany — Problem: ex-post allocation adjustment,
i.e. redistribution of allowances during 2005–2007 trading period

UK — Problem: lack of information on new entrants and installations on
Gibraltar

Infringement proceedings launched for late submission:

Greece
Italy

Pending Further Action:

All others

Box 4.1: The Commission’s decisions on members’ national allocation plans on
7 July 2004.

Source: Carbon Market Europe, 7 July 2004.
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of the bid and offer prices began to decrease in anticipation of the 7 July announce-
ment. On the 7th, it declined by 0.52, and on the 8th by another 0.43. It had thus
declined about €2 over the approximately one-month period from 10 June to 8
July. However, this was neither particularly large in absolute size nor particularly
negative in terms of the decline, relative to the experience of the previous 12
months. As for spreads, although they increased slightly on the 7th, they declined
the next day, and in any case the changes were relatively small compared with
those during the previous month. In sum, there was a notable price decline in
anticipation of the 7 July announcement and in its immediate aftermath, but the
spreads did not markedly change.20
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EU ETS price drops following EC NAP announcement.

Following the announcement of the European Commission’s verdict of the
first eight NAPs today [7 July 2004], the price in the EU ETS market dropped
significantly. The spread has widened, while the bid level is down €0.60 cents
from this morning.

The market started out today with bids around the €8.50/tonne level and offers
around €8.80/tonne. Rumours flew around all morning that the Commission’s
response to the NAPs would not be of the strict kind, and 20 minutes before
the EC press conference, a trade went through at €8.55/tonne. However, after
the market saw the press material from the Commission, noticing that the total
cap of the German and UK NAPs in particular had not been reduced, the
reaction was a drop in prices.

Before the midday press conference was even over, bids were down at
€7.90/tonne, offers at €8.35. “It seems like most market participants interpret
the EC ruling as not on the strict side”, broker John Molloy at TFS com-
mented. “The market reacted bearishly, continuing the downward trend of the
past few days”, added Paddy Shord at GFI. “The general tone of the announce-
ment was not greeted with massive surprise”.

Box 4.2: A day in the life of the EUA.

Source: Point Carbon (2004). EUA prices. Carbon Market, Europe, 5, 1. Used with
permission.

20The sporadic trading in the carbon market during the preliminary period before the official start of
the ETS is likely to have contributed to the volatility in prices and the size of the spreads.
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After the initial version of this chapter was written during the summer of 2004,
there was a period of relative stability in prices, then period of sustained and dra-
matic increases, followed by moderate declines. The substantial increases in the
price of carbon allowances — from less than €10 to nearly €30 during the first
six months of 2005 — was presumed to be a result of the increasing oil prices dur-
ing that period, which in turn led to greater use of coal for generating electricity,
and thus expectations of higher future emissions.

4.4.5 Regulatory and Market Uncertainty

Regulatory uncertainties are evident along three dimensions of the EU ETS, and
other climate change regulatory regimes as well — i.e. country, industry and level
(multilateral, regional, national, sub-national). Further, these three dimensions
interact to produce distinctive regulatory uncertainty profiles for each combina-
tion of level–country–industry.

Over the 20-month period for which there were data as of January 2005, the
price movements of EAUs were broadly consistent with what would be expected
on the basis of the clarification of the regulatory environment. As for bid-offer
spreads, they shifted generally in accord with variability over time in regulatory
uncertainties.21 It should be noted, however, that disentangling the effects of
variability over time in uncertainty versus the nature of the clarifications of the
regulations is a central analytic challenge. During early July 2004, as the
Commission made public its decisions about eight of the NAPs, it was simul-
taneously reducing some elements of uncertainty about its regulations and
specifying the projected levels of emission reductions that it would find
acceptable.

Whatever the future course of the EU ETS, it will no doubt provide much
‘fodder’ for further research. For instance, the effects of regulatory uncertainty
on the volume of transactions could be determined, at least in principle, in
addition to the effects on prices and spreads. Additional data collection towards
this end should be a high priority for further research. In terms of theory
development, the regulatory capture model — and specific hypotheses derived
from it — could be applied to the evolution of the ETS regulations. Because
of the importance of the ETS as an early and significant GHG regulatory regime,
it will surely be a subject worthy of the serious attention of scholars, no mat-
ter what their particular theoretical, methodological and topical interests
may be.
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21During a cold spell in Europe in February 2005, the carbon market reacted according to expectations
when prices rose promptly from about €6.70 to €9 per ton (Financial Times, 25 February 2005, p. 3).
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4.5 Conclusions

This chapter has reviewed different kinds of uncertainty related to EU environ-
mental policy at three levels (local, national/regional and supranational). Not sur-
prisingly, our general finding is that the impact of a lack of transparency on all
three levels is to reduce the possibilities for firms to respond to the challenges in
an efficient manner. However, the specific impact on firm behaviour depends on
the kind of uncertainty, and the available means to mitigate uncertainty by
increasing transparency. We have summarized our findings in Table 4.2.

At the local and national levels, uncertainty about NGO demands and expected
standards of performance push firms towards self-regulation and participation in
third-party rating schemes. Regulatory inconsistency (uncertainty related to
expected performance) generally discourages environmental investment, while
uncertainty related to enforcement raises the possibility of the emergence of a
market for lemons, which firms with extensive environmental investments would
prefer to avoid. This is particularly the case concerning the financing of the envi-
ronmental acquis in CEE, and the ability of the accession countries to attract for-
eign investors to share some of the costs.

At the supranational level, the issue of climate change will be an important test
for the EU of both regulatory consistency and implementation. On one hand,
firms are looking for signs from the Commission that the US staying out of the
Kyoto Protocol (and China and India not being required to make reductions) will
not change the Commission’s policy objectives. On the other hand, firms operat-
ing under the NAPs will follow the development of the carbon market to decide
whether to invest or to trade for their share of the allocation. Although one can
imagine a time when the carbon market will contain all the necessary information
to make such decisions, for the foreseeable future, the Commission’s perceived
commitment to its policy on climate change, as well as the likelihood of the impo-
sition of the planned penalties, will pay an important role in determining the price
levels in the EU carbon market.

These carbon prices and the associated uncertainties affect the cost of capital
and therefore the prospects for economic growth, especially in the most carbon
dependent economic sectors.
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Chapter 5

Transparency in Human Capital Policy:
A Prerequisite for European 
Economic Growth

Erik Mellander and Christina Håkanson

5.1 Introduction

Human capital is one of the most important drivers of economic growth, arguably
the most important. This makes transparency with respect to policies governing
human capital formation in the EU a crucial issue. It is useful to distinguish
between two aspects on policy transparency in this context. The first concerns the
formulation of EU human capital policy, as expressed by the objectives regarding
education and training that have been agreed upon within the context of the Lisbon
strategy. Here, transparency means that the policy is consistent and well defined.
The second aspect concerns the implementation of this policy, by individual mem-
ber states. In countries that perform well on (almost) all objectives, or perform
poorly throughout, policy implementation can be said to be characterized by high
transparency. By contrast, in member states where the achievements vary greatly
between different objectives implementation transparency can be said to be low.

Transparency in this latter sense can differ substantially across member states,
owing to the fact that the EU human capital policy is implemented by means of
the open method of coordination (OMC). Unlike the other main method for
decision making in the EU, the Community method, which operates through
legislation, agreements reached by means of the OMC are not legally binding.
Accordingly, member states failing to comply with them cannot be sanctioned.
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Differences in transparency can thus arise because some countries may choose to
(partly) deviate from the objectives agreed upon, while others may choose to
comply. Moreover, there can be large differences in implementation also among
complying countries. The reason is that under the OMC, only the political objec-
tives are formulated at the EU level; the choice of measures to achieve these
objectives is left to the individual member states.

Our analysis on the transparency of the EU human capital policy is both theo-
retical and empirical. In the theoretical analysis we consider two issues. The first
is whether supplementing traditional “best-practice” objectives by objectives in
the form of lower bounds on achievement can increase transparency. Second, we
discuss possibilities and means for assessments of overall performance. Both of
these two issues relate to transparency with respect to policy formulation as well
as policy implementation.

In the empirical analysis we suggest quantitative indicators for all the objec-
tives of the EU human capital policy. Using the latest available data, we report the
achievements of all the member states on each of the objectives. We also carry out
empirical analyses corresponding to our theoretical discussions.

The chapter unfolds as follows. In the next section we discuss the relation
between the transparency of the EU human capital policy and European eco-
nomic growth. Section 5.3 deals with various aspects of the OMC that are rele-
vant with respect to policy transparency. In particular, we consider the fact that
policies formed by means of the OMC are, by nature, more vague and imprecise
than policies decided upon by means of the Community method. Sections 5.4 and
5.5 contain the theoretical discussions. In Section 5.6, we provide a listing of the
objectives of the EU human capital policy and present the associated quantitative
indicators. Sections 5.7 and 5.8 report the results of empirical analyses and con-
cluding comments are provided in Section 5.9.

5.2 Transparency in Human Capital Policy 
and Economic Growth

We first consider the positive relation between human capital and economic
growth implied by endogenous growth theory. We then discuss how transparency
in human capital policy can increase human capital accumulation by reducing
uncertainty. Finally, we consider how human capital investments also contribute
to growth indirectly, through capital-skill complementarity and skill-biases in
technical and organizational change.

According to endogenous growth theory, human capital can increase the indi-
vidual’s capacity to generate innovations, thereby increasing the rate of techno-
logical change and economic growth (see Romer, 1990). Furthermore, there are
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externalities in human capital; through workplace interaction the benefits of edu-
cation and training extend to non-participating individuals, improving their pro-
ductive capacity, too (see Nelson & Phelps, 1966; Lucas, 1988).1

A well-functioning policy for education and training is thus crucial for
European growth. This is especially so as most countries in Europe cannot com-
pete with other continents in terms of wage costs, implying that their competitive
edge must lie in a highly qualified workforce.

The more transparent human capital policies are, the less uncertainty will there
be about the conditions governing society’s human capital accumulation. Less
uncertainty will attract more students and suppliers of education and training. For
firms and investors, less uncertainty about the access to high-skilled labor will be
translated into lower (political) risk premia in capital costs. The resulting decrease
in the cost of capital will spur investments in general, i.e. in human capital and in
fixed capital alike, both of which will lead to a higher rate of growth.

Besides having a direct effect on growth, investments in human capital will also
have indirect effects. As noted by Griliches (1969), high-skilled labor and fixed
capital are complements, implying that an increase in human capital will increase
fixed capital investments, and vice versa.

Moreover, human capital investments will also have positive effects on growth
through skilled-biased technical change and skill-biased organizational change
(see Berman & Griliches, 1994; Caroli & Van Reenen, 2001). The idea underlying
both of these notions of skill-biases is that high-skilled labor is more capable of
exploiting, and adapting to, changes which can increase efficiency in production
and, hence, productivity and economic growth.

5.3 Transparency Aspects of the Open Method 
of Coordination

The OMC constitutes a middle-of-the-road alternative to the Community method,
which implies full harmonization across countries, on the one hand, and complete
member state sovereignty, on the other. As argued in Chapter 7 in this volume, on
regulation of financial services, when social preferences and market structures are
as heterogeneous as in the EU, a mixture of coordination and member state self-
reliance may well be more efficient than full harmonization.2
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1Overviews of the theoretical and empirical literatures on the relation between education and
growth can be found in Aghion and Howitt (1998, Chapter 10) and Krueger and Lindahl (2001),
respectively.
2See Chapter 7 in this volume. Coopetition is the author’s term for a balance of cooperation and
competition.
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In particular, as noted by Collignon et al. (2005), a key feature of the OMC is
its flexibility: it means drawing up “guidelines” that each member state is to trans-
late into specific action plans, in accordance with its own particular situation.3

While this flexibility in many instances will be an advantage, it will necessarily
lead to lower transparency with respect to policy implementation, compared to
when the Community method is employed. This is especially true because coun-
tries cannot be forced to follow the guidelines. Accordingly, in addition to trying
to carry out a given policy guideline by possibly different means, countries may
differ with respect to which policies they implement, and when they implement
them.

The most important instruments to address these problems and the resulting
lack of transparency are peer reviews and benchmarking, both of which rely on
indicators signaling the progress of individual EU member states toward achiev-
ing the objectives agreed upon. At the most general level, the European Commis-
sion each year prepares a report about how the member states are contributing to
making the EU the “most competitive and dynamic knowledge-based economy in
the world”. By necessity, these reports cannot contain in-depth analyses of all of
the different objectives making up the Lisbon strategy. Instead, they provide
broad assessments and sometimes focus on specific issues. Nevertheless, the
Commission’s report identifies leaders and laggards among the member states.
Peer pressure and the sharing of information about successful strategies, when the
reports are reviewed at the spring meetings of the European Council, is supposed
to help the countries lagging behind to catch up with the others.

However, the peer pressure system has not lived up to expectations. Member
states are often reluctant to carry out the tasks of “naming, shaming and blam-
ing”, especially the two latter ones. Members that criticize other countries for
slow progress within one policy field always run the risk of being criticized in
return, with respect to another policy area; as it is hard to improve performance
relative to all of the large number of different targets involved in the Lisbon strat-
egy this risk is quite substantial. Also, while peer pressure often is an effective
tool for corporate governance, it might be less well suited in a non-hierarchal,
European context (Sisson, Arrowsmith, & Marginson, 2003).

Recently, ways have been suggested to improve upon, and complement, the
peer review system. These suggestions are all related to the issue of transparency.
Kok (2004) propose that each member state should formulate a national action
program setting out how it is going to reach the Lisbon targets and, moreover, put
a high-level member of government in charge of the day-to-day implementation

120 Erik Mellander and Christina Håkanson

3A general discussion of the OMC is beyond the scope of this chapter but can be found in, e.g., De La
Porte and Pochet (2002), Borrás and Jacobsson (2004), and Zeitlin, Philippe, and Magnusson (2005).
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of this program.4 In addition, Kok (2004) and, likewise, Collignon et al. (2005)
stress the need for more information to, and more active involvement from, the
social partners and other stakeholders, including non-governmental organiza-
tions.

Another suggestion put forward to increase transparency is to reduce the num-
ber of targets. Kok argued that the present large number of targets for the Lisbon
strategy

“. . . makes it very likely that every country will be ranked as best
on one indicator or another. This makes the instrument ineffective.
Member states are not challenged to improve their record. Simpli-
fication is vital. The establishment by the European Council of a
more limited framework of 14 targets and indicators offers the
opportunity to improve the working of the instrument of peer pres-
sure.” (Kok 2004, p. 43)

While this suggestion concerns the Lisbon strategy as a whole, a similar argument
could be made with respect to the field of human capital policy; as will be seen
in Section 5.6 of this chapter, the EU human capital policy involves 18 objectives,
which is a large number, too.

We do agree that the number of performance indicators has grown excessively
large and that a reduction might benefit transparency. However, we do not believe
that a reduction will by itself lead to increased efficiency. Indeed, our view is that
a cut-down as drastic as the one proposed can lead to decreased efficiency and
less transparency. The reason is that the remaining indicators may become too
few to provide meaningful information.

For example, the Kok proposal implies that human capital policy performance
should be gauged by one single indicator, namely the educational attainment of
20–24 year olds. Clearly, if this is the only indicator measured, a high rating on
it can be achieved at the expense of poor performance with respect to other
important human capital dimensions. That would obviously not be in line with the
idea of across-the-board improvements that underlies the Lisbon process.

Of course, trading off different objectives against another is possible also when
several indicators are applied. The difference is that in the latter case the trade-off
can be recorded. This information can contribute to increased transparency and it
is also necessary if one wants to enable corrective measures.
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4In the context of education and training policies, a further complication arises from the fact that sev-
eral member states’ decisions are partly formed at the sub-national level, making the follow-up of pol-
icy implementation a task not only for the central government but for regional and local bodies as well.
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To limit the scope for trade-offs across policy objectives, the ministers of edu-
cation in the EU member states decided in the year 2002 that in addition to agree-
ing on objectives in the sense of targets — aiming at maximum or “best-practice”
performance — the member states should also agree to reach at least certain ref-
erence levels. The latter should ascertain minimum levels of performance
(“floors”), thereby limiting the possibilities to trade-off different objectives against
another.5

The next section contains a theoretical discussion of targets and reference lev-
els. Our conclusion is that while reference levels increase transparency with
respect to policy formulation, they decrease transparency with respect to imple-
mentation, by increasing the scope for manipulative behavior. The reason is that
the OMC cannot punish violations of the reference levels, just like it cannot
impose sanctions on countries failing to comply with the targets agreed upon. For
this reason, the introduction of reference levels will in practice merely add to the
possible trade-offs: in addition to trade-offs between different targets there will be
possibilities for trade-offs between different reference levels and between targets
and reference levels. In the empirical analysis we show that this is not just a the-
oretical point; it does matter in practice.

These discouraging findings give rise to the question whether it is possible, at
all, to control the behavior of individual member states and to increase trans-
parency, given that the objectives formulated under the OMC are not legally bind-
ing? One possibility, which we briefly consider in the next section, is to use the
carrot instead of the stick.

In general, however, attempts to increase transparency should be based on two
key observations. First, the interdependence between different objectives should
be taken into account. Second, there is a need for a single, scalar measure of
overall performance. Hitherto, benchmarking assessments have concerned indi-
vidual objectives, one at a time. For a given country, rankings regarding different
objectives may well point in opposite directions, leaving politicians, firms,
investors and people in general without a clear message about where the country
is heading.

We propose to account for the two key observations by the construction of over-
all performance indexes, i.e. weighted averages of the performance with respect to
individual objectives. The problem, then, is to choose the appropriate weights. We
consider this problem in Section 5.5.

122 Erik Mellander and Christina Håkanson

5See COM (2002) 629 final. In that communication the term “benchmark” is used to denote what we
call reference levels. The reason why we do not adopt the Commission’s terminology is that the verb
benchmarking often refers to comparisons of country performance also with respect to what we call
target indicators, which might create confusion.
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5.4 What to Aim For? The Relationship between 
Targets and Reference Levels

Figure 5.1 illustrates the formulation of objectives in the form of targets and ref-
erence levels. To simplify, we have assumed only two objectives. The solid curve
indicates the maximum attainable combinations of the two objectives, when their
respective shares vary between zero and one. The broken lines represent the ref-
erence levels, which may be interpreted as lower limits — “floors” — with respect
to the performance on the two objectives.

For any given combination of the two objectives — for any ray through the
origin — performance increases along the ray and is maximized when it hits the
solid curve. If there are no special requirements regarding the proportions in
which the two objectives are to be combined, all points along the curve are “opti-
mal”. In other words, no distinction is made between Point A (which gives prior-
ity to Target 1) and Point C (where the main emphasis is on Target 2).

The reference levels are satisfied at any point on or above the two broken con-
straint lines — the shaded area in the diagram. Point B satisfies the reference lev-
els for both objective 1 and objective 2. Point A satisfies the reference level for
objective 1, but not for objective 2. Like Point B, Point C satisfies both reference

Transparency in Human Capital Policy 123

Figure 5.1: The relationship between targets and reference levels.
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levels, but in contrast to B it simultaneously constitutes an optimal point with
respect to target performance. Points with this characteristic are located on the
portion of the solid line at the edge of the shaded area.

As noted in Section 5.3, the idea behind the introduction of reference levels is
to ascertain a minimum level of performance. This increases transparency with
respect to policy formulation; in addition to stating the ultimate policy goals, the
politicians explicitly state what they consider to be lowest level of acceptable
performance.

However, transparency in policy implementation is most likely to be reduced.
The reason is that the reference levels are not enforceable, under the OMC.
Accordingly, they will not act as constraints in the implementation of the policy.
Instead, they will increase the scope for maneuvering on the part of the member
states; states that find it difficult to achieve the targets can choose to focus on ref-
erence levels. And just as there is a trade-off between the performance with
respect to different targets, there will be a trade-off between the extent to which
different reference levels are satisfied.

As long as there is no way of telling how satisfaction of reference levels relates
to performance in terms of target achievements, both have to be assessed. From
Figure 5.1 it is clear that such parallel assessments can yield quite different
results. With respect to target performance, Point A will be unambiguously pre-
ferred to Point B, while precisely the opposite conclusion will be reached if pri-
ority is given to compliance with reference levels.

In conclusion, the positive effect reference levels have on transparency with
respect to policy formulation is more than outweighed by their negative effect on
transparency with respect to implementation. Economic incentives to meet the pol-
icy objectives, as proposed by Collignon et al. (2005), might alleviate the problem.
It should be recognized, however, that rewarding compliers is a second-best
solution — sanctions on non-compliers being the first-best solution — and that any
use of the scarce EU funds can only be motivated in the absence of better alterna-
tive uses.

5.5 How to Weight the Various Objectives? 
The Aggregation Problem

The issue of aggregation is of paramount importance for transparency with
respect to policy formulation. Had the relative importance of the different objec-
tives of the human capital policy been specified, it would have been a simple task
to compute an index of overall performance.
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Table 5.1: Illustration of how the choice of weights can affect
cross-country comparisons of overall performance.

Country A Country B

Indicator values
Indicator 1 0.9 0.5
Indicator 2 0.3 0.6
Indicator 3 0.6 0.7

Aggregation with weights
1/3, 1/3, 1/3 0.60 0.60
0.1, 0.5, 0.4 0.48 0.63
0.4, 0.4, 0.2 0.60 0.58

6It should be pointed out that this does not mean that a given (fixed) weighting scheme is a necessary
requirement for transparency — a rule for aggregation might encompass different weighting systems.
Indeed, the procedure that we discuss below specifies a way of choosing the weights, not the weights
themselves.

In the absence of relative valuations it is hard to justify that a particular objec-
tive should receive a greater weight than some other objective. This leads to the
conclusion that all objectives should be weighted equally.

But equal weights can also be discarded. If it is impossible to say what weight
should be attached to a given objective, how can any weight between zero and one
be preferred to any other weight in the same interval? Accordingly, a human cap-
ital policy which merely amounts to the specification of a multitude of objectives
does not provide for transparency — without a rule for how the objectives should
be aggregated any weighting system can be defended, implying that the policy as
a whole is not well defined.6

These considerations also have negative implications for transparency with
respect to implementation. Table 5.1 provides a simple example.

We assume that we want to compare the overall performance of two countries,
A and B. For simplicity, we consider three objectives only. The performance indi-
cators for these three objectives take on values between zero and one. On an
objective-by-objective basis it is hard to distinguish between the two countries.
While A performs really well with respect to objective 1 it also performs quite
poorly with respect to objective 2. Country B, on the other hand, does not perform
particularly well on any objective, but not particularly poor, either. In this situa-
tion it is natural to look for a measure of overall performance.
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If the three indicators are equally weighted, the result (average performance)
says that A and B have performed equally well. However, if we instead use the
weights 0.1, 0.5 and 0.4, we conclude that country B has performed better than
country A. Finally, if weights 0.4, 0.4 and 0.2 are applied, country A will have the
highest overall performance index. In other words: three different weighting sys-
tems and three different results.

As this simple example shows, the stability of country rankings can be tested
by applying different sets of weights. Hoffman (2005) has recently proposed an
appealing way to do so. His approach involves determining weights by means of
random draws from a statistical distribution. A large number of draws and, hence,
sets of weights, are generated. The stability of each country’s ranking over these
weighting schemes is then investigated. We will apply this procedure in Section
5.8 of this chapter.

5.6 The Objectives of the EU Educational Policy 
and Indicators for these Objectives

In this section, we describe the objectives of the EU educational policy. We first
consider the targets and then the reference levels. Finally, as part of the discus-
sion about transparency with respect to policy formulation, we consider the issue
of consistency among the various objectives.

Based on three strategic goals, 13 targets have been specified.7 For each of
these we have specified a quantitative indicator. About half of our indicators
(6 out of 13) are in line with the suggestions about indicators put forward by the
Council of the European Union.8 For those which are not, there is a comment
motivating why we have deviated from the Council’s suggestions.

In the listing below the 13 targets are denoted by two digits; the first digit indi-
cates the strategic goal and the second digit denotes a specific target, within the
framework of that strategic goal. Following the targets we describe the reference
level (the “floors”).

With respect to the indicators, we have used the latest available information.
Still, some of our indicators refer to the very first years of the 21st century, due to
lags in the publication of official statistics. Scores on the target indicators and the
reference level measures are provided in Appendix 5.A.2. With respect to the tar-
get indicators information is provided also on scores for non-EU countries.
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7Cf. the Council of the European Union document 5828/2, EDUC 17, from 2002.
8Cf., again, the Council of the European Union document 5828/2, EDUC 17. It should be noted that
in 2005 no decision had been taken to put into use the indicators suggested by the Council.
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5.6.1 Strategic Goals and Specific Targets

1 Improving the quality and effectiveness of education and training systems
in the EU
1.1 Improving education and training for teachers and trainers

Indicator: The proportion (%) of teachers participating in skills training
programs other than information and communications technology (ICT)
programs, in 2000/2001.

1.2 Developing skills for the knowledge society
Indicator: Average score on math test for 15 year olds in the Programme
for International Student Assessment (PISA) in 2003 (Mean student score
in the OECD countries normalized to 500).

1.3 Ensuring universal access to ICT for everyone
Indicator: The proportion (%) of upper secondary school pupils attending
a school offering e-mail access for teachers and pupils in the year 2000.

1.4 Increasing recruitment to scientific and technical studies
Indicator: The change (%-age points) between 2000 and 2002 in the pro-
portion of graduates in higher education programs with a duration of at
least three years, who have studied science, technology or mathematics.

1.5 Making the best use of resources
Indicator: The proportion of students (%) participating in higher education
programs with a duration of at least three years, who in the year 2000
received their degrees within the time stipulated.
Comment: The indicator proposed by the European Council is “increased
investments per capita in human resources”. In our view, this indicator
measures the volume of resources utilized rather than how they are put to
use. Our indicator measures whether resources are efficiently allocated in
the sense that the education system produces graduates to the extent
planned. So defined, the efficiency depends partly on how effectively the
admissions system selects suitable students, and partly on how effective
the actual education program is.

2 Facilitating the access of all to education and training systems
2.1 Open learning environment

Indicator: The proportion (%) of the population aged 25–64 who participated
in education and training during a specific four-week period during 2003.

2.2 Making learning more attractive
Indicator: Earnings of individuals with at least three years of university
education, compared to earnings of those with upper secondary education,
in the age range 25–64, in 2003, measured in percentage.
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Comment: The European Council proposed to measure participation in
education or the proportion of people with a low level of education. We
believe, however, that these indicators measure consequences of the attrac-
tiveness of learning rather than the attractiveness of learning itself. Our
indicator provides a rough idea of the financial incentives for education (at
the university level) which we consider to be an important aspect of the
attractiveness of learning.

2.3 Supporting active citizenship, equal opportunities and social cohesion
Indicator: Differences in literacy among 15-year-olds across schools
according to the PISA study conducted in 2000. Measured as the total vari-
ation between schools, expressed as a percentage of the total variation
within the country. (The lesser the variation, the better.)
Comment: The Council’s recommendation is to measure the proportion of
young people with a low level of education. In our view, the relation
between this indicator and the objective stated is very weak. Our indicator
emphasizes the “equal opportunities” aspect and measures whether literacy
among 15-year-olds is dependent upon the particular school they attended.

3 Opening up education and training systems to the wider world
3.1 Strengthening the links with working life, research and society at large

Indicator: The number of years that a 15-year-old could expect to be
unemployed or out of the labor force, excluding periods of studies, up to
the age of 29, in 2001. (The lower the number of years, the better.)
Comment: We have not followed the Council’s suggestion to measure the
number of students participating in “sandwich” training schemes, since we
believe that this indicator focuses too much on links with working life only.
Our indicator measures the degree of “inactivity”, and hence covers links
with both working life and society as a whole.

3.2 Developing the spirit of enterprise
Indicator: The number of persons per 100 in the age range 18–64 who
established businesses in 2002–2003.
Comment: We have been unable to follow the Council’s proposals to
measure the proportion of entrepreneurs in the knowledge-intensive sec-
tors of the economy, or the proportion of educational establishments that
provide guidance in the establishment of businesses. The reason is that the
data required are not available. We have therefore been forced to use an
indicator which we do not consider to be fully satisfactory — partly because
it measures the consequences of an entrepreneurial spirit rather than
attempts to develop such a spirit, and partly because it is sensitive to insti-
tutional differences between countries.
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3.3 Improving foreign language learning
Indicator: The average number of foreign languages per pupil in upper
secondary schools in 2003.

3.4 Increasing mobility and exchange
Indicator: The proportion of university students with foreign citizenship
in 2002, relative to the 1998 proportion (%).
Comment: The Council proposed to measure either the proportion of the
home country’s students studying abroad, the proportion of foreign teach-
ers in home-country education programs, or the proportion of foreign stu-
dents in the home country. All these indicators reflect levels rather than
changes, as envisaged in the objective. In addition, the first indicator prob-
ably is heavily dependent upon the economic status of the home country.
We have therefore selected the final indicator, but expressed it in terms of
a change, in line with formulation of the objective.

3.5 Strengthening the European cooperation
Indicator: The share (%) of eligible voters participating in elections for
the European Parliament in 2004.
Comment: In our view, the proposal of the European Council to measure
the proportion of students studying in other countries and/or receiving
degrees which are common for several European countries reflects an unduly
narrow view of the reinforcement of European cooperation. We have instead
chosen an indicator expressing the general interest in European cooperation.

5.6.2 Reference Levels9

R1 Early school leavers

“By 2010, Member States should at least halve the rate of early
school leavers compared to the rate recorded in the year 2000, in
order to achieve an EU-average rate of 10% or less.” (COM, 2002,
629, final)

Measure: The proportion, in percent, of persons aged 18–24 in 2002 who
fulfilled the following two conditions: (i) had an education not exceeding com-
pulsory schooling; (ii) had not received any form of education or training during
the four weeks prior to the interview, divided by 10. (The smaller, the better.)

Transparency in Human Capital Policy 129

9We have disregarded one of the reference levels proposed initially, namely investments in education
and training. The reason is that compared to the other reference levels, this one is too general to be
informative.
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Comments: Unfortunately, data are not available on changes in the proportion of
school leavers, relative to the year 2000. Therefore the proportion itself is used,
normalized by the required EU average rate of 10 percent.

R2 Graduates in science and technology

“By 2010, Member States should have increased the number of
graduates in mathematics, science and technology by at least 15%,
compared to the year 2000, and reduced the gender imbalance
among the graduates.” (COM, 2002, 629, final)

Measure: The percentage change in the number of graduates with at least
three-year university education in mathematics, science and technology
between 2000 and 2002, divided by 3. Moreover, a dummy indicator is used
to show whether the female share of graduates has increased between the
years 2000 and 2002.
Comments: The division by 3 is motivated on the ground that an increase by 15
percentage points over 10 years corresponds to an increase of 3 percentage points
over a two-year period.10

R3 Upper secondary education attainment

“By 2010, Member States should ensure that the EU average
percentage of 25–64 years olds with at least upper secondary
education reaches 85% or more.” (COM, 2002, 629, final)

Measure: The proportion of 22-year-olds who have at least completed an upper
secondary school education in 2002, relative to 85 percent.

R4 Key competencies

“By 2010, the percentage of low-achieving 15 year olds in reading
literacy should have decreased by at least 20% in the EU, com-
pared to the year 2000.” (COM, 2002, 629, final)

130 Erik Mellander and Christina Håkanson

10In a follow-up report published jointly by the Council of the European Union and the European
Commission in 2004, in the Official Journal of the European Communities (2004), a measure of the
proportion of students in higher education studying mathematics, science and technology is employed.
This measure is not used here since it neither provides information about the number of graduates nor
about the change in this number.
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Measure: Inadequate literacy is defined as having not higher than level 1 in the
PISA study. Data are for the years 2000 and 2003. The change in the share of low
achieving between 2003 and 2000, relative to the share in 2000, has been divided
by 3 � ((1/5)/10), where 1/5th is the required 20 percent change over the whole
period 2000–2010, the corresponding average yearly change is ((1/5)/10) and the
multiplication by 3 is to account for the fact that the data cover a three-year
period.11 (The more negative, the better.)

R5 Lifelong learning — adult participation in education and training

“By 2010, the EU-average level of participation in lifelong learn-
ing should be at least 15% of the adult working age population
(25–64 year olds) and in no country should it be lower than 10%.”
(COM, 2002, 629, final)

Measure: The proportion of interviewees in the Eurostat labor-force surveys who
participated in education or training at some time during the four weeks that pre-
ceded the labor-force survey in 2003, divided by 10 percent.

5.6.3 Consistency among Targets and Reference Levels

An examination of the targets and reference levels does not reveal any obvious
inconsistencies. However, not surprisingly, a tension can be noted between efforts
made to ascertain widespread general competencies (for example, Target 2.3 and
Reference Levels 1, 3 and 4), on the one hand, and to promote specialized knowl-
edge (cf. Target 1.4 and Reference Level 2), on the other.

It can also be noted that as there are only five reference levels there is not a
one-to-one correspondence between targets and reference levels, in contrast to the
stylized picture in Figure 5.1. Only for two of the targets are there directly corre-
sponding reference levels — Reference Level 2 corresponds directly to Target 1.4,
and Reference Level 5 corresponds directly to Target 2.1. With respect to the other
targets, the links to the reference levels are weaker, or non-existent. However, this
does not change the relation between the targets and the reference levels from a
conceptual point of view. And it does not, by itself, imply an inconsistency.

In general, the risk of inconsistencies will increase with the number of objec-
tives specified. Given that the present number is quite high, attempts to cut down
on objectives should be welcomed while addition of new ones should have to be
very carefully motivated.
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11In the follow-up report published in 2004, cf. note 10, a measure based on the share of low-achieving
15-year-olds in the year 2000 was used.
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5.7 Monitoring Targets and Reference Levels in Practice

In this section, we make an empirical assessment of how the parallel occurrence
of objectives in the form of targets and reference levels affect transparency with
respect to policy implementation.

As the targets are designed to make the European education and training systems
world leading, performance must be measured relative to the best country in the
world. In practice, this will mean that we compare with the best country for which we
have data for the indicator in question. For the sake of simplicity, we have also nor-
malized the values of the indicators to ensure that they always lie between zero and
one. For most indicators, this means that, the normalized value is the country’s actual
value divided by the score for the best country. However, with respect to the Targets
2.3 and 3.1, for which “less is better”, the original numbers have been inverted before
the normalization. Finally, the indicator for Target 1.4 assumes negative values for
some countries. To ascertain indicator values in the [0,1] interval, a positive number
has first been added to all of the original values, ensuring that the country with the
lowest score gets a new value just above zero. The new values are then normalized.
This procedure maintains the relative positions among the countries.

Diagrams showing the rankings of the EU member states with respect to each
of the 13 targets are provided in Appendix 5.A.2 and information is also given
about non-EU countries that have indicator values, which are at least as high as the
indicator value of the last-ranking of the EU member states. Moreover, instructions
are provided for retrieving the original, non-normalized indicator values.

Which countries are world leaders with respect to the 13 targets? In other
words, what countries have normalized indicators equal to one? As indicated in
Table 5.2, only two countries are world leaders with respect to more than one tar-
get. Of these one belongs to the EU, namely Sweden, while the other, Iceland,
does not. The table also indicates that countries outside the EU are recorded for
maximum target performance for 6 of the 13 targets.

One curiosity is the appearance of Uganda in Table 5.2. Uganda is the best per-
forming country with respect to the target “developing an entrepreneurial spirit”,
measured by the percentage of persons in the age range 18–64 who started business
operations in 2002–2003. Here we have an (extreme) example of a problem which
occurs in connection with some indicators, namely dependence on institutional fac-
tors. The fact that there is a high degree of entrepreneurship in Uganda may simply
be attributed to an economy and a labor market, which are so undeveloped that, for
many people, setting up a business is the only way to obtain employment.

In Figure 5.2, we have condensed the indicators for the 13 targets into a single
aggregate indicator, namely the simple (unweighted) average of the scores for the
country’s target indicators. Only countries which have scores for at least half of the
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targets have been included in the diagram. This is to prevent the outcomes on indi-
vidual indicators to unduly affect the value of the aggregate (average) indicator.

Obviously, the average score will be less sensitive to the scores for specific
indicators the larger the number of indicators for which there are values. The fact
that the three Nordic countries, Sweden, Finland and Denmark, which have the
highest scores in Figure 5.2, have values for at least 11 target indicators suggests
that the results for these countries are relatively stable, at least when all indica-
tors are weighted equally.

Another reason why aggregated indicators encompassing many indicators
should be regarded as more reliable is that countries with values for only a few
indicators may have (partially) confined themselves to reporting indicators on
which they perform well. There is no way of determining whether this is in fact
the case, but the possibility cannot be excluded.

The rankings are very even for most of the countries in Figure 5.2. There is
only a difference of 0.05 points, for example, between the UK in seventh place
and Italy in place thirteen. This suggests that the choice of weights may be impor-
tant. We return to this issue in the next section.

We now consider country performance in terms of reference levels. Like the tar-
get indicators, the reference level measures have been normalized. However, unlike

Transparency in Human Capital Policy 133

Table 5.2: “Best-practice” countries with respect to the
13 targets, i.e. countries whose normalized target indi-
cators are equal to one.

Country Number of normalized Targets
target indicators � 1

Iceland 2 2.3, 3.1
Sweden 2 1.1, 2.1
Belgium 1 3.5
Denmark 1 1.3
Hong Kong 1 1.2
Hungary 1 2.2
Japan 1 1.5
Netherlands 1 3.3
New Zealand 1 3.4
Slovak Republic 1 1.4
Uganda 1 3.2

Note: Countries with the same number of target indicators equal to
one have been placed in alphabetical order.
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the normalized target indicators, the normalized reference level measures are not
confined to the interval [0,1]. Instead, the reference level measures are only nor-
malized such that they equal 1 if they exactly fulfill the reference level requirement.
Diagrams showing the rankings of the EU member states on the five reference level
measures are provided in Appendix 5.A.2. In connection to the diagrams, instruc-
tions are provided on how to retrieve the non-normalized measures.

In Figure 5.3, we have ranked the EU member states with respect to their per-
formance in terms of the number of reference level requirements satisfied. As dis-
cussed in connection with Figure 5.1, the most important consideration is whether
the country is operating above the “floor” indicated by the reference level. The
distance to the floor is of secondary interest. Figure 5.3 takes these considerations
into account. Countries have been primarily ranked in accordance with the num-
ber of reference level requirements satisfied. Secondly, countries satisfying an
equal number of reference level requirements have been ranked in accordance
with the (unweighted) average of the reference level measures.

Similar to Figure 5.2, only countries which have values for at least half the ref-
erence level requirements (three or more) have been included. This criterion is
met by all 25 EU countries, with the exception of Malta. There is no bar for six
of the countries in Figure 5.3; however, these six countries failed to live up to any
of the five reference level requirements.

It may be noted that no country had managed to comply with all five of the ref-
erence level requirements at the beginning of the 21st century; Finland was the
only country to meet four of the requirements.

In some respects, the rankings in Figure 5.3 agree well with the rankings in
Figure 5.2. For example, the two Nordic countries Finland and Sweden have high
rankings, just as in Figure 5.2. Likewise, Germany and Italy are a long way down
the scale in both Figures. For these four countries, it makes no difference whether
performance is measured in terms of targets or in terms of reference levels.

But there are also striking differences between Figures 5.2 and 5.3. The Slovak
Republic and Slovenia, which do not appear in Figure 5.2 at all, rank 3 and 4,
respectively, in Figure 5.3. Further, in Figure 5.2 Austria and Poland were ranked
15 and 16, respectively, whereas they ranked 9 and 2, respectively, in Figure 5.3.
These countries thus illustrate the point made in Section 5.4 that states which per-
form badly with respect to the targets are likely to try to show progress by instead
concentrating on satisfying the reference levels.

Somewhat surprisingly, there are also a few countries that receive a considerably
lower ranking in Figure 5.3 than in Figure 5.2. Two examples are the Netherlands
and Belgium. This is possible only because there is no one-to-one correspondence
between targets and reference levels; the Netherlands and Belgium have scored rel-
atively well on the targets which do not have a directly corresponding reference level.
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To summarize, for several member states, the addition of objectives in terms
of reference levels (“floors”) to the original target objectives has led to decreased
transparency with respect to policy implementation. Prominent examples are
Poland, Austria, the Slovak Republic, Slovenia, the Netherlands and Belgium,
which score very differently depending upon whether average performance is
expressed in terms of targets or reference levels. Roughly speaking, about a third
of the 25 member states exhibit low transparency with respect to the aspect on
policy implementation considered here.

5.8 Sensitivity of Country Rankings to the Choice 
of Weights for Individual Target Indicators

With respect to overall performance, transparency in terms of policy implementa-
tion depends upon how sensitive aggregate performance measures are to the choice
of weights for individual target indicators. Transparency is high if sensitivity is low,
and vice versa. To be able to categorize the member states accordingly, we examine
how the ranking of overall country performance is affected when we depart from
the equal weighting used in Figure 5.2. To focus on the variation in the aggregated
indicators resulting from different choices of weights, we select the weights such
that in expectation they coincide with the equal weights employed in Figure 5.2.

The procedure used is one of repeated sampling. For a given sample, the
weights are determined by draws from a uniform distribution, defined on the [0,1]
interval. The number of draws is equal to the number of performance indicators.
To qualify as weights, the values drawn are normalized by the sum of all the val-
ues obtained. The number of repetitions is 10,000. The resulting sets of weights
are used to conduct 10,000 country rankings. For a detailed description of the
procedure see Hoffmann (2005).

In the process, we have to take into account that the countries differ with respect
to number of performance indicators for which there are scores. In the case of
Portugal, for example, which has scores for eight target indicators (cf. Figure 5.2),
we make use only of the first eight of the 13 randomly selected values.

For each country, we calculate the probability that it will receive a ranking of 1,
2, 3, . . ., 16.12 Listing all these probabilities would drown the reader in numbers,
however. Instead, we merely provide the probabilities of achieving a ranking of
1–4, 5–12 and 13–16, respectively (see Figure 5.4). Obviously, these probabilities
must sum to 100 percent. Accordingly, each country has a bar on the chart ranging
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12The countries analyzed are the same as the ones in Figure 5.2.

Ch005.qxd  3/16/06  2:56 PM  Page 137



138 Erik Mellander and Christina Håkanson

0%10
%

20
%

30
%

40
%

50
%

60
%

70
%

80
%

90
%

10
0%

P
L

IT
D

E
AT

E
S

H
U

U
K

F
R

IE
C

Z
P

T
B

E
N

L
D

K
F

I
S

E

4-1
kna

R
21-5

kna
R

61-31
kna

R

N
ot

e 
1:

 F
or

 c
ou

nt
ry

 c
od

es
, c

f. 
N

ot
e 

1 
in

 F
ig

ur
e 

2.
 

N
ot

e 
2:

 T
he

 c
ou

nt
rie

s 
ar

e 
or

de
re

d 
ac

co
rd

in
g 

to
 th

ei
r 

pr
ob

ab
ili

tie
s 

of
 r

ec
ei

vi
ng

 a
 1

−4
 r

an
ki

ng
.

Fi
gu

re
 5

.4
:

Pr
ob

ab
ili

tie
s 

of
 d

iff
er

en
t r

an
ki

ng
 o

rd
er

 c
at

eg
or

ie
s 

w
ith

 r
es

pe
ct

 to
 o

ve
ra

ll 
pe

rf
or

m
an

ce
s 

w
he

n 
ta

rg
et

 
in

di
ca

to
rs

 a
re

 a
gg

re
ga

te
d 

us
in

g 
ra

nd
om

 w
ei

gh
ts

.

Ch005.qxd  3/16/06  2:56 PM  Page 138



from 0 to 100 percent. The countries differ, however, with respect to how the bars
are partitioned into areas corresponding to the three categories of rankings.

In the figure, the countries are ordered according to their probabilities of
receiving a 1–4 ranking. Sweden has a 98.4 percent probability of winding up in
this category. The next country is Finland, for which the corresponding probabil-
ity equals 94.5 percent. Poland and Italy have the lowest probability (0) of being
placed in the 1–4 ranking category.

The ranking of a country will be sensitive to the choice of weights — implying
low transparency with respect to policy implementation — if the country per-
forms unevenly, i.e. scores very high on some targets and does quite poorly on
others. Such a pattern is consistent with a trading-off behavior, where large efforts
in some fields are made at the expense of low activity in other areas. Clear exam-
ples in Figure 5.4 are Belgium, Portugal and the Czech Republic.

We now turn to countries whose rankings are stable. If we define the ranking
to be insensitive to the choice of weights — implying high transparency with
respect to policy implementation — when the probability is at least 90 percent
that its ranking will fall in one of the three categories in Figure 5.4, we find high
transparency in six countries. Sweden (SE) and Finland (FI) both have probabil-
ities exceeding 90 percent of being placed in the 1–4 category, while for the UK,
Spain (ES) and France (FR) the probabilities are over 90 percent of belonging to
the 5–12 category. Finally, the probability of a ranking in the 13–16 category is
more than 90 percent for Poland (PL).

While the 90 percent definition seems rather natural it is, of course, arbitrary.
And the cut-off value chosen does matter for the result. For instance, using instead
85 percent as the cut-off value we get two additional countries with high trans-
parency with respect to policy implementation, Denmark and Ireland. And if the
cut-off is set to 95 percent only Sweden and Poland will be characterized as highly
transparent.

However, given that the appropriate cut-off lies somewhere between 85 and 95
percent we may conclude that regarding overall performance only 2–8 of the 25
member states can be characterized as being highly transparent with respect to pol-
icy implementation. Consequently, in a large majority of the member states,
between 17 and 23 countries, transparency is low regarding overall performance.

5.9 Conclusions

Obviously, human capital policy transparency at the member state level is not
independent of transparency at the EU level. Presumably, a completely transpar-
ent EU human capital policy is not feasible. Within the context of the Open
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Method of Coordination (OMC) it may not even be desirable; as noted in Section
5.3 the OMC intends to provide guidelines rather than elaborated action plans.
Under these circumstances it is not surprising that for only one third of the 25
member states transparency is high with respect to overall performance. What this
means is that when countries are ranked according to a weighted average of their
performances on the 13 different policy targets, the rankings of one third of the
countries will not be much affected by the choice of weights. For instance,
Sweden and Finland will almost always be ranked among the top four countries
irrespective of how the weighted average is constructed and Poland will consis-
tently belong to the bottom four. In contrast, for two third of the member states
rankings will be very sensitive to the weights chosen. This sensitivity is due to
uneven performance across targets — when large (small) weights are attached to
the country’s high-score targets and small (large) weights assigned to its low-
score targets the country will be ranked highly (lowly).

This lack of transparency makes it important that sensitivity analyses are con-
ducted on a regular basis. The method we have proposed for this purpose is easy
to apply. Preferably, the computations could be carried out annually, by the
Commission. In line with the suggestion put forward by Kok (2004), a high-level
government official should be responsible for commenting on the results and, if
need be, initiate corrective actions. Both the Commission’s assessment and the
member state’s response to it should be made public and subject to debate, so as to
involve pressure groups outside government. In particular, information should be
duly disseminated to firms and investors. Reduced uncertainty about the political
intentions can thereby have a moderating effect on the political risk premium and,
hence, capital costs.

We have examined one strategy that has been tried to increase transparency,
namely to complement the original target objectives with objectives in the form
of lower bounds on performance, reference levels. This strategy has not had the
desired effect. The reference levels have led to less transparency with respect to
policy implementation, because of the impossibility to impose sanctions on non-
compliers that is an inherent property of the OMC. Several of the countries that
have had difficulties to achieve the targets have instead been content with trying
to show progress by satisfying some of the reference levels. That is to say, refer-
ence levels have been substituted for targets.

We conclude that unless a way can be found by means of which a high rate of
compliance can be achieved, the reference levels might as well be abandoned.
The idea of Collignon et al. (2005) to use positive economic incentives rather than
sanctions might be worthwhile trying. However, such an attempt should be pre-
ceded by a careful investigation of whether the required EU funds could not be
better spent for other purposes.
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Most important of all, however, is that actions be taken as soon as possible.
If the Lisbon vision is to become more than just a vision it is imperative that the
rate of change during the second half of the process be much higher than during
the first half. This will be possible only by providing political conditions that are
stable and transparent enough to spur the increased investments in human capi-
tal and physical capital that will ascertain a high rate of European economic
growth.
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Appendix 5.A.1

In the diagrams, the countries are denoted by country codes. The ISO 3166 Country
codes (www.theodora.com/country_digraphs.html) are listed here for all countries
that show up in at least one diagram in the text or in Appendix 5.A.2; 52 countries
altogether. The left column contains the country codes, in alphabetical order, while
the right column is ordered by country names. The EU member states are written
in boldface.
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By country codes By country names

AR Argentina Argentina AR
AT Austria Australia AU
AU Australia Austria AT
BE Belgium Belgium BE
BG Bulgaria Brazil BR
BR Brazil Bulgaria BG
CA Canada Canada CA
CH Switzerland Chile CL
CL Chile China CN
CN China Croatia HR

(Continued )

Ch005.qxd  3/16/06  2:56 PM  Page 142



Appendix 5.A.1: (Continued ).

By country codes By country names

CY Cyprus Cyprus CY
CZ Czech Republic Czech Republic CZ
DE Germany Denmark DK
DK Denmark Estonia FR
EE Estonia Finland FI
ES Spain France FR
FI Finland Germany DE
FR France Greece GR
GR Greece Hong Kong HK
HK Hong Kong Hungary HU
HR Croatia (Hrvatska) Iceland IS
HU Hungary India IN
IE Ireland Ireland IE
IL Israel Israel IL
IN India Italy IT
IS Iceland Japan JP
IT Italy Korea KR
JP Japan Latvia LV
KR Korea Lichtenstein LI
LI Lichtenstein Lithuania LT
LT Lithuania Luxembourg LU
LU Luxembourg Malta MT
LV Latvia Mexico MX
MT Malta Netherlands NL
MX Mexico New Zealand NZ
NL Netherlands Norway NO
NO Norway Poland PL
NZ New Zealand Portugal PT
PL Poland Russia RU
PT Portugal Slovakia SK
RU Russia Slovenia SI
SE Sweden South Africa ZA
SI Slovenia Spain ES
SK Slovakia Sweden SE
TH Thailand Switzerland CH
TR Turkey Taiwan TW
TW Taiwan Thailand TH
UG Uganda Turkey TR
UK United Kingdom Uganda UG
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Appendix 5.A.2

The first part of this appendix contains figures showing country performance on
each one of the 13 Targets 1.1–3.5. The scores of EU countries for which there
are data are ordered according to magnitude. The EU countries for which no data
are available are listed in the diagrams without bars. These countries are ordered
alphabetically, in terms of country codes. While only scores of EU-countries are
provided in the diagrams, below the diagrams scores are listed for non-EU coun-
tries that have scored at least as high as the EU-country with the lowest (positive)
score.

The second part of the appendix shows the performance of the EU-countries
on each one of the five reference level objectives. Unlike the target indicators, the
reference level measures are not normalized to lie between 0 and 1. Instead, they
are normalized such that values of 1 or above means that the reference level cri-
terion is satisfied. EU countries for which there are no data are listed in the dia-
gram without bars, ordered alphabetically by country codes.
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Appendix 5.A.1: (Continued ).

By country codes By country names

US USA United Kingdom UK
VE Venezuela USA US
ZA South Africa Venezuela VE
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SE FI DK NL BE IE ES PT IT FR HU AT CY CZ DE EE GR LT LU LV MT PL SI SK UK
Non-EU countries with a value at least as high as Hungary: NO 0.67, CH 0.67, MX 0.54, KR 0.39. For country codes, see Appendix 5.A.1.
To obtain non-normalized indicators: multiply by 84.3.
Number of countries with available data: 15.

   Source: OECD Education at a glance 2003, table D4.3. 

Target 1.1: Improving education and training for teachers and trainers.
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FI NL BE CZ DK FR SE AT DE IE SK LU HU PL ES LV IT PT GR CY EE LT MT SI UK
Non-EU countries with a value at least as high as Greece: HK 1, KR 0.99, LI 0.97, JP 0.97, CA 0.97,
CH 0.96, CN 0.96, AU 0.95 NZ 0.95 IS 0.94, NO 0.90, US 0.88, RU 0.85. For country codes, see Appendix 5.A.1.
To obtain non-normalized indicators: multiply by 550.

   Source: OECD "Learning for tomorrow's world, first results from PISA 2003", table 2.5 C.

Target 1.2: Developing skills for the knowledge society.
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DK FI HU PT IE IT SE FR BE NL ES AT CY CZ DE EE GR LT LU LV MT PL SI SK UK
Non-EU countries with a value at least as high as Spain: KR 0.93, NO 0.91, CH 0.90. For country codes, see Appendix 5.A.1.
To obtain non-normalized indicators: multiply by 98.6.
Number of countries with available data: 15.

   Source: OECD Education at a glance 2003, table D 3.1. 

Target 1.3: Ensuring universal access to ICT for everyone.
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SK ES UK SE HU NL BE PL DE CZ LV EE AT LT SI IE CY DK FI FR GR IT LU MT PT
Non-EU countries with a value at least as high as Ireland: IS 0.70, JP 0.58, US 0.57, NO 0.46, TR 0.36. For country codes, see Appendix 5.A.1.
To obtain non-normalized indicators: multiply by 9.9 and subtract 5.4.
Number of countries with available data: 21.

   Source: Eurostat database, www.europa.eu.int. 

Target 1.4: Increasing recruitment to scientific and technical studies.
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IE UK ES FI DE DK NL CZ BE AT FR SE IT CY EE GR HU LT LU LV MT PL PT SI SK

Non-EU countries with a value at least as high as Italy: JP 1, TR 0.94, KR 0.84, IS 0.78, IL 0.74,
MX 0.74, AU 0.74, US 0.70. For country codes, see Appendix 5.A.1.
To obtain non-normalized indicators: multiply by 93.8.
Number of countries with available data: 21.

   Source: OECD Education at a glance 2004, table A 3.2.  

Target 1.5: Making the best use of resources.
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SE UK DK FI NL SI IE AT LV CY LU FR EE HU DE ES CZ PL SK IT LT MT GR PT BE

Non-EU countries with a value at least as high as Belgium: CH 0.73, IS 0.70, NO 0.62, AU 0.22, BG 0.04. For country codes, see Appendix 5.A.1.
To obtain non-normalized indicators: multiply by 34.2.
Number of countries with available data: 31.

   Source: Eurostat Labour Force Survey, www.europa.eu.int. 

Target 2.1: Open learning environment.
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HU PT FI CZ UK FR IE DE BE SE NL ES IT DK AT CY EE GR LT LU LV MT PL SI SK

Non-EU countries with a value at least as high as Denmark: US 0.93, CA 0.84, CH 0.80, AU 0.70, KR 0.70, 
NO 0.64, NZ 0.63. For country codes, see Appendix 5.A.1.
To obtain non-normalized indicators: multiply by 210.1.
Number of countries with available data: 21.

   Source: OECD Education at a glance 2004, table A11.1a. 

Target 2.2: Making learning more attractive.
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SE FI IE DK ES UK LU LV PT GR CZ IT DE BE AT PL HU CY EE FR LT MT NL SI SK

Non-EU countries with a value at least as high as Hungary: IS 1, NO 0.70, NZ 0.47, CA 0.44, AU
0.41, US 0.26, RU 0.21, KR 0.20, BR 0.18, CH 0.18, LI 0.17, JP 0.17, MX 0.14. For country codes,
see Appendix 5.A.1.
To obtain non-normalized indicators: take the inverse and multiply by 7.7

   Source: OECD Education at a glance 2003, table A7.1.

Target 2.3: Supporting active citizenship, equal opportunities and social cohesion.
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DK SE LU NL IE PT FR BE AT FI UK DE ES CZ GR HU PL IT SK CY EE LT LV MT SI

Non-EU countries with a value at least as high as the Slovak Republic: IS 1, JP 0.61, NO 0.46,
CH 0.39, CA 0.29, AU 0.27, US 0.26, MX 0.14. For country codes, see Appendix 5.A.1.
To obtain non-normalized indicators: take the inverse and multiply by 0.52.
Number of countries with available data: 28.

   Source: OECD Education at a glance 2003, table A13.1. 

Target 3.1: Strengthening the links with working life, research and society at large.
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IE GR HU ES DK UK FI DE IT PL SI NL SE BE FR AT CY CZ EE LT LU LV MT PT SK
Non-EU countries with a value at least as high as France: UG 1.0, VE 0.93, TH 0.65, IN 0.61, AR 0.58, CL 0.56,
KR 0.50, NZ 0.47, BR 0.45, MX 0.42, CN 0.41, US 0.39, IS 0.39, AU 0.34, CA 0.29, NO 0.28, CH  0.25, IL 0.24,
ZA 0.19, TW 0.15, HK 0.11, HR 0.11, RU 0.09.  For country codes, see Appendix 5.A.1.
To obtain non-normalized indicators: multiply by 29.3.
Number of countries with available data: 39.

   Source: Global Entrepeneurship Monitor 2003. 

Target 3.2: Developing the spirit of enterprise.
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NL LU EE BE FR SE DK PL SK SI CZ LT CY IT HU ES IE DE MT AT FI GR LV PT UK

Non-EU countries with a value at least as high as Malta: IS 0.54, HR 0.54, TR 0.27. For country codes, see Appendix 5.A.1.
To obtain non-normalized indicators: multiply by 2.6.
Number of countries with available data: 22.

   Source: Eurostat database, www.europa.eu.int. 

Target 3.3: Improving foreign language learning.
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CZ SE ES FI FR HU DE IT DK AT IE UK PL BE CY EE GR LT LU LV MT NL PT SI SK

Non-EU countries with a value at least as high as Poland: NZ 1, IS 0.66, KR 0.62, NO 0.59, AU 0.55,
JP 0.52, US 0.44, CH 0.42. For country codes, see Appendix 5.A.1. 
To obtain non-normalized indicators: multiply by 258.5.
Number of countries with available data: 22. 

   Source: OECD Education at a glance 2004, table C 3.1. 

Target 3.4: Increasing mobility and exchange.
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BE LU IT GR IE DK ES DE FR AT FI NL UK PT HU SE CZ PL SK CY EE LT LV MT SI

For country codes, see Appendix 5.A.1. 
To obtain non-normalized indicators: multiply by 90.8.
Number of countries with available data: 19.

   Source: www.elections2004.eu.int.

Target 3.5: Strengthening the European cooperation.
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SI CY SK PL AT FI SE HU BE DE EE FR CZ LT IE NL DK GR LU UK LV IT ES PT MT
For country codes, see Appendix 5.A.1.
To obtain the rate in % of early school leavers in 2000: take the inverse and multiply by 10.

   Source: Eurostat Labour Force Survey data for 2002 from the Official Journal of the European Union,
                note 2004/C 104/01 "Education & Training 2010" . 

Reference Level 1: Early school leavers.
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SK PL ES UK SE LV NL CZ SI BE HU LT EE DE IE AT CY DK FI FR GR IT LU MT PT

For country codes, see Appendix 5.A.1.
Note: * indicates that the female share has increased.
To obtain the percentage change in the number of graduates between 2000 and 2003: multiply by 3.

   Source: Eurostat database, www.europa.eu.int.

Reference Level 2: Graduates in science and technology.
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SK CY PL SE EE SI FI HU CZ AT IE LT FR BE GR UK DE LU NL IT LV ES PT DK MT
For country codes, see Appendix 5.A.1.
To obtain the percentage of 22-year olds with at least upper secondary school in 2002: multiply by 85.

   Source:  Eurostat Labour Force Survey 2002.

Reference Level 3: Upper secondary education attainment.
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LV LU PL FI PT HU DK BE DE IE GR SE CZ FR NL IT ES AT CY EE LT MT SI SK UK

For country codes, see Appendix 5.A.1.
To obtain the relative change in share of low-achievers between 2000 and 2003 in %: multiply by -3*((1/5)/10)*100.

   Source: OECD PISA 2000, 2003. www.pisa.oecd.org.

Reference Level 4: Key components.

Reference Level 5: Lifelong learning — adult participation in education and
training.
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SE UK DK FI NL SI IE BE LV CY LU AT FR EE HU DE ES CZ PL SK IT LT MT GR PT
For country codes, see Appendix 5.A.1.
To obtain the share, in %, that participated in education or training: multiply by 10.
   Source: Eurostat Labour Force Survey, www.europa.eu.int.
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Chapter 6

Transparency in Bankruptcy Law:
A Perspective on Bankruptcy Costs
across Europe

Karin S. Thorburn

6.1 Introduction

When operating cash flow drops, a leveraged firm may fail to have trouble meet-
ing its debt obligations. With default imminent, bankruptcy law determines the
restructuring options available to the distressed firm. The law allocates control
rights to various claimholders and decides the extent to which financial markets par-
ticipate in the reorganization of the firm. Different procedures imply various costs
for the financially distressed firm and its creditors. The greater the costs imposed
by the bankruptcy code, the higher is the firm’s ex-ante cost of raising capital.
The optimality of a code is ultimately determined by its ability to minimize total
costs.

Bankruptcy costs are of several different types. There are direct costs for the
administration of the firm through the proceedings and indirect costs from damages
incurred to the business when filing. Another set of costs stems from ex-post
inefficiencies in the redeployment of the firm’s assets as well as ex-ante ineffi-
ciencies in managers’ investment decisions. A transparent bankruptcy code reduces
the uncertainty about the outcome of the procedure. Creditors can better predict
their recovery if debt contracts are strictly enforced. When transparency reduces the
uncertainty related to default, the availability of capital ex-ante increases (as dis-
cussed in Chapter 1).
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There is a wide variation in the bankruptcy systems across Europe. The UK
receivership code gives significant powers to creditors, while the French code
eliminates creditor influence over the reorganization of the firm. In Germany,
firms get a three-month grace period to restructure. In Sweden, the distressed firm
is immediately auctioned off. Most other European countries have some variation
or combination of these four codes.

What types of costs are associated with the different bankruptcy systems and
which system minimizes total costs? Creditor-friendly codes, honoring
claimants’ contractual rights, have been accused of excessively closing down
viable firms, selling assets at depressed prices. Moreover, a harsh treatment of
top management may encourage managers to delay filing and invest in high-risk
value-reducing projects in a bet on staying out of bankruptcy. Debtor-friendly
codes, on the other hand, might allow inefficient continuation of non-profitable
firms by removing the true residual claimholders — creditors — from the reor-
ganization process in favor of a broader set of stakeholder interests.

Empirical evidence suggests that the Swedish system of mandatory bank-
ruptcy auctions constitutes a relatively low-cost procedure. The process is speedy
and direct costs are low. There is no evidence in support of delayed filings, asset
sales at depressed prices or excessive termination of viable firms. The creditor-
oriented UK system produces comparable recovery rates, perhaps implying total
costs of a similar magnitude.

The French reorganization system, in contrast, appears to impose relatively
high costs on distressed companies. Few firms survive bankruptcy as a going con-
cern, recovery rates are low and the proceedings last much longer. There is some
evidence that German banks tend to coordinate their efforts in order to facilitate
voluntary restructurings outside of the formal procedure.

Despite the seemingly attractive features of creditor-oriented bankruptcy sys-
tems like the Swedish auction code, current reform efforts in Europe aim at
strengthening the provisions for reorganization. Nevertheless, extant evidence
suggests that such changes may be potentially damaging and possibly lead to
increased costs for firms to finance their businesses.

This chapter is organized as follows: Section 6.2 describes the nature of vari-
ous bankruptcy costs and discusses the potential costs associated with different
types of systems. Section 6.3 describes bankruptcy law in the UK, France,
Germany, and Sweden. A discussion of the costs relevant to the different codes
and their magnitude as well as a review of the empirical evidence is found
in Section 6.4. Section 6.5 discusses recent reform in Europe and Section 6.6
concludes.
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6.2 Bankruptcy Systems and Their Potential Costs

6.2.1 Bankruptcy Costs

Bankruptcy costs have several components. The most straight-forward element
is the direct costs for legal and advisory fees incurred during the reorganization
process. Moreover, there are indirect costs generated by e.g. unproductive use of
management time, departure of key employees, and loss of critical suppliers and
customers, which reduce the value of the business. Since these costs increase
with the time that the firm spends in bankruptcy, the swiftness of the procedure
is critical.

Another set of ex-post costs relate to the efficiency of the redeployment of
assets. Optimally, the bankruptcy procedure should allocate the distressed firm’s
assets to their highest-value use i.e. a sound business suffering from an inadequate
capital structure should be maintained as a going concern while only rehabilitat-
ing the balance sheet. On the other hand, economically distressed operations that
have poor long-term prospects should be liquidated (i.e. broken up in pieces) and
the resources transferred to more productive use. I classify inefficient allocation
of assets as a cost since it reduces the total value of the firm.

The next cost category concerns ex-ante investment inefficiencies resulting
from agency conflicts between the firm’s debt and equityholders prior to filing. As
Jensen and Meckling (1976) point out, equityholders of a financially distressed
firm have an incentive to invest in high-risk projects that can yield a significant
payoff, albeit with a very low probability. Such risk-shifting activities may be
undertaken in a desperate attempt to entirely avoid bankruptcy. However, if
unsuccessful, the value of the filing firm’s assets may end up being severely
reduced. Again, such investment inefficiencies on average reduce firm value and
I therefore include them in the total bankruptcy costs.

Since the design of bankruptcy law affects the magnitude of all these costs, the
formal rules determine the size of the total pie that the claimholders get to split.
Moreover, by deciding the relative bargaining strength of various claimants, the
code affects the outcome of the reorganization. The more transparent the proce-
dure is for the firm’s claimholders, the better the outcome can be predicted. When
the uncertainty about the payoff of debt claims in bankruptcy is high, creditors
may be reluctant to provide financing to the firm ex-ante, increasing the firm’s
cost of raising necessary capital. Lack of transparency increases such uncertainty
and is therefore costly to the firm.

The anticipated payoffs to the various claimants in their turn create incentives
for the different parties to reach agreements out-of-court. The lower the payoff
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expected in the formal proceedings, the stronger incentives creditors have to reach
a voluntary agreement. The relative frequency of workouts therefore depends on
the total bankruptcy costs as well as the distribution of these costs between the
different claimants. Ultimately, the specific costs imposed by any bankruptcy code
affect firms’ ex-ante cost of raising new capital and its choice of capital structure.

6.2.2 Bankruptcy Systems

In the absence of a first-best system, we observe a wide range of different bank-
ruptcy codes. Each country provides a unique set of insolvency rules that in inter-
play with the institutional environment determines the outcome of distressed
restructurings.

At the extreme, two distinct systems stand out: reorganization and auction
codes. A reorganization code provides a framework for claimholders to negotiate
a necessary restructuring of the firm’s capital structure and operations. Incumbent
management typically stays at the helm of the firm, while creditor rights are
scaled back. A prominent example of a reorganization code is the Chapter 11 of
the US Bankruptcy Code. An auction code, in contrast, mandates a sale of the
firm either as a going concern or piecemeal.1 The fate of management is up to the
buyer in the auction and creditor rights are at the forefront.

Proponents of the auction code point to the benefits from letting the market
decide on the valuation and allocation of the bankrupt firm’s assets. The highest
bidder in the auction, whose own money is at stake, gets to determine whether the
assets are worth more continuing as a going concern or redeployed in other uses.
This increases the transparency of the auction process. Moreover, the cash settle-
ment in the auction facilitates strict adherence to absolute priority rules.

Adversaries to auctions, on the other hand, claim that the markets for dis-
tressed firms’ assets are illiquid.2 High-valuation bidders might abstain from bid-
ding in the auction due to liquidity constraints and excessive transactions costs,
resulting in a suboptimal allocation of assets to inferior uses. Furthermore, the
harsh treatment of management in the auction procedure may induce managers to
delay filing and engage in costly risk-shifting behavior.3 On the contrary, it is often
argued that a reorganization code protecting management provides incentives to
file early, thereby saving firm value and increasing the likelihood of a successful
reorganization.
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1The auction code is often referred to as a liquidation code. In that context, however, liquidation implies
that the assets are redeployed through a sale and not necessarily a termination of the operations.
2See e.g. Aghion, Hart, and Moore (1992) and Shleifer and Vishny (1992).
3See e.g. White (1996) and Hart (2000).
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Obviously, reorganization codes suffer from their own weaknesses. Negotiations
decide the valuation as well as how to restructure the assets and what to pay var-
ious creditors. Combining all these decisions into one negotiated solution risks
lengthening the bankruptcy procedure with an associated increase in direct and
indirect costs as well as a decrease in the transparency of the proceedings.
Moreover, leaving substantial control rights with incumbent management, whose
incompetence may potentially have caused the default, opens for inefficient con-
tinuation decisions and impedes a perhaps necessary change in management. The
mere existence of an option for a management-friendly reorganization allows
self-interested managers to avoid filing for a disciplining auction procedure also
when a piecemeal liquidation of the assets is optimal.

In sum, auction and reorganization bankruptcy codes impose different types of
costs on distressed firms. While regulators, employees, and management tend to
favor reorganization codes arguing that it saves job opportunities, the relative
efficiency of different bankruptcy systems remains an empirical question.

6.3 Bankruptcy Codes across Europe

There is substantial variation in the legal procedures facing distressed firms
across Europe. The UK code is geared toward protecting secured creditors, with
little focus on the interests of other claimants. France explicitly puts preservation
of employment at the forefront, restricting the firm’s equity and debtholders from
participating in the reorganization. German law allows distressed firms a three-
month grace period to reorganize, and in Sweden bankrupt firms are put up for
sale in an auction.4

I describe below the bankruptcy codes in the UK, France, Germany, and
Sweden. These countries provide a good representation of the codes that exist
across Europe in different variations.

6.3.1 The United Kingdom

UK companies have access to several court-supervised procedures. In the pre-
dominant procedure (receivership), a secured creditor appoints a receiver repre-
senting the interest of the appointing creditor. When the creditor’s claim is
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4In La Porta, Lopez-de-Silanes, Shleifer, and Vishny (1998), France scores 0 for the protection of
creditor rights, while the UK gets the highest score of 4 and Sweden gets a 2. Under the old bank-
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secured by floating charge collateral, an administrative receiver gets full control
over the firm and can take actions to reorganize the firm or sell assets without ask-
ing permission from other creditors or the court.5 In a majority of cases, the firm
is sold as a going concern or liquidated piecemeal.

There is no automatic stay of debt. Creditors secured with fixed liens on par-
ticular assets have the right to repossess their collateral, even if the assets are vital
for the firms’ operations. The receiver realizes the security and, after deducting his
expenses and paying any higher priority claims, uses the proceeds to pay off the
appointing creditor. Any excess balance is distributed to the remaining claimhold-
ers according to the absolute priority of their claims. Unsecured creditors have lit-
tle influence over the procedure.

There are also two court-administered reorganization procedures, Administra-
tion and — for small firms — Company Voluntary Arrangements (CVA), which
give the firm temporary relief from its creditors. A secured creditor can veto these
procedures, however, and instead appoint a receiver. Thus, in practice, the court
can appoint an administrator that represents all creditors only in the absence of
secured creditors.

6.3.2 France

France is the country in Europe that perhaps provides the strongest provisions for
court-supervised reorganization of distressed firms. Notably, the French bank-
ruptcy code (redressement judiciare) removes debtholders and equityholders from
the reorganization process in favor of a court-appointed administrator.6 The re-
organization is geared toward preservation of job opportunities. The objectives of the
administrator are, in order of priority, to keep the firm’s operations as a going con-
cern, maintain employment, and satisfy creditor claims. In fact, employees get to
appoint their own representative, while creditors are represented by a court officer.

The administrator evaluates the prospects for reorganization and the court
offers creditors altered claims in place of their old impaired debt claims. The
court cannot force the creditors to write down claims, but it can redefine the terms
of the loan, including maturity. Thus, in practice, creditors often prefer to accept
a write-down with prompt repayment to a long-delayed promised repayment in
full. Creditors cannot reject the court’s decision and can raise their concerns only
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5The collateral of a floating charge claim includes e.g. inventory, accounts receivables, working capi-
tal, and intangible assets.
6French insolvency law also provides a separate proceeding for liquidation (liquidation judiciare) and
a rarely used procedure for renegotiation of debt contracts prior to default (reglément amiable).
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through the court-appointed creditor representative. The approval of secured
creditors is not required to confirm a reorganization plan or to sell their collateral.

The firm receives protection from its creditors during the bankruptcy process.
Debt payments are stayed and the administrator can raise new super-priority
financing without the consent of creditors. In the event of a sale of the firm, the
court can choose a bidder offering a lower price but providing better prospects
for continuing the operations and upholding employment. Moreover, the gov-
ernment places its own claims and employee claims first in priority to the pro-
ceeds from a sale of collateral, effectively imposing a deviation from absolute
priority rules.7

6.3.3 Germany

The current German bankruptcy code (Insolvenzordnung) took effect in 1999.8 A
court-appointed administrator supervises the bankrupt firm and has three months
to contrive a plan of reorganization. The plan outlines the reorganization of the
firm, including a possible sale of the firm as a going concern or a piecemeal liq-
uidation. The approval of creditors is required for the plan to be implemented.
Creditors vote on the plan with a simple majority rule. The court may cram down
the plan on a dissenting class of creditors as long as the plan leaves the class bet-
ter off than piecemeal liquidation. There is an automatic stay of creditor claims
during the three-month reorganization period. The firm can raise new debt with
super-priority subject to creditor approval.

6.3.4 Sweden

Sweden has a mandatory auction system. The proceeding is run by a court-
appointed bankruptcy trustee with fiduciary responsibility to all creditors. The
trustee’s main task is to organize the sale of the firm in an auction. The winning
bidder in the auction determines whether the firm is economically viable as a
restructured going concern or whether the firm’s assets are to be liquidated piece-
meal. The method of payment is restricted to cash and creditors are paid accord-
ing to the absolute priority of their claims.

In contrast to the UK, the Swedish code restricts the liquidation rights of cred-
itors: bankruptcy filing triggers automatic stay of debt payments and prevents
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repossession of collateral. These provisions help protect the firm as a going con-
cern throughout the bankruptcy process. It is possible to raise super-priority debt
to finance the firm’s ongoing activities until the final sale. In practice, firms tend
to cover operating expenses by incurring new trade credits with super-priority.
The incumbent management team typically stays to run the operations while in
bankruptcy.

Swedish bankruptcy law has a provision for composition (ackord), which
allows a renegotiation of unsecured debt claims. Secured debt and priority claims
(taxes and wages) must be offered full repayment and junior creditors at least
25 percent of their claim. As a result, this procedure is hardly ever feasible. A new
reorganization law was enacted in 1996. The new law shares many of the weak-
nesses of the old composition procedure, however, and is rarely used (Buttwill &
Wihlborg, 2004). Thus, in Sweden, court-supervised renegotiation of the firm’s
debt contracts is effectively not an option.

6.4 Costs Relevant to Different Codes
and Their Relative Magnitude

Having outlined the various bankruptcy codes, I now turn to a discussion of the
potential costs associated with the different systems and survey relevant empiri-
cal evidence.

6.4.1 Inefficient Continuation and Liquidation

Different parties may have diverging incentives with respect to the continuation
of the bankrupt firm. A manager with substantial private benefits of control, for
instance, may favor continuation of the firm’s operations, also if a piecemeal sale
of the assets yields higher revenues. Similarly, even if the present value of expected
cash flows exceeds the piecemeal liquidation value, a secured creditor may favor
a sale in pieces for proceeds barely covering the secured claim simply to avoid the
uncertainty associated with a continuation of the firm. The allocation of control
rights in bankruptcy determines which incentives will be allowed to influence the
fate of distressed firms.

The French code, with its explicit objective to keep operations as a going con-
cern and preserve jobs, has a propensity to allow continuation of inefficient firms.
Excessive continuation is less likely in German bankruptcy since it requires cred-
itor approval of the reorganization plan. The three-month moratorium instead
risks being too short to permit a reorganization of the firm, possibly forcing pre-
mature closure of economically viable firms.
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The UK code provides little protection of the operations from creditors in the
form of automatic stay or super-priority financing. In combination with leaving
the continuation decision to secured creditors, who have little incentive to maxi-
mize firm value above the secured claim, the UK system risks inefficiently termi-
nating viable firms.9 Franks and Nyborg (1996), however, argue that the incidence
of inefficient piecemeal sales may be greatly reduced if the creditor appointing
the receiver has large private benefits of control associated with the survival of the
firm.

In the Swedish system, unlike the UK, the business is protected from creditors
while in bankruptcy, facilitating a continuation of the operations. With the buyer
in the auction determining how to best use the firm’s assets, there are no system-
atic continuation or liquidation inefficiencies resulting from conflicts of interest
between the bankrupt firm’s claimholders.10

Overall, the French bankruptcy code seems susceptible to excessive continua-
tion, while the UK and German codes might suffer from too many terminations
and piecemeal sales. If the perceived inefficiencies play out in the data, the rate
of firm survival should be higher in France than in the UK and Germany, with
Sweden falling in between. Extant empirical evidence does not support this pre-
diction, however.

Kaiser (1996) reports that only 15 percent of French firms survives bankruptcy
as a going concern, while almost half of the UK firms are sold as going concerns
or successfully restructure through administrative receivership. Franks and
Sussman (2005) report that 60 percent of filing firms survive the UK receivership
code as a going concern. Including both bankruptcy filings and voluntary work-
outs, Davydenko and Franks (2004) find a lower fraction of piecemeal liquida-
tions for distressed firms in the UK than in Germany and France, with liquidation
ratios of 43, 57, and 62 percent, respectively.

Thorburn (2000) shows that three-quarters of small Swedish firms filing for
bankruptcy are auctioned as going concerns, with the remaining one-quarter
being liquidated piecemeal. The probability for a going concern sale increases in
the fraction of intangible assets, perhaps because these assets generate little value
in a piecemeal liquidation. Moreover, to assess the quality of the continuation
decision, Eckbo and Thorburn (2003) examine the operating profitability of the
firms emerging from Swedish bankruptcy. They document that auctioned firms
perform at par with their industry competitors for several years.
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To sum up, the Swedish and the UK systems do not appear to suffer from the
perceived risk of excessively terminating viable firms. Swedish bankruptcy auc-
tions typically produce a going concern sale of the firm. A large number of UK
firms in receivership are reorganized or sold as going concerns. In contrast, while
rigged to safeguard firm survival, the French bankruptcy code seems to fail in this
respect. Indeed, survival rates for bankrupt firms are much lower in France and
Germany than in Sweden and the UK. Thus, in terms of excessive continuation or
termination of financially distressed firms, the Swedish system appears to impose
relatively low costs along with the UK system.

6.4.2 Delayed Filing

A potential benefit of a management-friendly bankruptcy law is that it could
encourage managers to file relatively early while there is still substantial going-
concern value worth saving. The French code allows management to continue
running the firm and endorses a continuation of the firm, hence promoting early
filing. In contrast, a code-treating management harshly risks providing incentives
for management to delay filing and undertake value-reducing investments. The
creditor-oriented bankruptcy codes in the UK and Sweden could belong to the lat-
ter category, possibly suffering from extensive risk-shifting activities.

Eckbo and Thorburn (2003) argue that managers’ incentives to preserve private
benefits of control will counteract potential risk-shifting incentives. In an attempt to
increase the joint likelihood that the firm survives as a going concern and current
management gets to stay at the helm, managers will implement a conservative
investment policy prior to filing. For a sample of Swedish bankruptcy filings, Eckbo
and Thorburn (2003) show that the probability that the incumbent manager contin-
ues to run the auctioned firm increases in a measure for his private benefits of con-
trol. Bidders screen managers on quality in the rehiring decision and CEOs suffer
large income declines conditional on bankruptcy filing. The evidence supports the
notion that managers’ motivation to retain control may reduce the temptation to
risk shift.

Most European countries hold directors and managers personally liable with
civil and criminal penalties if they fail to file timely or inform creditors when the
firm becomes insolvent. To the extent that such laws are enforced, the penalties
may well trigger prompt action offsetting any tendencies to delay filing, also under
a creditor-oriented system.

In sum, while potentially a substantial cost to distressed firms, there is little
evidence that managers tend to delay bankruptcy filing under any code. Motives
to retain control and significant personal penalties help counteract risk-shifting
incentives, encouraging managers to act promptly.

164 Karin S. Thorburn

Ch006.qxd  3/8/06  7:32 PM  Page 164



6.4.3 Asset Fire Sales

A common objection to auctioning off distressed firms is the concern that mar-
kets are illiquid, forcing fire sales at depressed prices. When financial distress is
industry wide, industry insiders may lack the financial resources to participate in
the auction. Moreover, bidding costs might be substantial due to uncertainty
about the distressed firm, deterring potential bidders from entering.

Bankruptcy codes using the market mechanism to allocate the distressed firm’s
assets — here the codes in Sweden and the UK — are subject to concern about
asset fire sales. This issue may be particularly prominent in the UK, where the
firm’s operations receive little protection against creditors and the receiver has to
act expeditiously selling the business as a going concern.

Studying Swedish bankruptcies, Stromberg (2000) finds that the probability of
the old owner repurchasing the firm increases with operating profitability and
industry leverage, and decreases with non-specific assets. He suggests that re-
purchases help avoid costly asset fire sales in periods of industry distress.

Eckbo and Thorburn (2005) model the participation of a secured creditor who
has an impaired debt claim on the bankrupt firm. The more impaired the secured
claim, the greater incentive has the creditor to provide financing to competing bid-
ders in the auction, thus increasing expected recovery. Eckbo and Thorburn (2005)
show that Swedish bankruptcy auctions are characterized by bid competition and
that the bankrupt firm’s bank frequently finances bids. Premiums paid by the win-
ning bidder tend to be higher in auctions where the secured creditor expects a low
recovery under piecemeal liquidation. Importantly, premiums do not vary system-
atically with fire-sales variables. Eckbo and Thorburn (2005) argue that secured
creditors’ incentives to finance a bidder may counteract potential problems with
asset fire sales.

Overall, while bankruptcy auctions risk forcing asset sales at depressed prices,
evidence from Sweden suggests that incentives of secured creditors and old own-
ers may increase auction demand, effectively raising prices and balancing fire-
sales tendencies.

6.4.4 Direct and Indirect Costs

Direct bankruptcy costs are a function of the number of officials and lawyers
involved in the procedure and the time that the restructuring takes. Indirect bank-
ruptcy costs are difficult to measure but are also increasing in the duration of the
formal process. The French reorganization process is likely to extend much longer
than the quicker auction codes and the German reorganization process with its
three-month limit.
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Thorburn (2000) estimates the direct costs in Swedish bankruptcy to average
6 percent of pre-filing book value of assets, with an average of 4 percent for the one-
third largest firms in her sample. When measured as a fraction of the market value
of assets in bankruptcy, costs average 19 percent with a median of 13 percent. The
direct costs decrease with firm size and increase with measures of industry dis-
tress, suggesting that trustees increase their sales effort in periods when auction
demand is relatively low. Importantly, the auction is speedy with an average time
from filing to sale of the assets of only two months, implying relatively low in-
direct costs.

For a sample of small-to-medium sized financially distressed UK companies
transferred to their bank’s workout unit (BSU), Franks and Sussman (2005) report
direct costs averaging 33 percent of asset values. They suggest that the lack of
competition among receivers may explain the high direct costs and point to much
lower costs (mean 14 percent) when the Royal Bank of Scotland recently required
receivers to tender for their appointments. While I am not aware of any empirical
evidence on the duration of UK bankruptcy procedures, Franks et al. (1996) sug-
gest that the UK receivership code is speedy. The firms in Franks and Sussman
(2005) spend an average of 7.5 months in the BSU.

The value of assets remaining at the end of the bankruptcy process reflects all
the different costs imposed on the financially distressed firm, including possible
investment inefficiencies and fire sales. This value is split between the firm’s cred-
itors. The higher the total costs of bankruptcy, the lower are creditor recovery rates.
A comparison of creditor recovery rates across countries is therefore interesting in
itself.

In Swedish bankruptcy, creditors’ claims are paid with the cash generated in
the auction. Thorburn (2000) reports average recovery rates of 35 percent (median
34 percent). Recovery rates are higher in going concern sales (mean 39 percent)
than in piecemeal liquidations (mean 27 percent). Secured creditors receive on
average 69 percent (median 83 percent).

Franks and Sussman (2005) find average bank recovery rates in the UK of
around 75 percent (median 100 percent). They observe that banks liquidate col-
lateral to prices close to the secured claim, and argue that secured creditors take
little interest in generating excess proceeds to cover more junior claims. The aver-
age bank studied by Davydenko and Franks (2004) recovers 69 percent (median
82 percent) in UK bankruptcy, 47 percent (median 39 percent) in French pro-
ceedings, and 59 percent (median 61 percent) under the German code.11
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2003. Thus, most of the German firms filed before the current code took effect in 1999.
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In sum, Swedish auction bankruptcy is a speedy procedure with relatively low
direct costs. Direct costs in the UK are higher, possibly as a result of less compe-
tition among receivers. To the extent that secured creditors’ recovery rates reflect
the total costs imposed on financially distressed firms, the French reorganization
code appears to be comparatively costly while the market-based systems in the UK
and Sweden better protect the value of the firm and the German system falls in
between.

6.4.5 Out-of-court Solutions

Bankruptcy law provides incentives for claimholders to restructure out-of-court.
The higher the costs of the formal procedure the more inclined are creditors to
negotiate an agreement outside the court system. In the UK and Sweden, where
creditors are well protected and costs appear relatively low, one should expect
comparatively few out-of-court restructurings. In contrast, the lack of creditor
right protection under the French bankruptcy code should encourage creditors to
participate in voluntary workouts.

For small UK firms that default on their debt, Davydenko and Franks (2004)
find that 75 percent enter formal bankruptcy with the remaining 25 percent of
firms reorganizing out-of-court. Surprisingly, the fraction of defaulted firms filing
for bankruptcy is similar in Germany (78 percent) and somewhat higher in France
(87 percent). Franks and Sussman (2004) observe that UK banks rarely make
concessions to small firms in financial distress.

When large distressed UK companies issue new equity, banks behave
differently. Franks and Sanzhar (2003) show that UK banks make concessions for
one-third of publicly traded distressed firms issuing equity. These concessions
include forgiveness of principal, debt for equity swaps and provisions for new
loans. Concessions are offered to firms with higher leverage and greater debt
impairment, representing situations where the expected wealth transfer to debt
holders is larger.

An important impediment to out-of-court agreements is holdout problems
among dispersed creditors. The likelihood of a coordination failure seems espe-
cially low in Germany, where the debt typically is concentrated with a house bank
that often also has an equity interest. According to Kaiser (1996), most German
firms with a chance of survival are reorganized through an out-of-court workout.
Elsas and Krahnen (2002) study the role of lending relationships for private work-
outs of financially distressed firms in Germany. They find that banks are more
likely to participate in a voluntary restructuring when the bank holds a secured
claim and is a house bank. Brunner and Krahnen (2004) show that German bank
lenders often coordinate their reorganization efforts by forming a bank pool upon
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the onset of financial distress.12 The probability of bank pool formation increases
with the number of bank relationships and the degree of distress.

Buttwill and Wihlborg (2004) report a rate of firm bankruptcy filings per
employee that is six to seven times higher in Sweden than in Germany and the
UK. It is possible that the widespread use of the formal process is a manifestation
of relatively low bankruptcy costs in the Swedish system. However, eliminating
filings of Swedish firms with zero employees and adjusting the German rates for
rejections by the court yields similar bankruptcy filing rates across Germany and
Sweden.

To sum up, while statistics on bankruptcy filings is readily available, system-
atic data on informal negotiations are scarce. The existing evidence suggests that
the fraction of distressed firms negotiating a workout is lower in France than in
Germany and the UK, possibly because French firms have few reasons to not
seek bankruptcy protection from their creditors. Moreover, there is some evi-
dence that German banks coordinate their efforts to facilitate restructurings
out-of-court.

6.4.6 Ex-ante Effects

Creditors anticipating high costs associated with the restructuring of a financially
distressed firm have incentives to take measures ex-ante in order to protect their
claim and hence reduce the expected costs. Such measures could imply less debt
in the capital structure, higher interest margins, and stricter requirements for col-
lateral. In light of the relatively harsh treatment of creditors in French bankruptcy,
one would expect comparatively high-interest spreads charged by banks and other
lenders and a high degree of collateralization.

Davydenko and Franks (2004) show that debt collateralization rates at loan
origination are highest in France and lowest in Germany, with the UK in between.
Pre-distress interest margins, however, are similar in France and the UK and high-
est in Germany, with an average margin of 224, 223, and 290 basis points, respec-
tively. While unexpected, somewhat surprising, it is possible that the higher degree
of collateralization makes it feasible for French banks to charge similar margins
as UK banks. I am not aware of any comparable evidence for Sweden.

Acharya, Sundaram, and John (2005) argue that the allocation of control rights
in bankruptcy determines the impact of asset specificity on the firm’s optimal
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and Krahnen (2004). The sample, which consists of distressed and potentially distressed mid-sized
companies, is collected from credit files of the largest German commercial banks.
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capital structure. When assets are specific, piecemeal liquidation values are low
and a forced piecemeal sale is relatively costly to the firm. On the other hand,
when assets are non-specific, the costs from an inefficient continuation of the firm
are relatively high. As a result, firms with high asset specificity will choose a rel-
atively lower debt-level under a creditor-friendly system, which has a bias toward
inefficient terminations, than under a reorganization-oriented code. In contrast,
firms with low asset specificity will choose a relatively lower debt level under a
debtor-oriented code, which risks allowing excessive continuation. For a sample
of UK and US firms, Acharya, Sundaram, and John (2005) find debt ratios consis-
tent with their predictions.

While rational creditors take ex-ante measures to reduce the expected costs of
financial distress, there is limited cross-country evidence to this point. French
banks take more collateral than bank lenders in the UK and Germany, possibly
reflecting their poor standing in French bankruptcy. Furthermore, the specificity
of assets determines the cost of different types of bankruptcy systems and can
thus help explain firms’ choice of debt level.

6.5 Recent Reform

The European Union (EU) encourages its member countries to strengthen the
provisions for court-supervised reorganization and to facilitate entry into these
procedures.13 The last decade has seen substantial reform of insolvency laws
throughout Europe, all aimed at facilitating reorganization.

Germany’s current law took effect in 1999 and Sweden added reorganization
provisions in 1996. France is in the process of enacting new regulation. Reformed
UK insolvency procedures took effect in 2003. The new UK law cuts back the
rights of creditors secured by floating charge, including that to appoint an admin-
istrative receiver.14 Holders of floating charge claims issued prior to September
15, 2003, however, retain the same rights as before.

Spain adopted new reorganization-oriented bankruptcy legislation in 2004.
Austrian officials recently announced that they in the fall of 2005 will present a
draft of a new bankruptcy law designed along the lines of Chapter 11 of the US
Bankruptcy Code. To save Parmalat, Italy adopted new insolvency provisions in
2003 available for large firms. The procedure, which aims at preserving employ-
ment, allows firms to freeze their debts without declaring bankruptcy.
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In 2000 the EU Council adopted the Regulation on Insolvency Proceedings,
which came into force in 2002. It establishes common rules for cross-country
insolvency proceedings but does not seek to harmonize law between different EU
countries. Broadly, the regulation provides that main insolvency proceedings are
opened in the member state where the firm has its “center of main interest”
(COMI). These proceedings have universal scope and encompass all assets and
creditors worldwide. Secondary proceedings may be opened in one or more other
member states. Such proceedings are limited to winding up the assets in that
country and run parallel to the main proceedings.

Deciding where the COMI is located has proved difficult and has given rise to
disputes that has lead to delays in the coordination of pan-European insolvency
proceedings. Applications for COMI have been challenged by local courts and
one case was recently taken to the European Court of Justice.15

6.6 Conclusions

Failure is an inevitable part of doing business when using some degree of debt
financing. To eliminate coordination problems among creditors, all countries pro-
vide bankruptcy regulation governing the restructuring of financially distressed
firms. The design of the bankruptcy system, however, varies considerably across
countries. Some codes mandate an auction of the bankrupt firm, while other codes
prescribe a reorganization of the distressed firm’s claims in a formal renegotiation
procedure.

This chapter describes the bankruptcy codes in the UK, France, Germany, and
Sweden. In the UK, secured creditors appoint a receiver who restructures or sells
the firm. In France, creditors are removed from a court-administered reorganiza-
tion process. German firms get a three-month grace period to restructure their
claims, while in Sweden bankrupt firms are sold in a mandatory auction.

Critics of the auction system warn that assets are sold at depressed prices;
viable firms are inefficiently terminated; and managers destroy firm value by
delaying bankruptcy filing. In contrast, a debtor-friendly reorganization code
could encourage early filing, permitting firms to continue operating as going
concerns.

Extant empirical evidence refutes allegations that auctions fail to allocate assets
efficiently. Incentives of creditors and managers may promote prompt filing and
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15Irish and Italian courts have both purported that Eurofood IFSC, an Irish-incorporated company
which is part of the Parmalat group, is within their own jurisdiction.

Ch006.qxd  3/8/06  7:32 PM  Page 170



counteract fire-sale tendencies. Direct costs are low and the Swedish auction pro-
cedure is speedy. In contrast, the French bankruptcy code seems to fail reorganiz-
ing distressed firms successfully. Creditor recovery rates are much lower than in
the other countries and few firms survive bankruptcy as a going concern.

There is an increasing use of market mechanisms in US reorganizations and
asset sales are a dominant feature of Chapter 11 proceedings today. Half of all
publicly traded US firms filing for bankruptcy in 2002 were resolved trough a sale
of the assets. Of the remaining cases, half were negotiated prior to filing with the
judge confirming the reorganization plan and half were reorganized through tra-
ditional court-supervised negotiations (Baird & Rasmussen, 2003).

Interestingly, the trend in Europe goes in the opposite direction. Despite the
seemingly attractive features of bankruptcy auctions, the EU encourages its mem-
ber countries to strengthen the procedures for reorganization. Most countries in
Europe have adopted reorganization provisions over the last decade, weakening
creditor rights in formal bankruptcy proceedings.

It is questionable whether this development is sound. Lower costs of bank-
ruptcy translate into lower costs for raising capital ex-ante. It is possible that the
changes in insolvency law currently undertaken in Europe will imply less trans-
parency and higher expected costs of resolving financial distress, thus increasing
firms’ costs of financing their operations. Before initiating further changes, regu-
lators should take a closer look at the evidence.
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Chapter 7

Economic Growth and the Governance 
of the Financial Sector in the EU: What
Role for Regulatory Transparency?

Jean-Pierre Casey

7.1 Introduction

Since the 1970s, Europe has witnessed a steady deceleration in economic growth,
a disappointing performance that has led it to fall significantly behind the United
States in both relative and absolute terms. Whereas the EU and the U.S. were
growing at approximately even rates throughout the 1970s (averages of 3.0% and
3.2%, respectively), during the 1990s, the gap widened: EU growth had slowed
to 2.1% compared with the U.S. rate of 3.6% (Sapir et al., 2003). In the absence
of higher growth, the long-term sustainability of the European social welfare
model is threatened by the trinity of challenges that are its deteriorating demo-
graphic landscape, increased competition from abroad in the context of global
trade liberalization, and the costs of enlargement. Until higher growth rates are
achieved, recovering a sustained path of economic growth ought therefore to
remain the overriding policy objective in the European Union. A search for pos-
sible answers to the growth dilemma has arisen in the context of the Lisbon
Agenda, which had set out in the year 2000 to transform the EU into the world’s
most “dynamic and competitive economy by the year 2010.”1 Nevertheless, the

1In March 2000 at the Lisbon European Council, the EU Heads of States and Governments agreed to
make the EU “the most competitive and dynamic knowledge-driven economy by 2010” and outlined
a program at the EU level to achieve this ambitious target.
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Lisbon Agenda, which is a program designed to promote growth at the EU level,
is handcuffed by the fact that the EU member states have refused to cede eco-
nomic instruments (monetary policy aside) to supranational governance in the
EU, while at the same time being undermined by a gaping coordination failure:
member states expect to free-ride on the positive spillovers generated by growth-
enhancing structural reforms carried out by their neighbours, hoping thereby to
sidestep the political and short-run economic costs of domestic reform.

In light of the unfavourable progress made thus far on the Lisbon Agenda in the
face of the aforementioned upcoming challenges, other avenues to help accelerate
growth, however small, cannot continue to remain unexploited. This paper will
concentrate on one such avenue — unlocking the growth potential of the internal
market for financial services by improving the EU-wide governance of the financial
sector — in a wider matrix of factors that can contribute to enhanced growth out-
comes in the EU. We focus on the internal market for services because the tertiary
sector2 today accounts for the lion’s share of production in the EU: 70%, compared
with only 57% in 1980 (Sapir et al., 2003, p. 29). Surprisingly, however, less than
5% of production in most services sectors is exported to other EU member states
(Kox, Lejour, & Montizaan, 2004). In other words, despite market integration hav-
ing the potential to unleash important pro-competitive effects conducive to eco-
nomic growth, this enormous potential remains totally under-exploited. Within the
class of services, particular emphasis on the financial sector is warranted not only
by the unique and vital role it plays in the economy by channelling resources to
their most productive uses and by facilitating the diversification of risk, but also
due to its importance in the European economy. In line with the unifying theme of
the book, this paper will focus on how one of the central pillars of economic gov-
ernance, namely transparency, can contribute to higher rates of economic growth
in Europe by fostering better governance of the financial sector EU-wide and a
smoother functioning of the internal market for financial services.

The present chapter is structured as follows. After a discussion of how
improved governance of the financial sector — and the role of transparency in par-
ticular — can lead to higher economic growth, the chapter will address the follow-
ing issues: the need for greater regulatory transparency in an age of global and
regional integration (obviously with specific emphasis on the EU); what role trans-
parency plays in the entirely new EU regulatory framework for financial services
that began to be put into place in the year 2001; and how vertical transparency (i.e.,
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2In the literature, the terms “primary”, “secondary” and “tertiary” sectors commonly refer to agricul-
ture, manufacturing and services, respectively. They represent the breakdown by category of eco-
nomic output in the very broadest sense.
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between the regulator and the regulated) and horizontal transparency (i.e., among
regulatory/supervisory authorities) in the EU contribute to enhanced policy pre-
dictability, credibility and accountability and thus feed back into economic growth.

7.2 The Role of Governance in Determining 
Growth Outcomes

Though it may appear self-evident, the realization that the quality of the institu-
tional climate in which markets operate is related to the efficiency of resource
allocation was long taken for granted by economists. Legal and political institu-
tions were assumed as given. In the past, the institutional environment was typi-
cally subsumed in the theoretical literature into the catch-all ceteris paribus
conditions — and therefore not subjected to economic analysis — since econo-
mists used to believe institutions were less important for efficiency and growth
than ensuring relative prices properly reflected prevailing supply and demand
conditions (Rodrik, 1999). With the birth of public choice theory (Buchanan &
Tullock, 1962) and its derivative, the “new institutional economics” (Williamson,
1975), economic analysis began to be applied to fields that traditionally had not
been subjected to it, with a view to explaining human behaviour as a sequence of
“rational choices.” This school of thought seeks to explain what institutions are,
how they arise, what purposes they serve and how they may be reformed (Klein,
2000, p. 456). With the emergence of these new schools of thought, the public
sector, which had long been perceived as the guardian of economic stability and
efficiency, gradually came to be seen — when it intervened too much in the
economy — as a potential threat to the efficiency, stability and liquidity of mar-
kets, since, like the firm, it is seen to be composed of rational, utility-maximizing
agents who first and foremost aim to optimize their own welfare. Only subject
to this condition will public servants perhaps advance the public good, according
to this theory. Though it may represent a dismal view of the human person, such
a theory does have useful applications for regulatory policy. No longer was it
taken for granted that the regulator would act as a “benevolent dictator,” who, as
an “enlightened” public servant, would seek to maximize public welfare. Rather,
absent an appropriate incentive structure, the regulator, acting in his own self-
interest, was likely to be “captured” by vested interests and could be led to dis-
tort economic activity (see e.g. Olson, 1965). In light of this new understanding
of the role of the public sector in the economy, it was considered vital to ensure
that civil servants faced an incentive structure that was compatible with the
advancement of the public good. How closely the two are matched will often
determine the quality of governance in a jurisdiction.
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Thus, there came to be a consensus: institutions matter for economic growth
(North, 1994). Indeed, there is now “widespread agreement among economists
studying economic growth that institutional quality holds the key to prevailing
patterns of prosperity around the world” (Rodrik, 2004, p. 1). Institutional qual-
ity is even perceived by some economists as primus inter pares among explana-
tory variables motivating long-term growth (Rodrik, Subramanian, & Trebbi,
2004). In a broad sense, “institutional quality” can be interpreted not only as the
stability of the political system and the soundness of the legal framework gov-
erning the interaction between the legislative, judicial, executive branches of gov-
ernment and their ties with regulatory bodies, but also the manner in which these
institutions interact, the quality of legislation and regulation produced (i.e., are
they designed with certain key regulatory principles in mind?), and their demo-
cratic accountability. The quality of market-supporting institutions therefore
depends to a critical degree on establishing appropriate incentive structures for
workers in the public sector in order to ensure efficient economic outcomes — and
therefore growth.

The combination of legal structures and incentive schemes that contribute to
a high standard of institutional quality is more commonly referred today as
“good governance.” With respect to the financial sector, good governance can
be thought of as a set of policies that are conducive to economic efficiency, mar-
ket liquidity and financial stability, while not compromising certain key non-
economic objectives of financial market regulation such as ensuring an equitable
income distribution and preventing the facilitation of fraud, money laundering
and terrorist financing. Often, an environment of institutional opacity breeds
cronyism, wider corruption and a regulatory “leviathan” that will impede mar-
ket-driven outcomes with distortive command- and control-type policies.
Transparency in the work of public bodies, including financial market regulatory
authorities, is therefore a crucial pillar of good governance. Theoretically, if
good governance is a key determinant of economic growth — which recent the-
oretical and empirical literature increasingly demonstrate to be the case (see
e.g. Olson, Sarna, & Swamy, 2000) — then, as a pillar of good governance,
enhanced transparency in the design and implementation of regulation as well
as in the exercise of regulatory discretion, must have a positive impact on
growth.

Although most of the academic research on policy uncertainty and its impact
on financial markets has focused on the response of asset prices and investment
to (unexpected) interest rate changes or to outright regime shifts in monetary
policy (Locarno & Massa, 2005), important lessons can be drawn from this
literature — because it pioneered the analysis of the economic effects of policy
uncertainty — which could be applied to the actions of regulatory and supervisory
authorities as well. By improving the communication channels running from the
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regulator to the regulated, transparency plays an important role in policy conti-
nuity, in policy certainty and in policy credibility.

As shown in Figure 7.1, there are primarily four channels through which
improved governance as a result of increased regulatory transparency can feed
back into higher economic growth: a competition effect, a cost-of-capital effect, an
investor confidence effect and a regulatory competition/coordination effect. Within
the context of liberalized international trade, such as the EU’s internal market, the
competition effect arises from greater regulatory transparency leading to a certain
levelling of the playing field of cross-border service provision (see also Chapter 3).
In general, domestic incumbents enjoy significant competitive advantages over
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foreign competitors in their home market due to their market power and (rela-
tively) high market share(s), better knowledge of the domestic market through
their experience with fluctuations in local demand and supply conditions, their
greater familiarity with local customs, traditions and legal structures. In addition,
whether through ties with domestic regulators or simply through greater famil-
iarity with the prevailing regulatory framework, domestic firms benefit from
important information advantages on upcoming or existing regulation over for-
eign competitors. Transparency therefore contributes to market efficiency by
removing various obstacles to free competition that derive from differences in
access to information for foreign firms compared with rival domestic firms.

The greater the uncertainty surrounding the regulatory regime in which a firm
operates, the higher the risk-adjusted discount rate a firm will use to discount the
stream of future cash flows a proposed project is expected to generate (see
Chapter 1). In other words, greater policy certainty yields welfare gains for
society in the form of a cost-of-capital effect. Evidently, the higher the risk pre-
mium that is added to the risk-free discount rate, the lower the value of the
expected cash flows and the greater the probability that the net present value of
an investment will be negative or too low for the firm to accept it, leading to a fall
in investment. Conversely, as transparency reduces regulatory uncertainty, firms
are more confident about incurring large sunk costs for important long-term
investments in technology and capital goods. In other words, there is a direct link
between regulatory transparency and the total value of projects in which firms
will decide to invest in a given period, other things being equal. Thus, to the extent
investment drives economic growth, greater regulatory transparency should lead
to higher growth rates.

The investor confidence effect derives from the notion that investor sentiment
influences equity risk premia, which feeds back into the cost of capital. The so-
called “equity premium puzzle” (see Mehra & Prescott, 1985) is a special case
of the fact that asset prices are more volatile than can be explained by “funda-
mental” shocks (Evans & Kenc, 2004). In other words, investor sentiment has a
non-negligible economic impact. This recognition drove the important recent
research that has been produced in the field of behavioural finance (see e.g.
Shiller, 2003). In a sense, the equity risk premium captures the price of uncer-
tainty. Policy uncertainty is an important component in the wider matrix of
uncertainty, which investors must try to “price” (or quantify the risk they are
undertaking) if they are rational investors (see e.g. Oxelheim, 1990, 1996). For
example, Evans and Kenc (2004) show that the explanatory capacity of existing
models of risk premia in foreign exchange markets — found as a component
of the differentials between domestic and foreign interest rates — can be
significantly improved when policy uncertainty is added into the mix. As
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discussed in Chapter 1 an increased risk premia will deter firms from investing,
since increases in the risk premium raises the cost of capital for firms, discour-
aging investment. On the other hand, a lower risk premia, e.g. accompanying
enhanced investor confidence, will reduce the cost of capital for firms and
encourage investment.

The regulatory competition/coordination effect derives from the realization
that the degree to which regulators interact in todays environment consists of a
balance of competition and coordination, or “co-opetition.” In an increasingly
globalized economy, the action of regulators is based upon a mixture of re-
actions to national preferences, regional developments and global tendencies.
Which course of action national regulators decide to take for each of their
functions will depend on how they balance their response to these various
influences, such that social welfare in their respective jurisdictions is maxi-
mized.3 In some cases, social welfare is improved in a dynamic of competition
between regulators, such that they face pressure to maximize the efficiency of
government interventions in the economy. In others, negative spillovers from
outright regulatory competition could result in a dynamic that is detrimental to
welfare globally.

Within certain bounds, competition between regulatory regimes can be
healthy. A high degree of international cooperation between regulators replicates
the dangers of excessive regulatory intervention at the national level: a (un-
accountable) regulatory leviathan with monopoly authority, which does not need
to pay great attention to the quality of regulation, and an opaque entity subject to
capture by special interest groups. This scenario has the ability to reduce welfare
by excluding some economic choices that free market competition would have
enabled market participants to choose from, not to mention that excessive regu-
latory convergence at the international level leaves little room for innovation in
securities market regulation. To begin with, a common standard or regulatory
regime enjoying a monopoly does not come under pressure from competing
regimes, so there is little incentive for regulators to improve their regime or to
introduce better standards when they cooperate closely at the international level.
In addition, there is an inherent risk in “benevolent planners” choosing what they
believe to be the most appropriate market structure, because they may impose the
wrong market structure and respond inadequately to changes in demand and to
the introduction of new technologies, which may warrant a need to radically alter
the market structure (Harris, 2003, p. 529). Recent research on securities markets
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in the field of law and economics has focused on optimal regulatory regimes.
According to Geradin and McCahery (2003), the complexity of financial markets
and the challenges governments face are such that sophisticated regulatory strate-
gies are necessary to promote the public interest, and quite often, these will demand
an optimal mix of regulatory competition and cooperation or co-opetition.
Regulatory transparency can help establish this mix, since regulatory regimes are
directly comparable when fully transparent. Thus, transparency in national regu-
latory practices within the EU can help establish more efficient rules and balance
legislation that is harmonized at the EU level with a healthy degree of regulatory
competition.

7.3 The Need for Regulatory Transparency in an Age 
of Global and Regional Integration

Spurred by large-scale cross-border capital flows, international competition lead-
ing a worldwide trend towards deregulation, and impressive rates of financial
innovation, the globalization of financial markets in the past quarter century has
altered the nature of their regulation and supervision, largely relegated to the dis-
cretion of national authorities prior to 1980. Such a model is no longer sustain-
able today, since spillovers from domestic-oriented policies have the potential
to spread through financial contagion to neighbouring, and indeed far away,
jurisdictions. In recent years, a series of events in the financial economy — most
notably, the violent maelstrom of international financial crises that swept across
the globe from Mexico to East Asia to Brazil to Russia to Turkey to Argentina —
has triggered an intense debate between stakeholders worldwide, central banks,
regulatory/supervisory authorities, business executives, politicians, investors and
academics alike, on how to reform the international financial architecture. In the
wake of these crises, these various stakeholders interested in promoting the sta-
bility and efficiency of financial intermediation agree that transparency, in its var-
ious components, is vital for the proper functioning of financial markets.

Transparency is recognized today as contributing in a crucial manner to sev-
eral key objectives of financial regulation, most notably stability and efficiency.
In fact, the objective of transparency had reached such high priority that it was to
become the “golden rule” of the reformed, post-1997 international financial sys-
tem (Camdessus, 1999). Transparency, in other words, has become the symbol of
good governance in an increasingly inter-connected international financial mar-
ketplace characterized by multiple (and overlapping) levels of regulation and the
necessary frequent consultations between national authorities within the context
of international policy coordination. The oil greasing outputs of the international
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policy process actors — such as the Financial Stability Forum, CPSS, Basle
Committee, IOSCO and G-10 meetings — are facilitating consensus-building
through frank dialogue and comparisons of best practices between regulatory/
supervisory authorities.

Parallel to the rapidly changing landscape of international finance in the past
20 years, a long-standing movement to deepen European economic integration4

accelerated in the very same period. By the mid-1980s, several other neighbour-
ing countries had joined the customs union established by the original six, and
there was a political consensus that widening and deepening the (very frag-
mented) internal market prevailing in the European Economic Community was
essential to restoring economic growth to Europe, which suffered for years from
the undesirable mix of low growth and high unemployment, known as
“eurosclerosis.” The project crystallized after the 1985 publishing of the now
famous White Paper,5 which culminated in the 1992 Maastricht Treaty creating
the European Union. This push towards deeper economic integration was made
possible by the new legislative instrument of majority voting in the Council of
Ministers (previously done through unanimity),6 as well as by the new legal
concept of mutual recognition, which was established by case law precedents
of the European Court of Justice.7 Armed with these instruments, Jacques
Delors and Lord Cockfield were able to push through 282 directives and regu-
lations in a seven-year period, in order to dismantle existing non-tariff barriers
to trade in Europe. But despite the declaration at Maastricht, the creation of a
Single Market in goods and services still remains an ongoing project, as even
the European Commission itself recognizes: [ . . . ] “creating a genuinely inte-
grated market is not a finite task, but rather an ongoing process, requiring con-
stant effort, vigilance and up-dating” (European Commission, 2003, p. 4). This
statement rings particularly true in the case of integrating services markets,
which have lagged considerably behind goods markets in terms of the results
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4Although the project of European integration really began with the Treaty of Paris in 1951, which
instituted the European Coal and Steel Community, economic integration began in earnest with the
1957 Treaty of Rome establishing a customs union between Belgium, France, Germany, Italy,
Luxembourg and the Netherlands.
5“Completing the Internal Market,” White Paper from the Commission to the European Council
(Milan, 28–29 June 1985) COM (85) 310.
6As a result of the 1987 Single European Act, qualified majority voting was introduced in the Council
of Ministers, which greatly facilitated the ambitious legislative program to lay down common rules
underpinning the operation of the single market. Unanimity voting was nevertheless preserved in sev-
eral highly sensitive areas, such as taxation.
7Notably the ‘Dassonville’ (ECJ, 11 July 1974, case 11/74) and ‘Cassis de Dijon’ (ECJ, 20 February
1979, case 120/78) cases.
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thus far achieved. Financial services (outside of the wholesale segment) are no
exception.

Part of the reason financial market integration — especially in the retail
segment — has not advanced as quickly as it should in the EU is that services mar-
kets liberalization was always treated as a second-class citizen behind the opening
up of goods markets. Although the free movement of services was supposed to be
a pillar of the internal market since the 1957 Treaty of Rome, the process of liber-
alizing financial services is rendered especially difficult in Europe by the large
spaces carved-out from the freedom of establishment and movement principles by
generous interpretations of the “general good” clause. In its role as interpreter of the
Treaties, the European Court of Justice has repeatedly highlighted in case law the
primacy of community law over national jurisprudence and has established the prin-
ciples of free movement and freedom of establishment as overriding imperatives
that cannot be undermined by national regulations. An “opt-out” clause to these
principles — known as the “general good” clause — was nevertheless reserved, but
was only deemed justified in cases of “imperious need.”8 What exactly the Court
meant by “imperious need” was the subject of much debate, especially as there
were cases where the general good clause — invoked to ensure consumer/user pro-
tection and financial stability — had been abused for protectionist purposes.

Even though the European Commission has repeatedly tried to harmonize
rules across the EU for cross-border takeovers, banking consolidation across
borders within the EU is a regular victim of the general good exception, the most
recent example being the proposed takeover of Antonveneta by the Dutch bank
ABN-AMRO, a move that was vetoed by the governor of the Italian central
bank. As a result of the uncertainty surrounding the conditions under which the
general good clause can be invoked, the European Commission published three
non-binding (albeit influential) communications, one each for establishing a
common for the treatment of “general good” questions related to banking, insur-
ance and investment services, so as to ensure as close as possible to a uniform
application of general good measures across the EU (Tison, 2000). Enhanced
institutional transparency of this form has helped to increase the efficiency of
financial regulation and supervision, but the non-binding nature of these com-
munications leads one to question whether these measures are in fact adequate
in the absence of clearer pronouncements by the Court of Justice to further cir-
cumscribe the concept of the general good: “legal uncertainty surrounding the
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8The “imperious need” was established in the Cassis de Dijon case as the counterpart to the princi-
ple of mutual recognition, since the Court sought to mitigate the potential recriminations that would
arrive from such a “liberal” interpretation of the EC Treaties and leave the door open for derogations
(see Tison, 2000).
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interpretation of the general good-clause in the banking and financial services
directives has emerged as one of the most controversial interpretation issues in
the operation of the directives” (Tison, 2000, p. 1). Legal uncertainty can only
be pared down if national regulators–supervisors render their decision-making
processes more transparent and they themselves are held accountable by parlia-
mentary authorities. Recent proposed reforms following the latest Italian
financial scandal go along these lines.9

Aside certain non-regulatory barriers to trade (such as taxation, accounting
standards and legal structures) impeding full financial market integration, the
completion of the single market for financial services depends to a large degree
on whether political will exists within national administrations to dismantle
often protectionist regulatory barriers to trade. One way to circumvent this prob-
lem is to increase transparency in supervisory practices at the national level.
Nevertheless, how to overcome coordination failures remains a critical challenge:
no regulatory authority would wish to be a first mover by facilitating foreign
takeovers through enhanced regulatory transparency, since it could be considered
politically unacceptable for corporate symbols of national pride to be taken over
by foreign firms if such moves could not be counterbalanced by similar reverse
scenarios. How exactly to overcome this coordination problem is a difficult ques-
tion, not least because there are also questions of subsidiarity, confidentiality and
other legal constraints which may limit the degree to which regulatory proceed-
ings are rendered transparent. The objection that greater regulatory transparency
would lead to unacceptable breaches of confidentiality between the regulator and
the regulated is not valid as a general criticism against greater transparency per
se, because policy certainty does not require the divulging of sensitive proprietary
information: it only requires that the criteria for examining the validity of e.g. for-
eign takeover bids are pre-established and that a set framework exists for ad-hoc
decisions, so as to preserve policy flexibility without resorting to opacity. Such a
code of conduct for regulators would increase the accountability of regulatory
authorities while enhancing policy certainty and quality.

Thus, the need for transparency in regulatory policy is all the more essential in
Europe because of the unique legal framework of the European Union, in which
supranational legislation is implemented by national governments and policed by
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9For example, the Bank of Italy continues to be characterized by an archaic, opaque governance structure.
The bank governor enjoys a life appointment and the Banks’ shares are held by the banks it regulates (!).
Three well-known Italian economists, Alberto Alesina, Guido Tabellini and Luigi Zingales recently
tabled a proposal to reform the Bank of Italy by re-allocating the portfolio of competences between
the Bank of Italy the Consob (Regulated markets watchdog) and the Tesoro (Ministry of Finance),
increasing collegiality in decision-making processes, and fixed appointments for the central bank
governor (Barber, 2005).
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national courts, unless and until a clear violation of EU law is detected, in which
case the European Commission would launch infringement proceedings that
could end up in the European Court of Justice. Transparency in the implementa-
tion of EU laws by national legislatures as well as in the exercise of discretion by
national supervisory authorities in their oversight of banks, investment firms and
insurance firms, is therefore critical in such a complex regulatory–supervisory
nexus that relies so heavily on decentralized implementation and enforcement.
How transparent these processes are rendered will very likely affect the degree to
which rules underpinning the internal market are uniform, and to what extent EU
member states play by the rules.

7.4 Transparency in the New EU Financial
Regulatory–Supervisory Framework

Seven years after the Treaty of Maastricht — which was supposed to have created
a single market — it had become obvious to the Commission that progress made
in the field of financial services integration was unacceptable. As a result, the
Commission, acting in its role as “guardian of the Treaty” launched its celebrated
Financial Services Action Plan (FSAP) in 1999 to give renewed impetus to the
drive for deeper financial market integration within the EU. The FSAP comprised
a set of some 42 directives, which sought to lay down a set of rules by which EU
financial services firms could compete within a single market on an equal foot-
ing. These directives were buttressed by complementary legislative measures,
such as the introduction of uniform accounting standards (mandatory application
of International Financial Reporting Standards (IFRS)10 for all listed companies
across the EU since January 2005), ongoing review and reform of national bank-
ruptcy law and initiatives to design a modern regulatory framework for company law.

The logic of the FSAP and its derivatives was simple: unless financial regulation
at the national level could be (sufficiently) harmonized, it would be impossible to
harness the potential benefits for capital markets promised by the introduction of a
single currency. But if national regulators do not transpose EU directives into
national law promptly and accurately, the FSAP will remain nothing more than a
façade. Likewise for supervisors, since efficiency-enhancing cross-border mergers/
takeovers of financial institutions, effective global risk monitoring, and credible cri-
sis prevention and management cannot be expected to function well in the absence
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10EU Regulation 1606/2005 sought to harmonize the accounting rules used in reporting requirements
for firms listed on EU stock exchanges. IFRS rely heavily on fair value, as opposed to historical cost,
accounting, which will represent a fairly dramatic step for the GAAP of some EU member states. See
also Chapter 10.
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of close cooperation between member states’ respective authorities on the basis of
mutual trust. As the latticework which binds and strengthens ties between the vari-
ous tiers of legislation/regulation/supervision in the EU’s multi-institutional, multi-
level governance structure, transparency is instrumental in ensuring that a coherent
approach among all public sector players at various levels is achieved (horizontal
transparency) and that sufficient account is taken of stakeholders’ interests, i.e.,
communication channels running from regulatory authorities to the market and civil
society (vertical transparency) — see Figure 7.2.

To complement such an ambitious legislative program as the FSAP, as well
as to ensure its sound and coherent implementation on a national level, a new
regulatory and supervisory framework was established along the lines of the
recommendations of the Lamfalussy Committee of Wise Men,11 because it was
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Figure 7.2: Transparency for economic efficiency and stability.

11The French Presidency of the EU Council took the initiative to constitute a Committee of Wise Men
to discuss the regulation of European securities markets, more precisely to improve the mechanisms
to adapt to market changes and to come to a greater convergence in practices. On 17 July 2000, the
Council of Finance Ministers of the EU (Ecofin) agreed with the mandate and composition of a group
chaired by Alexandre Lamfalussy. The Group reported a few months later. Among the main recom-
mendations were the need for framework legislation, broad implementing powers for committees,
strengthened cooperation between national regulators and stronger enforcement (the “four levels,” see
Figure 7.2). This was endorsed by the Copenhagen European Council (March 2001).
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considered that the current structures of supervisory cooperation were inadequate
to deal with greater cross-border integration and conglomeration in the financial
sector. The new framework was organized around four levels (Figure 7.3).
Framework directives are prepared in Level 1 following the co-decision procedure,
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ESC European Securities Committee
EBC European Banking Committee
EIC European Insurance Committee
EFCC European Financial Conglomerates Committee
CESR Committee of European Securities Regulators
CEBS Committee of European Banking Supervisors
CEIOPS Committee of European Insurance and Occupational Pensions Supervisors
EFC Economic and Financial Committee
FSPG Financial Services Policy Group
FSC Financial Services Commission

Figure 7.3: The EU’s new (post-2001) financial regulatory structure.
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in which the Council of Ministers and European Parliament act on a proposal
from the Commission. Level 2 consists in the drafting of detailed implementing
measures of framework directives in Committees of experts that are chaired by
the European Commission.12 Nevertheless, member state authorities have an
important — if circumscribed — role to play, as they retain their regulatory role
by voting (by qualified majority) on the draft implementing measures put forward
by the Commission in the Level 2 Committees (Lannoo & Casey, 2005). Level 3
was created to facilitate convergence of supervisory practices across the EU, such
that consistent implementation of EU directives at the national level could be
ensured. In this way, investors would be confident that investor protection stan-
dards were equivalent across the EU, and service providers would be comforted
that the level playing field created by legislation actually was emerging in prac-
tice. Finally, at Level 4, the Commission enforces Community law with the vari-
ous instruments at its disposal.

The new procedure, as applicable to securities markets, was rapidly extended
to banking and insurance as well. In December 2002, the Ecofin Council accepted
the findings of another report by the Economic and Financial Committee (EFC).
In particular, the Council “reaffirmed its clear preference for implementing
arrangements based upon the Lamfalussy framework to all financial sectors.” The
EU structure for financial sector regulation and supervision would henceforth be
constituted of three separate sectoral committees, plus a fourth committee deal-
ing with matters related to financial conglomerates; furthermore, the Council
decided that EFC would remain the primary source of advice on issues related to
economic and financial affairs and financial stability issues, whereas a new
Financial Services Committee (FSC), replacing the Financial Services Policy
Group (FSPG), would advice the Council and the Commission on financial mar-
ket regulatory issues, and coordinate the work of the different Lamfalussy
Committees (Lannoo & Casey, 2005). The Commission’s decisions establishing
the new Committees were taken in November 2003 and the directive conferring
the regulatory powers to the Level 2 committees was adopted by the European
Parliament in April and the EU Council in May 2004.13 Hence, within a few
years, the whole structure was re-drawn.

The fact that EU financial regulatory structures were fundamentally re-drawn
in less than five years renders the need for transparency in their functioning all
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12This process is known as “comitology” in Euro-speak.
13Proposal for a Directive of the European Parliament and of the Council amending Council Directives
73/239/EEC, 85/611/EEC, 91/675/EEC, 93/6/EEC and 94/19/EC and Directives 2000/12/EC, 2002/
83/EC and 2002/87/EC of the European Parliament and of the Council, in order to establish a new
financial services committee organizational structure.
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the more pressing. The European Parliament has been a powerful advocate of
transparency and accountability in the new regulatory committees.14 Transparency
is also vital due to the sheer complexity of the network of regulatory authori-
ties. Figure 7.4 describes the communication linkages that exist between the
various actors in the EU financial regulatory nexus and which necessitate
transparency.

Possibly the most beneficial aspect of the new approach to financial services
regulation in the EU described above is that it has significantly increased the co-
operation among supervisory authorities. Not only do ministry of finance repre-
sentatives have to sit together when discussing draft directives, supervisors now
also meet to discuss implementing measures. Although supervisors already met
before, this was largely limited to the presidents of the supervisory commissions,
in the context of the pre-Lamfalussy regulatory committees. Today, also the spe-
cialists meet on a regular basis in ad-hoc committees dealing with specific mat-
ters. This development should certainly have a positive effect on the quality of
European financial regulation and levelling the regulatory playing field. It
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Figure 7.4: Communication linkages in EU financial services regulation.

14Currently, the Parliament is locked in a power struggle with the Commission on its right to “call-
back” legislation drafted in committee work, a right which it currently does not enjoy but would have
had if the Constitution had been adopted.
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Channels of communication

1. Between national regulators: In a single market, regulatory and supervisory
authorities from different member states often need to cooperate closely; trans-
parency is therefore of the essence in preserving systemic stability and in reduc-
ing protectionist impediments to a single market for financial services.
2. Between national regulators and EU regulatory agencies: In Level 2 of the
new Lamfalussy procedure for drafting securities market (now also insurance
and banking) legislation, national regulators maintain a regulatory capacity at
the EU level. Coordination of Level 2 and Level 3 committee work is essen-
tial, particularly Level 3 committees’ advice and input as regards to the
detailed technical implementing measures drafted in Level 2.
3. Between national regulators and the European Commission: In order for
the Commission to exercise its role of “guardian of the Treaties” effectively, it
relies on national regulatory authorities to provide it with timely and accurate
information on the state of the implementation of EU law. Likewise, it is impor-
tant for the Commission to communicate clearly what it expects from the
member states and which legislative measures may satisfy certain provisions
in the directives.
4. From EU regulatory agencies to the European Parliament: The Parliament
has recently become more assertive in its exercise of parliamentary control over
powers it has delegated to the Commission (which in turn delegates it to com-
mittees of experts). Therefore, greater transparency in the “comitology” process
will reduce inter-institutional conflicts that can reduce the quality of EU legisla-
tion, delay its drafting and ultimately hinder the competitiveness of EU firms.
5. Between EU regulatory agencies and the European Commission: Since the
Commission chairs the technical committees in which implementing measures
are decided, it is important that the two properly coordinate and agree to a
common strategy. In addition to leading to a smoother operation of the tech-
nical work, transparency can help defuse conflicts, such as the ongoing power
struggle between the Committee of European Securities Regulators (CESR)
and the European Commission, in which CESR sees the Commission as want-
ing to control its agenda too closely.
6. Between the European Parliament and the Commission: In the EU, the
Commission has the sole right of initiative on legislation, which it drafts before
it is reviewed and voted on following the co-decision procedure in which both
the European Parliament and the Council of Ministers decide on its merits.
Proper communication between the Commission and the Parliament is there-
fore of the essence to ensure quality legislation. Particularly important is the
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role of transparency in the “comitology” process whereby the Parliament and
the Council delegate the drafting of technical bits of legislation to the
Commission. Today, it insists on preserving its right to call back technical
implementing measures drafted in Lamfalussy Level 2 committees for a second
reading in the Parliament — a right it would have had if the EU Constitution
had been adopted. Transparency should help defuse inter-institutional tensions.
7. Between EU Parliament/Commission/regulatory committees and financial
services firms: In order for EU firms to maintain their competitiveness in
global markets, it is essential that regulatory initiatives adhere to certain key
principles, such as ensuring that they are based on clear evidence of market
failure — or widely agreed upon societal objectives — regulatory impact
analyses, and follows a de minimis approach.
8. From EU Parliament/Commission/regulatory committees and national reg-
ulators to other stakeholders: A perceived lack of legitimacy has given rise to
a crisis of confidence in the European project, seen in the dual French and
Dutch rejections of the EU Constitution in the spring of 2005. A major com-
ponent of this is a fundamental lack of trust in EU institutions due to the so-
called “democratic deficit,” an important component of which is the notorious
lack of transparency that characterizes some of the EU institutions’ (often budg-
etary) operations. Greater transparency will help to enhance legitimacy and lend
greater public support to the far-reaching legislative actions that may still be
necessary to complete the single market for financial services.
9. Between national regulators and financial services firms: In the context of
the EU’s internal market, much of the legislation in member states concerning
securities regulation and the regulation of other financial services is decided in
Brussels. Nevertheless, legislation is often drafted on the basis of minimal har-
monization with mutual recognition (home country control). This model allows
member states to “top-up” their national regulatory frameworks with stricter
standards, so long as these measures do not impede the free movement of serv-
ices. But this ability in effect roughens what was supposed to be a smooth play-
ing field. In order for domestic firms to compete effectively on the EU level, they
should be aware of the rulebook in competing regulatory regimes into which they
may wish to migrate. Therefore, greater regulatory transparency can underpin a
healthy degree of regulatory competition and lead to greater resource efficiency.

increases the degree of regulatory harmonization and reduces the possibility for
host-country restrictions. At the same time, supervisors are aware that their
respective financial centres are in competition with each other and that they need
to ensure that regulation is in line with market needs.
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7.5 Vertical and Horizontal Transparency 
in EU Financial Regulation

7.5.1 Vertical Transparency

As the EEC pushed for the completion of the internal market with renewed
vigor in the wake of the 1985 White Paper that preceded the Single Market Act,
command- and control-type regulation was seen to give excessive discretion to
national regulators, thereby effectively chocking the dynamic market forces that
would make integration a reality. As a result, there was a marked shift — also pro-
pelled by global competitive forces — to a more market-oriented approach to reg-
ulation, an essential step towards creating a single market within the EEC. At the
same time, the abysmal failure of the centrally planned economy, witnessed in
the collapse of the Soviet Union and its communist satellites, only served to rein-
force this realization. Since then, market self-determination has been recognized
in the EU as a principle to which national regulators should adhere.

Yet after the initial removal of barriers on a national level as a result of the sin-
gle market programme, the implementation of the FSAP measures has led a ten-
dency towards re-regulation in the field of financial services at the EU-level.
Evidently, a number of legislative measures were essential components of com-
pleting the internal market for financial services. But re-regulation at the European
level, evidenced for example in the application of the maximum harmonization15

principle (as opposed to minimum harmonization cum mutual recognition),16

could threaten the very ability of financial services firms to compete for available
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15This explanation is taken from Lannoo and Casey (2005). Under [the maximum harmonization]
approach, member states cannot introduce additional requirements other than those specified in the
directive. [ . . . ] The reliance on maximum harmonization emerged in response to the difficulties,
which providers have faced with additional host country restrictions in cross-border provision of
financial services in the EU. Under the minimum harmonization approach, followed in the EU’s sin-
gle market programme, minimum standards for free provision of services are set under EU law, and
additional national rules subject to mutual recognition.
16In the mid-1980s, the European Commission decided to aggressively pursue market integration with
a new legislative-regulatory framework called minimum harmonization with mutual recognition.
Under this approach, called the “New Approach”, instead of technical details being harmonized at the
EU level, the simple concept of accepting the standards set by regulatory authorities in other member
states was advanced. This new approach precluded the need to engage in slow, intense and highly
detailed negotiations on technical standards in the Council of Ministers. Mutual recognition, as estab-
lished by case law precedents of the European Court of Justice, meant that standards set in other mem-
ber states had to be granted equivalence when products adhering to these standards crossed borders.
In other words, home country control, as opposed to host country control, became firmly established
as a key principle the European Commission would henceforth protect.
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pools of capital (and service provision) in the global contest to attract foreign
financial flows. For this reason, calls for focusing on market-oriented solutions
such as self-regulation and market discipline, combined with an emphasis on
enforcing current regulations rather than further burdening firms with additional
layers of regulation, have recently multiplied.

An important manifestation of the Commission’s determination to improve
vertical transparency materialized in the June 2002 White Paper on Governance,17

in which the EU Commission formally proposed an action plan for “simplifying
and improving the regulatory environment.” It marked a major initiative (at least
in the rhetorical sense) at the EU level to reduce the burden of regulation for
firms. This proposal was followed up in December 2004 by a joint statement on
“Advancing regulatory reform in Europe,”18 by a foursome group of EU Council
presidencies (Ireland, Netherlands, Luxembourg and United Kingdom), which
has since been extended to include two more (Austria and Finland). By estab-
lishing a common theme, the string of six rotating Council presidencies signing
up to the statement (or the equivalent of three years) will ensure continuity in the
impetus the Council gives to the policymaking process in Brussels.

The seriousness with which the new approach to regulation is taken is evi-
denced in the numerous and extended consultation processes that precede any
initiative at the European level. For example, the Investment Services Directive
review process has lasted for more than two years, with hundreds of responses
and continued dialogue with the private sector. With the burden of proof now
upon the regulator to demonstrate that the benefits of legislative initiatives out-
weigh the costs, regulatory impact assessments have gained a new significance in
the policy process. At the end of 2005, there are some 900 pieces of legislation in
the pipeline in the EU Council of Ministers and the Parliament, all of which will
be subject to cost–benefit analyses.

Vertical transparency in the primary stage of EU legislation, or Lamfalussy19

Level 1 in the case of financial services, banking, insurance and pensions legislation,
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17European Governance: Better Lawmaking, COM (2002) 275 (5 June 2002) June 2002 White Paper
on Governance.
18Advancing regulatory reform in Europe: A joint statement of the Irish, Dutch, Luxembourg, UK,
Austrian and Finnish Presidencies of the European Union, 7 December 2004.
19The Lamfalussy Process was designed to enhance the speed and flexibility of the legislative process
in the EU. Prior to its introduction, it would take about three years for a directive to be implemented,
from the consultative stage to the transposition deadline. It breaks the legislative process down into
four components: Level 1, or the framework directive, which is supposed to only include the central
provisions, or objectives of the planned legislation; Level 2, or the implementation phase, in which
specialized Committees draft the more technical implementing measures and are not subjected to
extensive and time-consuming parliamentary scrutiny (unless the Treaty establishing a Constitution
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has been extended to Level 2 implementation measures for framework legislation,
where consultations with industry associations and market participants are the norm
as well. In Level 3, the multi-lateral instances governing the process of convergence
in financial market governance, as in the case of CESR (Committee of European
Securities Regulators), CEBS (Committee of European Banking Supervisors),
CEIOPS (Committee of European Insurance and Occupational Pension Supervisors),
and the planned supervisory committee for financial conglomerates, are all very
transparent, as their informative websites amply demonstrate.

Better communication between the Commission and member states’ regula-
tory authorities, i.e., a form of vertical transparency (that is, from the supra-
national level of governance to the national level) is also vital in ensuring that the
most important phase of the FSAP, Level 4, or enforcement, is effective. Certain
measures have already been taken by the Commission to ensure greater trans-
parency in the transposition process whereby member states convert EU law into
national law. Thus, specialized “transposition workshops” have been organized
and chaired by the Commission to ensure a uniform and proper transposition of
EU directives. At the same time, the Commission resorts to the public display of
transposition tables, an instrument that can be used for “naming and shaming” the
laggards who fail to transpose EU law properly and in a timely fashion. These
instruments, geared at increasing transparency, are all the more important as
Phase I of the FSAP draws to a close. Thirty-nine out of the 42 directives origi-
nally planned have in 2005 been adopted through the co-decision procedure.20

Although the Commission was able to achieve 93% of the legislative program
before the promised mid-2004 deadline, a single market is not created from EU
legislative initiatives alone. Much more important still is the ability and willing-
ness of the Member States to implement the legislation in a timely and accurate
manner and above all to enforce it. So far, the FSAP record is at best mixed, since
the rate of transposition of FSAP directives as of the fall of 2005 remains pitifully
low.21 The accountability of national legislators in the EU member states would
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for the EU is adopted, in which case the EU Parliament would win a “call-back” provision to validate
the work of the technical committees); Level 3, in which national supervisors exert peer pressure on
each and compare best practices too arrive at some form of convergence in practices and Level 4, the
enforcement phase to ensure that indeed member states are properly implementing EU legislation.
The Ecofin Council of November 2004 has since enlarged its applicability to include other financial
sectors, including banking, insurance and pensions.
20The three remaining ones are the 3rd Capital Adequacy and 10th and 14th Company Law Directives.
21With a view to buttressing the Lisbon Agenda with a vibrant single market, the Commission had set
a target transposition rate of 98.5%. But as of May 2005, the best performers (Austria, Denmark,
Germany and Ireland) were just barely over 80%. On the other hand, the efforts of some other Member
States can be characterized as none other than miserable, led by the Netherlands and Greece (just over
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be enhanced through greater transparency that will incentivize them to perform
better in terms of transposing EU law into national legislation.

The increased degree of vertical transparency, which today has become a
modus operandi within the EU institutions and their offspring, will enhance the
accountability of regulators, since it subjects them to the scrutiny of market par-
ticipants. At the same time, transparency will enhance the credibility of regula-
tors: the policy process will be recognized by all stakeholders as one that is
participatory and visible. Confidence-building is the ultimate aim of vertical
transparency. Better transparency between regulators and markets will enhance
efficiency by facilitating the process of identifying market failures and finding the
most appropriate policy or market (read self-regulatory) instrument for redressing
them.

7.5.2 Horizontal Transparency in the EU

There can be no question that regulatory barriers to trade constitute the greatest
impediment to the necessary rationalization of the European banking, asset man-
agement and clearing and settlement industries. In a recent paper, the European
Commission has highlighted the key obstacles to the cross-border provision of
financial services, following the discussion on the abuse of supervisory powers to
prevent cross-border mergers that was held between European Ministers of
Finance at the Scheveningen European Council (fall 2004). These include

• Opaque decision-making processes. “An institution based in another Member
State might only have a partial understanding of all the parameters at stake,
some of them not formalized. Such a situation might constitute a significant
failure risk, as a potential bidder might not have a clear understanding of who
might approve or reject a merger or acquisition proposal” (European
Commission, 2005, p. 3).

• Approval process by supervisors. “The complexity of the numerous supervi-
sory approval processes in the case of a cross-border merger can also pose a
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40%). Many new member states are struggling, although one must appreciate the enormity of the task
that lies before them to implement the existing acquis as well as to keep up to date on the latest FSAP
measures. Some directives have been plagued with horrid transposition rates: According to the
Commission transposition tables, not a single Member State notified the Commission about the
Conglomerates Directive; the Accounting Provisions of Company Law and Market Abuse Directives
(MAD) achieved implementation of below 5% and barely above 10%, respectively, at the time of the
transposition deadline. In fact, only one country, Lithuania, had complied with the October 2004 dead-
line set in the MAD. The directives on winding up of credit institutions (40%) and fair value account-
ing fared better (just below 50%), but were still not implemented by a majority of Member States.
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risk to the outcome of the transaction as some delays must be respected and
adds to the overall uncertainty. In particular, in the case of a merger between
two parent companies with subsidiaries in different countries, ‘indirect change
of control’ regulations may require that all the national supervisors of all the
subsidiaries must approve the merger” (European Commission, 2005, p. 7).

• Multiple reporting requirements. “In some cases, combined with a lack of
transparency in terms of requirements and definitions, [multiple reporting
requirements] may also impose a significant and costly administrative burden
on cross-border groups. Indeed, a cross-border merger might cause heavier
reporting requirements compared to those imposed on the two entities that are
being merged. Instead of creating cost synergies as in a domestic merger, a
cross-border might even create additional costs” (European Commission, 2005,
pp. 7–8).

• Political interference. “Some Member States may promote a ‘national indus-
trial policy,’ aiming at the creation of ‘national champions’. Among possible
justifications, some may argue that such a policy may ensure adequate
financing of the national economy. Such interference might not require formal
powers or rules to materialize. Indeed, as evidenced in the previous sections,
there are many obstacles to overcome to carry through a cross-border merger
that it is realistic to think that no cross-border merger can be achieved if there
is a strong political opposition” (European Commission, 2005, p. 9).

Part of the problem arises from a fundamental lack of trust between national
regulators/supervisors, wherein they do not believe their counterparts in other
EU member states can guard systemic stability and ensure investor protection
as effectively as they can, leading to a certain reticence to allow home country
control to operate as it should. It is highly likely that a lack of proper coordi-
nation mechanisms, including regular and detailed information exchanges, is a
critical feature in the culture of mistrust. As such, it should be pared down through
the application of horizontal transparency. Trust-building between national
regulators/supervisors, must therefore be considered the ultimate aim of hori-
zontal transparency. The latter is a signalling mechanism whereby regulators
from one member state indicate to their colleagues in other member states that
they are not engaging in unfair regulatory competition, that is, harmful compe-
tition in which they pass on the negative externalities of their policies to their
neighbours (such as financial instability through lax supervision of financial
institutions).

Horizontal transparency is especially vital in the supervision of financial insti-
tutions with cross-border operations, and as evidenced by its inclusion in
Principle 1 of the Core Principles on Effective Banking Supervision (Basle
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Committee on Banking Supervision, 1997).22 The need for transparency is press-
ing in the context of increased European financial market integration, which
requires consistent implementation of EU legislation and optimal convergence of
supervisory practices. The importance of supervisory transparency and account-
ability has been stressed by the Basle Committee and by the new capital adequacy
directive. This will require supervisors to make disclosures that allow meaningful
comparisons of supervisory rules and practices across Europe. In its consultative
paper (CP05) CEBS defined supervisory transparency as a comprehensive policy
of transparency. Its aims are to make information related to prudential supervision
available in a timely manner to all interested parties, including credit institutions,
investment firms, other market participants, other supervisors and consumers. The
proposed framework is meant only to provide information. It is not meant to limit
in any way the ability of individual national supervisors to act in a flexible, timely
and independent manner when required. The supervisory disclosure framework
has two main goals: enhancing the effectiveness of supervision and helping to
promote a level-playing field throughout Europe.

It is clear that in the context of implementing Basel II in Europe, transparency
is essential to more efficient and effective information exchanges in the context of
the supervision of large groups established and operating in different Member
States as well as to promote the comparison of regulatory/supervisory best prac-
tices. Various policy measures, such as the concept of a “lead supervisor” advo-
cated by the European Financial Services Roundtable, can neither be efficient nor
effective in the absence of horizontal transparency. Thus, horizontal transparency
is an essential pillar of a sound macro-prudential framework in terms of the super-
vision of regulated entities as well as self-regulated organizations.

7.6 Conclusion

The simultaneity of the aforementioned tandem of paradigm shifts — one exoge-
nous (the globalization of financial markets), the other endogenous (policy-driven
EU financial integration) — has posed important new challenges for national reg-
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22Principle 1 states that “an effective system of banking supervision will have clear responsibilities
and objectives for each agency involved in the supervision of banks.” This requirement is developed
further in the Core Principles Methodology, the implementation guide used by the IMF and the World
Bank in their joint Financial Sector Assessment Program. The Core Principles Methodology states
that supervisory agencies should set out their objectives, should be subject to regular review of their
performance against their responsibilities and objectives through a transparent reporting and assess-
ment process, and should ensure that information on the financial strength and performance of the
industry under their jurisdiction is publicly available.
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ulators and supervisors within the EU. Whether the twin objectives of creating an
operational internal market and maintaining a regulatory framework that can
withstand the forces of global arbitrage are compatible remains an open question.
Some believe that rigorous internal competition will be the springboard for global
competitiveness. Others fear that the rules necessary to ensure the emergence of
an internal-level playing field may lock up resources that EU financial services
firms would otherwise have invested in the development of innovative products
and processes, thereby detracting from their ability to compete in global markets.
In an age where capital flows are footloose, finding the optimal policy mix that
can reconcile the push for ever deeper integration within the EU with the imper-
ative of creating a flexible regulatory architecture remains a daunting outstanding
challenge for public authorities.

This chapter has argued that in the face of the twin paradigm shifts described
above, regulators in the EU, whether at the national or supranational (intra-EU)
levels, will have to find a middle ground between competition and cooperation,
or “co-opetition.” The interdependence of markets has reached a point where the
need to coordinate policy responses is essential, particularly for large economic
regions whose regulatory initiatives are susceptible to spillover effects that impact
other regions. At the same time, a healthy degree of regulatory competition ensures
that regulatory authorities act in a way that is predictable, credible, proportionate
and accountable. Transparency is an essential vector of the co-opetition equilib-
rium, since it engenders public confidence in regulators (the vertical transparency
component) and it builds trust between supervisors (the horizontal transparency
component). Together, these two dimensions of transparency highlight its impor-
tance throughout the policy process.

As explained throughout this chapter, part of the reason the EU internal mar-
ket for services is not functioning properly lies in the extensive regulatory barri-
ers to trade that impede cross-border service provision and efficiency-enhancing
cross-border consolidation in the form of mergers and takeovers. These barriers
have amounted to an absence of a true “mutual recognition culture” (Pelkmans,
2002) and hence prevent the system of home country control from working
effectively. A culture of mutual recognition will only arise in financial services if
greater trust emerges between national supervisors. At the wholesale level,
national protectionism often takes the guise of a prudential precautionary princi-
ple, whereas at the retail level, it is buttressed by the myth that investor protection
is always better achieved by the home member state. Both forms of protectionism
are choking the emergence of a truly integrated financial market. Greater regula-
tory transparency can vitally contribute to rectifying this situation.

Cross-border consolidation, especially in the areas of asset management,
clearing and settlement and banking activities, is essential to improving the
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efficiency of financial services provision in Europe — and hence in driving
improved growth outcomes. By underpinning the key objectives of financial reg-
ulation and supervision, namely, stability, efficiency and public confidence in
markets, transparency contributes to, and improves, the quality of regulation and
supervision of financial institutions. Transparency remains an indispensable facet
of effective supervision in the EU pyramid of overlapping tiers of governance. In
its vertical component, transparency enhances the ability of public authorities to
identify market failures and to react to them in the most efficient manner, and in
its horizontal component, transparency renders enhanced cooperation between
regulators/supervisors more credible. As a result, market quality, the quality of
bank intermediation and the quality of regulation/supervision can all improve
markedly, yielding efficiency gains that translate into welfare improvements. In
addition, greater transparency will enhance the legitimacy of EU institutions and
regulatory agencies and therefore allow them greater flexibility as proper demo-
cratic controls are ensured.

To the extent that greater policy credibility and transparency will boost
investor confidence, reduce borrowing costs for corporations and improve the
efficiency of service provision, improved governance of the EU financial sector
should yield a material growth increase in the EU at a time when the trinity of
challenges that are ageing, global competition and the costs of enlargement are
weighing down on public finances. Better governance of the EU’s “single” mar-
ket for financial services can only help to realize the unexploited potential of this
powerful engine for economic growth.
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Chapter 8

Bank Insolvency Procedures and Market
Discipline in European Banking

Apanard Angkinand and Clas Wihlborg

8.1 Introduction

The potential role of market discipline in the regulatory and supervisory frame-
work for the financial sector has received increasing attention in recent years.
While many academics have emphasized market discipline for a long time,1 reg-
ulatory bodies until recently have viewed their own activities as substitutes for
market discipline in the banking sector in particular. The Basel Committee’s pro-
posal for a new Capital Accord for Credit Institutions (Basel II) represents a devi-
ation from this view in that it considers discipline as the Third Pillar of the Capital
Adequacy Framework. Although the actual proposal does not go far, its view of
market discipline as an integral aspect of the regulatory framework — and one
that can be enhanced by regulatory measures — represents a break in regulatory
philosophy.

Capital requirements may contribute to market discipline themselves by forc-
ing banks to risk shareholder capital in lending activities. This disciplinary effect
presumes that shareholders do not perceive themselves as implicitly protected by
potential bailouts in case of bank failures.

Many academics have argued for the inclusion of mandatory subordinated
debt in the capital requirements in order to strengthen market discipline per se,

1The “narrow banking” proposal (Litan, 1991; Pierce, 1991) represents one attempt to enhance mar-
ket discipline for credit institutions.
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and to provide information to supervisors about the financial health of banks.2

Similarly, partial deposit insurance schemes could contribute to the awareness of
the risk of bank failures. Others emphasize the role of regulation and supervision
within a strong institutional environment in coping with the moral hazard induced
by explicit and implicit guarantees of banks’ creditors (see, for example,
Demirgüç-Kunt and Huizinga, 2004).

One aspect of market discipline related to the motivation for this chapter is the
issue of credibility of non-insurance of subordinated debt holders, other non-
insured depositors, and shareholders. For a group of creditors to be convincingly
non-insured, explicit and implicit insurance schemes for financial sector firms need
to be limited, and each creditor group must know the order of priority of its claim
in case of bank failure. Thus, transparency of distress resolution procedures by
means of ex ante rules and enforcement powers is a requirement for market dis-
cipline. Without credible non-insurance stakeholders need not worry about the
probability of bank failure, and banks will not compete for depositors funds by
striving to be the best risk evaluators and managers.

In this chapter, we discuss bank crisis resolution procedures in Europe and
test empirically the hypothesis that market discipline in Europe is enhanced by
the existence of credibly non-insured creditors of banks. We argue that the
credibility of non-insurance depends strongly on the degree of coverage of
deposit insurance schemes, and on the existence of transparent, institutionally
supported distress resolution procedures for banks, including explicit proce-
dures for the liquidation of insolvent banks. As in Angkinand and Wihlborg
(2005) we expect there to be an optimal degree of coverage of deposit insur-
ance that maximizes market discipline and minimizes the probability of bank-
ing crisis.

The relevance of this paper within the framework for analysis of transparency
set out in the introductory chapter, lies in the relation between the rules and reg-
ulation of financial institutions and the cost of capital of non-financial firms. The
regulatory and legal framework for financial institutions and its transparency
affect the level of, as well as the relative cost of, debt by influencing the incen-
tives of bankers to manage and price credit risk in an efficient manner.
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2The idea of using subordinated debt as an instrument of disciplining banks goes back to the 1980s,
in particular to proposals made in the U.S. by the Federal Deposit Insurance Corporation (1983) and
by Benston, Eisenbeis, Horvitz, Kane, and Kaufman (1986). A more recent elaboration can be found
in Calomiris (1999). The idea was part of a joint statement by a subgroup of the Shadow Financial
Regulatory Committees of Europe, Japan, and the U.S. (1999, 2001), a statement by the European
Shadow Financial Regulatory Committee (2000), and it was a key, specific element in recent propos-
als from the U.S. Shadow Financial Regulatory Committee (2000, 2001).
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In the following, reasons for the increasing attention to market discipline
within the regulatory framework and the role of insolvency procedures are dis-
cussed in Section 8.2. We describe briefly the existing (lack of) procedures for
dealing with banks in distress in the EU in Section 8.3. In Section 8.4 we develop
the model to be tested and specific hypotheses. We test whether the probability
of banking crisis in a country falls as the credibility of non-insurance increases.
The data described in Section 8.5 cover 17 Western European countries between
1985 and 2003. In this section the proxy for credibility of non-insurance is
explained. We also test whether the quality of institutions in the 17 countries
affect credibility. The empirical results are discussed in Section 8.6. The relation
between probability of banking crisis and explicit deposit insurance schemes is
described for Western and Eastern European countries. Conclusions follow in
Section 8.7.

8.2 The Role of Market Discipline 
and Insolvency Procedures3

Commercial banking has long been considered special because of a perceived
high risk of market failure, and because most creditors are explicitly or implic-
itly insured to safeguard against losses in case banks fail. The rationale for this
insurance is to be found in banks’ role in the payment system and the risk of
contagious bank runs. Without going into the economic validity of the risk of
bank runs and contagion, it is a fact that supervisory authorities and governments
in all countries offer a degree of insurance of banks’ creditors. There is explicit
deposit insurance in many countries, and expected bailouts imply a degree of
implicit insurance. This implicit insurance may be extended to shareholders as
well.

The insurance of banks’ or other financial institutions’ creditors implies that
the latter need not monitor risks. If, in addition, the insurance is not priced, then
banks have incentives to deliberately take on high risk–high return assets.4

Furthermore, under any system wherein banks do not compete by means of risk
evaluation skills there is a high likelihood that these skills will be “under-devel-
oped” since banks tend to resort to volume competition rather than quality and
price competition. Thereby, the financial system as a whole may fail to take
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3This section is based on Benink and Wihlborg (2002).
4See, for example, Dewatripont and Tirole (1994) and Freixas and Rochet (1997) for expanded treat-
ments of the economics of bank regulation.
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important risks into consideration even if bankers do not have the explicit inten-
tion to accept excessively risky assets.

Capital requirements in excess of the willingly held equity capital are intended
to ensure that shareholders have a stake in all projects, and, thereby, to reduce
incentives for risk-taking. The capital requirement for a particular asset deter-
mines its cost of capital for a bank. Thus, if assets with different risk–return char-
acteristics have the same capital requirement, banks favor those assets that offer
a relatively high expected rate of return. They can engage in “risk arbitrage” and
choose relatively risky assets offering the highest expected return among those
with a certain cost of capital. The Basel I Capital Adequacy Rules (Basel Com-
mittee on Banking Supervision, 1988) have been criticized severely for having
too few asset risk classes, “risk buckets”. Thereby, Basel I provides incentives for
risk arbitrage.

The regulatory dilemma that the Basel Committee has had to struggle with is
that if supervisors specify risk buckets that are too broad, as in Basel I, then a
bank’s expertise can be used for risk arbitrage, while if they specify risk buckets
too narrowly, then the incentives for banks to develop expertise in risk assess-
ment — their presumed comparative advantage — would be weakened.

The proposed solution to the regulatory dilemma of either allowing regulatory
arbitrage with broad risk buckets, or removing incentives for banks to develop
risk-assessment expertise, is to allow banks to use their own internal ratings as the
basis for risk-weighting of assets. Basel II (Basel Committee, on Banking Super-
vision, 2004) allows relatively sophisticated, international banks to use internal
ratings of loans as a basis for capital requirements. Any approach taken by a
bank to evaluate risk must be evaluated and accepted by the bank’s supervisory
authority.

Opportunities for risk arbitrage may exist under an “internal ratings standard”
as well, because risk weights are based on banks’ private information rather than
on external, verifiable variables. A major problem facing the supervisors is to
check the truthfulness of even estimates of probabilities of default. Even the
banks face great difficulties to translate their own ratings into probabilities of
default. Both the European Commission and the Basel Committee recognize the
potential scope for “gaming and manipulation” (see European Commission,
1999) within an internal ratings standard as the one proposed in Basel II.

Two “pillars” of the capital adequacy framework, supervision, and market dis-
cipline, carry the weight of having to limit excessive risk-taking and raise the con-
sciousness and quality of risk assessment in the banking community. Under Basel
II most of the burden of controlling banks’ internal risk assessment procedures is
placed on Pillar 2, i.e. on expanded and active supervision. Supervisory authori-
ties are expected to build up their expertise substantially in both quantitative and
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qualitative terms. In fact, supervisors are expected to work closely with the banks
when they develop and upgrade their internal risk-scoring models. The very close
cooperation envisioned between banks and supervisors is naturally intended to
reduce the information- and knowledge asymmetry between banks and supervi-
sors. However, banks will always be able to make decisions based on private
information. The intensified involvement of supervisors could instead lead to
greater “regulatory capture” in the sense that supervisors identify themselves
more strongly with the banks they supervise.

The implication of this discussion is that the need for market discipline as an
instrument to induce banks to hold sufficient capital (in total or relatively) for
their portfolios of risky assets is arguably stronger under the proposed new Basel
II accord. By market discipline we mean that market participants’ choices of
depository institutions give banks incentives to assign capital costs to credits that
reflect the banks’ best evaluation of credit risk from the point of view of share-
and debt holders, including depositors. To a particular cost of capital for a loan
corresponds a choice of debt and equity financing, including a certain amount of
equity held against a loan. If banks’ creditors are insured, their choices of depos-
itory institutions will be less sensitive to perceptions about banks’ risk-taking.
Therefore, shareholders have an incentive to use too much low-cost debt financing
to finance relatively risky loans.

Market discipline should also enhance incentives to compete by means of
credit-evaluation and pricing skills. Unintended underestimation of risk seems to
have been an important element of banking crises in, for example, the
Scandinavian countries and Japan. Regulators have generally been unable to
detect this kind of underestimation. There is obviously no guarantee that market
discipline will resolve this problem; but it increases the likelihood that market
participants will detect underestimation of risk, since banks’ risk-taking and pro-
cedures for assessing credit come under the scrutiny of a large number of
observers with stakes in the banks. Rating agencies naturally play a role as pro-
ducers of information that uninsured depositors and other creditors demand.

The European Commission and the Basel Committee rely on information dis-
closure to enforce market discipline. However, effective market discipline requires
not only that information is available to some observers, but also that the observers
value the information, and are able to impose a cost on the bank that releases neg-
ative information (or abstains from releasing positive information). As long as
depositors and other creditors of banks are insured, or implicitly expect to be bailed
out, information about potential credit losses is not going to be a major concern to
creditors. Another aspect is that the disclosed information is going to be more rel-
evant and effective if the choice of disclosed information is based on demand
for information in the market place.
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By putting their faith in rules for information disclosure alone to create mar-
ket discipline, the European Commission and the Basel Committee neglect that
the amount and truthfulness of information available in the market place depend
on incentives on the demand as well as supply side for information. Demand for
information is likely to influence both the quantity and the quality of information
supplied by the banks themselves, ratings agencies, and other analysts.

An indirect method for imposing market discipline is for regulators to use infor-
mation in the market risk premium on an uninsured portion of the bank’s debt to
assess a risk-premium on claims of insured creditors. By requiring banks to issue
a minimum amount of “credibly uninsured” subordinated debt, regulators may
obtain not only a discipline device, but also an information device for imposing
costs on banks in proportion to asset risk.5 In principle the yield spread on sub-
ordinated debt could be used to determine a deposit insurance premium for the
bank. The effective pricing of deposit insurance would essentially make capital
requirements unnecessary even for banks that are “too big to fail”. An alternative
route for the regulator is to use the information in the yield spread to adjust cap-
ital requirements and to intervene in the activities of banks approaching distress
(“prompt corrective action”).

The arguments in favor of subordinated debt are based on the assumption that
the subordination is credible and that the holders of subordinated debt will not be
bailed out when a bank faces distress. Any other mechanism that would make
banks’ creditors credibly non-insured would essentially have the same discipli-
nary effects as subordinated debt. In the following we argue that the credibility
of non-insurance of holders of subordinated debt, as well as of non-insured
depositors, is enhanced substantially by the existence of well-specified, ex ante-
determined insolvency procedures for banks. Deposit insurance, subordinated debt,
and prompt corrective action procedures are aspects of insolvency procedures.

The role of insolvency procedures for financial firms is in principle the same
as for non-financial firms. There are important differences between banks and
non-financial firms, however. First, banks supply liquidity. A large part of the lia-
bilities of banks are very short term and they play an important role in the pay-
ment mechanism. These liabilities may be subject to bank runs if creditors fear
non-repayment. Second, a large part of the short-term liabilities are inter-bank lia-
bilities that may contribute to contagion among banks if one bank fails. Third,
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5Subordinated debt proposals were mentioned in footnote 2. Recently, the literature analyzing the pro-
posals has been growing rapidly. Examples are Federal Reserve Board (1999, 2000), Federal Reserve
Board and Department of the Treasury (2000), Calomiris (1999), Evanoff and Wall (2000, 2001),
Sironi (2000a,b), and Benink and Benston (2001), and additional references below.
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creditors of banks in particular are diverse and many. Thus, banks do not gener-
ally have one or a few large creditors with a strong interest in resolution of dis-
tress. For non-financial firms a large creditor (a bank) often takes the lead in
restructuring distressed firms informally or formally in countries with effective
restructuring laws like Chapter 11 in the USA.6

For the reasons mentioned, regular bankruptcy law is not often applied in cases
when banks face distress. The USA and a few other countries have implemented
bank-specific insolvency procedures. Most other countries simply do not allow
banks to fail. Although many economists have argued that the fear of contagion
of a bank failure is exaggerated, few governments are willing to test this belief.

One response to the fear of contagion is deposit insurance. The USA with its rel-
atively complete deposit insurance coverage is actually the country that seems most
likely to allow banks to fail. Partial deposit insurance schemes, as the ones man-
dated in the EU, provide a level of protection for small investors but they may not
substantially reduce the risk of contagion. Therefore, the governments’ incentives
to bail out depositors, and even shareholders, remain.

The recurrence of bank failures across the world suggests that a combination of
preventive and remedial measures is needed. A regulatory authority facing an actual
or perceived threat to the banking system is compelled to respond in order to elim-
inate the risk of bank runs. The authority or its government may bail out banks fully
or partially — even nationalizing the banking sector, as in Norway in the late 1980s.
Other solutions include (a) debt restructuring, (b) a mix of government and more or
less voluntary private assistance, and (c) the creation of specialized agencies to take
over bad loans, such as the Resolution Trust Corporation in the USA.

Even though these solutions may assist in restoring a functioning market, they
tend to be assembled by regulators, central banks, and governments in times of
crises. Therefore, they fail to provide the sector with transparent, predictable con-
sequences in cases of mismanagement or excessive risk-taking. When the crisis
occurs the political pressures to resolve it by protecting strong interest groups are
high. Ex ante knowledge of these political pressures lead to expectations of
bailouts. Thus, generally acceptable rules for resolving banking crises must be
determined ex ante in order to make statements about a non-bailout policy credi-
ble. Furthermore, the non-bailout policy must be politically acceptable. This
acceptability can be achieved by limiting the non-insurance of creditors to a cer-
tain amount per deposit, or by limiting the non-insurance to particular groups of
creditors.
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6See Wihlborg and Gangopadhyay with Hussain (2001) for a discussion of formal and informal insol-
vency procedures. See also Chapter 6 in this volume.
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Transparent, pre- and well-specified insolvency procedures for banks could
increase the credibility of no bailout policies, enhance market discipline and
thereby reduce the probability of banks facing distress, and where distress occurs,
prevent one bank’s failure to have contagion effects.

The European Shadow Financial Regulatory Committee (1998) proposed the
following characteristics of distress resolution procedures to achieve the objec-
tives discussed:

1. There should be pre-specified trigger capital ratios for pre-specified regulatory
or legal action (prompt corrective action).

2. If a bank’s capital is depleted it must be closed and liquidation promptly ini-
tiated. This trigger point may actually be set at a positive capital ratio given
uncertainty about asset values.

3. Priority among creditors must be pre-specified in such a way that claims with
high liquidity value are given priority.

4. Valuation procedures should be made transparent.
5. Since liquidation takes time, claims on banks with high liquidity value can

remain liquid only if other banks or the central bank are organized ex ante to
provide temporarily the liquidity held up during the liquidation process.
Banks may have incentives to organize such arrangements, if clear liquida-
tion procedures exist, but if they do not, then regulators must make sure that
arrangements exist.

6. The central bank should be prepared to provide exceptional liquidity only
under conditions where a bank’s failure may create systemic problems. The
lender of last resort function should not be extended to insolvent banks.

7. The authorities managing a crisis must be made independent of ad hoc politi-
cal pressures in order to enhance the credibility of the intervention process.

8.3 Distress Resolution Procedures in Europe

As noted few countries have administrative or legal rules specifying procedures
for resolution of distress of a bank. The USA with its high coverage deposit insur-
ance system has been leading in the creation and implementation of pre-specified
rules. The Federal Deposit Insurance Corporation Improvement Act (FDICIA) of
1991 sets trigger capital ratios for specific “prompt corrective actions” by banks
and regulatory authorities. There are four trigger points at which the FDIC in par-
ticular must take action or order the bank to take certain actions. The Fed’s ability
to act as “Lender of Last Resort” has been strongly restricted unless there is sub-
stantial systemic risk. Questions remain, however, about the ability and willingness
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of the Fed and the FDIC to follow the prompt corrective action procedures if the
bank in distress is considered “too big to fail”.

The American procedures can be compared to Chapter 11 of the bankruptcy
code for non-financial firms. This legislation is primarily aimed at restructuring
rather than liquidation and the same can be said about the FDICIA. The legisla-
tion therefore has certain disadvantages in that it does not provide much guidance
for liquidation of banks. Thereby, it does not provide strong incentives for private
initiatives to enter contractual arrangements ex ante for how to resolve liquidity
problems or inter-bank claim settlements. Nevertheless, it increases the credibil-
ity of both the insurance of depositors and the non-insurance of depositors
beyond the pre-specified amounts.

Norway is another country with pre-specified distress resolution procedures
for banks. Already before the Norwegian banking crisis there were rules for “pub-
lic administration” of banks in distress. The procedures are more similar to liqui-
dation procedures than to restructuring procedures and the distressed bank is not
expected to remain under public administration for long. Perhaps because of the
concentration of the Norwegian banking industry, no bank can be allowed to fail.
As a result, the public administration procedures were not employed during the cri-
sis in the late 1980s. Instead the banks were nationalized. They were re-privatized
again several years later. In spite of some revisions of the procedures after the
banking crisis, the spirit of the law is unchanged. From the perspective of those
responsible for financial system stability the procedures should be used as lit-
tle as possible. Instead, the Norwegian Financial Supervisory Authority has
obtained stronger powers to intervene when a bank approaches distress. This
intervention is not strongly rule based as in the USA.

The Norwegian case illustrates that it is not merely the existence of pre-
determined insolvency procedures that matter. The banking industry in Norway —
like in many other small countries — is dominated by few banks. Therefore, each
bank tends to be “too big to fail” making any crisis systemic in the eyes of
authorities. If so, liquidation of a distressed bank is not a politically acceptable
alternative and liquidation procedures will not be enforced. Thereby, they lose
credibility.

In the vast majority of countries there are no formal distress resolution proce-
dures for banks. Regular bankruptcy laws apply in principle on banks. In some
countries insolvency law may include procedures that are particularly suitable for
banks. In particular, the UK insolvency law includes a procedure called “admin-
istration” designed to enable reconstruction of a firm. An administrator can be
appointed by either a group of creditors or a court to lead a distressed firm. The
administration procedures are similar to Chapter 11 in several ways except that
the administrator takes over management functions. In administration the firm is

Bank Insolvency Procedures and Market Discipline 209

Ch008.qxd  3/9/06  5:46 PM  Page 209



protected from actions by creditors, while negotiations with creditors are ongoing
(see also Chapter 6 in this volume). The intention of administration is to be short
lived and the administrator can enter new agreements with the purpose of avoid-
ing liquidation.

After 1997, the British FSA has been given strong authority to issue rules for
banks with the purpose of ensuring financial stability. The FSA can force a bank
to enter bankruptcy or administration proceedings. It has the right to issue opin-
ions about the result of administration proceedings. The division of responsibil-
ity between the FSA, the Bank of England, and the Ministry of Finance has been
specified in a “Memorandum of Understanding”. However, the distress resolution
procedures for the FSA are not as clearly rule-based as in the USA.

The issue of crisis management for banks has been addressed by the EU. In
particular, the coordination problem arising when an international bank faces dis-
tress has led to some activity with respect to development of principles for crisis
resolution. Since most major banks within the EU have some international activ-
ity, these principles are the closest the EU comes to insolvency procedures for
banks.

In a “Report on Financial Crisis Management” the Economic and Financial
Committee7 states that “there is no blueprint for crisis management” and as a gen-
eral principle “private institutions should be involved as much as possible in both
crisis prevention and, if this fails, in crisis management . . . If financial losses
occur, the firm’s shareholders should bear the costs and its management should
suffer the consequences. For this reason, the winding down of the institution may
be a sensible strategy.” EU crisis management procedures do not become more
specific than this.

The report emphasizes information sharing, coordination, and solutions on a
very general level. On the issue of coordination and the assignment of responsi-
bility for decision making with respect to crisis management the report states that
“the presumption in international banking supervision is that the home country
authorities are responsible for decisions on crisis management”. However, “the
principle of home country control is not directly applicable to foreign sub-
sidiaries, as the host country authorities are obliged to treat these as domestic
institutions with their own legal identity. In the event of a crisis at a foreign sub-
sidiary, the host country supervisor — which is in fact the subsidiary’s home
country supervisor — can take any preventive measure envisaged in this context.”
Since most international activity takes place in subsidiaries there is very little
guidance in these statements.
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Other sections of the report refer to alternative solutions in a bank crisis.
Private sector solutions are “preferred” but “liquidity support might have to be
granted in order to stabilise the troubled institution or the market as a whole in
order ‘to buy time’. In a less volatile environment, public measures may then be
considered, if the winding-down of the institution is not a viable option.”
Competitive implications of crisis management measures are also discussed in a
separate section.

The implication for crisis management of these very general principles is that
central banks, financial supervisors, and responsible ministries in home and host
countries will become involved when a bank with international activities faces
distress. Burden sharing easily becomes a major concern in negotiations rather
than long-term consequences for incentives of stakeholders in banks. The lack of
clear and transparent procedures in combination with the need to act quickly and
the political incentives to protect depositor groups creates a system where the
authorities are obliged to support the distressed bank.

As a country experiencing a severe banking crisis in the early 1990s, Sweden
has had a debate about distress resolution procedures during the 1990s. The
Swedish banking crisis was essentially resolved by the issuance of a blanket guar-
antee for all bank creditors. Even shareholders were indirectly bailed out by this
guarantee. Before the crisis there was neither formal deposit insurance nor any
bank distress resolution procedures. Depositors and other creditors were never-
theless correct in assuming that they were implicitly insured.

In 2000 a government committee proposed specific legislation for a separate
insolvency law for banks, much in the spirit of the Shadow Committee proposal
described above. Specifically, the proposal for “public administration” contained
a mixture of the American and the Norwegian rules. Like the American FDICIA
the purpose of the proposed procedures was primarily to make restructuring pos-
sible. Liquidation procedures were also clearly specified. For example, the liq-
uidity problem was addressed directly. The proposal is “resting” after being
positively received although some reservations on specifics were expressed by,
for example, the Swedish FSA.

The internationalization of Swedish banks have also created a need for
“Memoranda of Understanding” between Swedish and foreign authorities with
respect to banking supervision. The merger of four major Nordic banks into the
pan-Nordic Nordea necessitated agreements among authorities in Sweden,
Denmark, Norway, and Finland. There is a Nordic Memorandum of Understanding
and there is a specific Memorandum with respect to supervision of Nordea.
Furthermore, the dominating ownership role of Swedish banks in Estonia has led
to a Memorandum of Understanding between the Estonian and the Swedish
Financial Supervisory Authorities.
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The principles laid down in the Nordic memoranda are similar to and refer to
the EU principles discussed above. The Swedish Estonian memorandum refer
more directly to “Crisis; bankruptcy; winding-up” in the following paragraph:

The Estonian and Swedish authorities shall inform each other,
without delay, if they become aware of any pending crisis con-
cerning particular credit institutions with cross-border establish-
ments in the other country or if the crisis is limited to a particular
cross-border establishment. Also crisis, which may indirectly
affect credit institutions, shall be subject to the exchange of infor-
mation. In either case, the host country authority shall collaborate
with the home country authority if supervisory countermeasures
are to be taken by the latter. Moreover, the host country maintains
the right to apply its own procedures concerning the winding up
and reorganization of cross-border establishments to cross-border
establishments that are on the verge of bankruptcy.

These principles with respect to crisis management are hardly more transpar-
ent than those for the EU as a whole. If a crisis occurs, ad hoc solutions must be
developed quickly in committees including central banks, financial supervisors,
and ministries in the countries concerned.

The conclusion of this overview of insolvency procedures for banks in Europe
is that transparent rules that could enhance the credibility of non-insurance of
creditor groups are lacking. There is also little variation across countries. There is
some variation in terms of independence of supervisory authorities and more gen-
eral institutional quality reflecting, for example, the efficiency of the legal system
with respect to contract enforcement. These institutional characteristics may have
an impact on, for example, the degree to which “private solutions” will be sought
in line with the stated principles of the EU. In the empirical section below, we ask
whether institutional characteristics of EU countries affect the credibility of non-
insurance of banks’ creditors.

8.4 Testing for the Relationship between Credibility 
of Non-insurance and Market Discipline

We test the effect of the credibility of non-insurance on the market discipline in
the banking sector by using a sample of 17 European countries during the period
of 1985–2003. Following Angkinand and Wihlborg (2005), AW in the following,
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we measure the extent of market discipline by using country-level data for the
probability of banking crises, which is expected to be higher for a country that
lacks market discipline. Lacking a direct proxy for credibility of non-insurance
we argue as in the mentioned paper that there is a U-shaped relationship between
credibility of non-insurance and explicit deposit insurance coverage. Thus we
also expect U-shaped relationships between degree of moral hazard and explicit
deposit insurance coverage, and between the probability of banking crisis and
explicit deposit insurance coverage. Figure 8.1 from AW illustrates the hypothe-
sized relationships.

The U-shaped curve in the figure can be viewed as the vertical sum of an
upward sloping relation between explicit deposit insurance and moral hazard at
a given level of implicit guarantees, and a downward sloping relation showing
how the credibility of non-insurance declines with lower explicit coverage.
Extensive non-insurance has no credibility. In other words, if explicit deposit
insurance is non-existent or very low, moral hazard will be high. The reason is
that the fear of contagion in a crisis, as well as considerations of consumer pro-
tection, compels authorities to intervene rapidly to guarantee depositors’ funds
by bailing out the bank. Thereby it can remain in operation. Shareholders may
or may not be bailed out but depositors will. A common response in this situa-
tion is to issue a blanket guarantee to all creditors. On the other hand, if explicit
deposit insurance is complete or nearly so, the moral hazard will be generated
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by the explicit insurance itself. Credible non-insurance requires partial insurance
of depositors. The coverage must be high enough that the non-insurance does not
have severe political ramifications and that contagious bank runs are not likely
to occur.

Angkinand and Wihlborg (2005) find that the implied positive quadratic rela-
tionship between probability of banking crisis and explicit deposit insurance cov-
erage is significant in a panel data analysis of banking crises in 140 countries, as
well as subsamples, for the period of 1985–2003. In this paper we focus on 17
European countries covered by available data.

Hypothesis 1. The probability of banking crisis (reflecting strength of moral
hazard incentives) in individual European countries is minimized at an interme-
diate level of explicit deposit insurance coverage, where the credibility of non-
insurance of some creditor groups is high.

We have argued that insolvency procedures could enhance the credibility of
non-insurance but we cannot test this proposition directly since there is no varia-
tion across the countries with respect to this variable. We will introduce other
institutional characteristics that may influence the credibility of non-insurance
below. In the figure, higher credibility of non-insurance at a given level of explicit
coverage causes the U-shaped curve to shift down and more so for low levels of
explicit coverage where the credibility is very low.

Hypothesis 2. Institutional characteristics, such as the existence of ex ante
insolvency procedures for banks, contributing to credibility of non-insurance
reduces the probability of banking crisis for a given level of explicit insurance cov-
erage, and the reduction is greater the lower the level of explicit coverage.

There exists a substantial literature on the relationship between deposit insur-
ance, the probability of banking crisis, and the output costs of banking crises.
This literature is reviewed in AW.8 It suffices to note that most empirical studies
indicate that the probability of banking crisis is an increasing function of deposit
insurance coverage. The relationship is not always significant, however. Output
costs of banking crises, on the other hand, tend to be declining with higher
explicit coverage but this result is controversial. The results in AW confirm that if
the analysis is constrained to a linear relation between probability of banking cri-
sis and explicit deposit insurance coverage then a positive relationship is found
but if the quadratic formulation is allowed for, then the U-shaped relation is
obtained.

214 Apanard Angkinand and Clas Wihlborg

8Examples are Angkinand (2005), Demirgüç-Kunt and Detragiache (1998, 2002), Demirgüç-Kunt and
Kane (2002), Eichengreen and Areta (2000), Gropp and Vesala (2001), Hoggarth and Reidhill (2003),
Honohan and Klingebiel (2003), Hutchison and McDill (1999), and Hoggarth, Jackson, and Nier
(2005).
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Angkinand (2005) analyses the impact of institutional variables such as Law
and Order, Supervisory Power, and Corruption on the relationship between prob-
ability of banking crisis and deposit insurance. She finds limited but significant
impact of some institutional variables. For example, corruption tends to be posi-
tively associated with banking crisis. We return to institutional variables when
Hypothesis 2 is tested below.

Now, we turn to empirical methodology and data. Following AW logit regres-
sions are estimated on the following banking crisis model:

Li,t � ln��1�

Pi

P
,t

i,t
�� � α � βkxk,i,t � δ1DIi,t � δ2(DI

2

i,t
) � εi,t (8.1)

where Pi,t � prob(BCi,t � 1 | xi,t, DIi,t) � , BCi,t is a 

banking crisis dummy variable, which takes a value of 1 in a crisis year, and 0 if
there is no banking crisis. ln[Pi,t /1� Pi,t] is the odd ratio of the logit estimation,
where Pi,t is the probability that a banking crisis occurs, or when BCi,t equals to
1. The subscript i refers to a country and t indicates time. To test our U-shaped
relationship hypothesis, we enter the variables for explicit deposit insurance cov-
erage (DI ), in a banking crisis regression in a quadratic functional form. If there
is evidence supporting the hypothesis of the U-shaped relationship, then the esti-
mated coefficient of squared term (δ2) should be positive and significant, and the
estimated coefficient of linear term (δ1) should be negative and significant.

The banking crisis dummy is obtained from the World Bank database used in
most of the empirical work on the subject (see Caprio and Klingebiel, 2003). The
judgment of whether a country has had a banking crisis or not a particular year is
somewhat subjective. The crisis must have been serious enough to have had a
potential impact on GDP but it need not have been systemic.9 We will actually
distinguish between systemic banking crises and those that were not considered
systemic by the World Bank analysts.

In the equations above, x is a k-element vector of control variables; real GDP
per capita, real GDP growth rate, the ratio of money supply to international
reserves, the ratio of domestic credit provided by banking sector to GDP, and the
ratio of current account to GDP. The current account surplus is expected to reduce
the probability of crises. The ratio of M2 to foreign reserves and the growth rate of
the ratio of domestic credit to GDP are expected to have a positive relationship

1
���
1 � e�(α � βkxi,t � δ1DIi,t � δ2DI 2

i,t)
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9The failure of one of thousands of small, US commercial banks or of a very local German Sparkasse
would not constitute a banking crisis.
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with the probability of crises. The increase in the money supply relative to
reserves and the credit growth rate reflects the expansion of credits that may con-
tribute to unsustainable rise in asset prices and the bank exposure to foreign
exchange risk, which may increase the likelihood of financial crises.10 εi is the
error term.

We also test whether the credibility of non-insured deposits can be enhanced
in a country with strong institutional environments including prudent financial
regulation and supervision, independence of political pressure, and high quality
of domestic institutions. We test this hypothesis from the following model
specifications:

Li,t � ln��1�

Pi

P
,t

i,t
�� � α � βk xk,i,t � δ1DIi,t � δ2(DI 2

i,t) (8.2)

� φ(Institution � DI 2
i,t) � θ(Institution) � εi,t

Each regression includes the same set of control variables previously discussed,
institutional variable, and the interaction term between an institutional variable
and the squared term of partial deposit insurance variable.11 The positive summa-
tion of φ and δ2 indicates the U-shaped relationship between the probability of
crises and the extent of deposit insurance coverage. If a strong institutional envi-
ronment increases the credibility of non-insured depositors as Hypothesis 2 sug-
gests, the expected negative impact on the probability of banking crisis should be
revealed through a negative φ and a negative θ.

8.5 Data

Summary statistics for the non-institutional variables are presented in Table 8.1,
dates of banking crises in the 17 countries are presented in Table 8.2 and charac-
teristics of the deposit insurance systems and the financial regulatory environment
are shown in Table 8.3.

8.5.1 Data on Banking Crises

The country-level data for banking crisis dates for 17 European countries between
1985 and 2003 are from Caprio and Klingebiel (2003), who compile the data based

216 Apanard Angkinand and Clas Wihlborg

10A lag of the ratio of current account to GDP and credit growth is used in the estimation.
11The interaction term between an institutional variable and the linear term of partial deposit insur-
ance variable is not included, since it leads to the failure of the prediction in logit regressions.
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Table 8.2: Dates of banking crises (1985–2003).

Country Systemic banking Non-systemic 
crises banking crises

Austria — —
Belgium — —
Denmark — 1987–1992
Finland 1991–1994 —
France — 1994–1995
Germany — —
Greece — 1991–1995
Iceland — 1985–1986, 1993
Ireland — —
Italy — 1990–1995
Netherlands — —
Norway 1987–1993 —
Portugal — 1986–1989
Spain 1985 —
Sweden 1991 —
Switzerland — —
U.K. — —

Source: Caprio and Klingebiel (2003).

12The data for the ratio of coverage limit per GDP and the ratio of coverage limit to deposits are taken
from Claessens, Klingebiel, and Laeven (2004), who also construct these variables based on the World
Bank Deposit Insurance database.

on the published financial sources and interviews with experts (see Table 8.2). We
use the data of banking crises, which are classified into both systemic and non-
systemic (i.e. smaller or borderline) crises. A systemic banking crisis is defined as
the situation when much or all of bank capital is exhausted, and a non-systemic or
smaller banking crisis is identified when there is evidence of significant banking
problems such as a government intervention in banks and financial institutions.

8.5.2 Data on Partial Deposit Insurance

Data for deposit insurance variables are from the database of Deposit Insurance
around the World published by Demirgüç-Kunt and Sobaci (2000) at the World
Bank.12 We use three variables to capture the partial extent of coverage limit of
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deposit insurance. The first variable, called the comprehensive deposit insurance
(Comprehensive DI), is constructed by aggregating dummy variables of various
designs of deposit insurance coverage. These dummies are the foreign currency
deposits covered (which is equal to 1 for explicit deposit insurance that protects
foreign currency deposits, and 0 otherwise), the interbank deposits covered
(which is equal to 1 for explicit insurance that protects interbank deposits, and 0
otherwise), and the no-coinsurance dummy (which is equal to 1 if the explicit sys-
tem has no coinsurance, and 0 otherwise). The second variable is coverage per
GDP (or CovGDP), which measures the coverage limit per deposit relative to
GDP per capita, and the third variable is coverage per deposit (CovDeposit),
which measures the coverage limit per deposit relative to total deposits per GDP
per capita.13 Table 8.3 reports deposit insurance data for 17 European countries in
our sample.

8.5.3 Data for Bank Regulation and Supervision, Institutional Quality,
and Political Independence Variables

We use variables to measure institutional environments from two datasets: the
database of Regulation and Supervision of Banks around the World, compiled by
Barth, Caprio, and Levine (2004), and the International Country Risk Guide
(ICRG). These variables are separated into three groups. For each variable a
higher value indicates a stronger institutional environment. The first group meas-
ures characteristics of financial regulation and supervision. Three variables are
employed from Barth et al.’s dataset. These variables are prompt corrective power
(PCP), which indicates the existence of bank solvency trigger points for inter-
vention and the authorities’ power to intervene, official supervisory power
(Ospower), which measures the extent of supervisory authority power in taking
actions to prevent and resolve financial problems, and capital regulatory index
(Crindex), which captures the extent of capital requirement stringency.14,15 The

13For observations prior to the establishment of a formal deposit insurance system (the database of
Deposit Insurance contains the dates in which a formal explicit deposit insurance system was estab-
lished across countries in each country), the dummy for partial deposit insurance is assigned a value
of 0, indicating the potential existence of implicit deposit guarantee.
14The official supervisory power variable is scaled 0–16, based on 16 surveyed questions; higher score
indicates greater supervisory power. The capital regulatory index is scaled 0–9 on the basis of 9 sur-
veyed questions.
15The data from Barth et al. are primarily available from 1999, so the extent of regulations and super-
visions is assumed not varying overtime. Barth et al. also compile historical data for some regulation
and supervision variables and find that those variables have only marginal change over time.
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variables in the second group capture the extent of independence of crisis man-
agement from ad hoc political pressures. Two variables are court involvement
(Courtinv) and political independence of supervisory authority (Indpoli). These
variables are also from Barth et al.’s dataset and shown in Table 8.3. The last
group measures the quality of domestic institutions, which are rule of law (Law),
corruption (Corrupt), and bureaucratic quality (Bureaucracy). These variables
are compiled by the ICRG.16

The data for economic and financial variables, which are controlled in the
models, are from the International Financial Statistics and World Development
Indicators, the World Bank.

8.6 Empirical Results for the Probability of Banking Crisis
and Explicit Deposit Insurance

Table 8.4 reports regression results for the effect of explicit deposit insurance
coverage on the probability of banking crises. The three variables for partial-
ity of explicit deposit insurance, which are defined in Section 8.4, enter the
regressions in both a linear and quadratic functional form. The regression in
column 1 shows that the 0/1 dummy for explicit deposit insurance alone does
not explain the likelihood of banking crises for the sample of European coun-
tries during the period of 1985–2003.17 All European countries have explicit
deposit insurance systems toward the end of the period but not throughout the
estimation period beginning in 1985. Columns 2–7 report regression result
when taking into account the cross-country difference of deposit insurance
coverage. Columns 2, 4, and 6 show the results with linear specification as in
most of the literature. For all proxies of coverage the coefficient for explicit
coverage is positive and significant. However, when the quadratic term is intro-
duced in columns 3, 5, and 7 the linear term becomes negative for two proxies
for explicit coverage and very small and insignificant in the third case (column
7). At the same time the quadratic term enters positively in all three cases and
significantly for two proxies of explicit coverage in columns 3 and 5. Thus, the
hypothesized quadratic relationship is strongly supported when explicit deposit

Bank Insolvency Procedures and Market Discipline 221

16The rule of law and corruption variables are scaled 0–6. The bureaucratic quality variable is scaled
0–4.
17The negative sign of estimated coefficient of the explicit deposit insurance dummy is consistent with
Gropp and Vesala (2001). They use the sample of European countries and find that explicit deposit
insurance systems decrease banks’ risk-taking incentives.
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Figure 8.2: The predicted probability of banking crises and coverage of explicit
deposit insurance measured as (a) coverage GDP per capita ratio and (b) com-
prehensiveness in terms of deposit types (range 1–4). Western European Countries 

(1985–2003).
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insurance coverage is measured by the Comprehensive DI variable and by
coverage limit per GDP per capita (CovGDP). When using the coverage limit
per deposit (CovDeposit) the coefficients still imply a U-shaped curve (i.e. the
linear term has a negative sign and the squared term has a positive sign), but
these estimates are not significant. In addition, by looking at the goodness of
fit of the models, the Wald Chi-square test points to the superiority of the
quadratic estimation. For control variables, the coefficients of real GDP growth
rate and the ratio of current account to GDP are negative and statistically
significant suggesting that on average countries with high economic growth
and a current account surplus experience lower probabilities of banking
crises.

Figure 8.2 shows the U-shaped relationship for the European countries. In
Figure 8.2a, the coverage limit per GDP/capita (covgdp) measures coverage of
explicit insurance. In Figure 8.2b, the Comprehensive DI proxy consisting of a
summation of dummy variables is used. It can be seen that the minimum proba-
bility of crisis occurs for a value of 1 for Comprehensive DI and a value slightly
below 2 for covgdp. The mean Comprehensive DI-value for the countries is 1.4
as shown in Table 8.1, while the mean covgdp value is 1.74. Thus, the probabil-
ity of banking crisis in Europe could be reduced by a reduction of the types of
deposits covered by insurance, while the coverage limit per deposit seems close
to the minimum point.

Regression results in Table 8.5 explore institutional environments that might
contribute to the increasing credibility of non-insured deposits and then market
discipline. Each regression includes the same economic and financial variable as
those used in Table 8.4, but they are not reported. In each case explicit coverage
is captured by the Comprehensive DI proxy.

Columns 1–3 focus on the regulation and supervision in the financial sector.
The significant positive coefficients for PCP and Crindex alone do not support the
hypothesis that stronger corrective action power and capital requirement strin-
gency reduce the probability of banking crisis. However, the significant negative
coefficients for the variables when they interact with the squared term for explicit
coverage indicates that the U-shaped relationship between the probability of cri-
sis and the coverage of explicit deposit insurance becomes flatter in countries
with stronger corrective action powers and capital requirement stringency. This
result is consistent with Hypothesis 2. Increased flatness can be interpreted to
mean that changes in explicit coverage have less of an effect on implicit insurance
and the credibility of non-insurance.

Turning to the other institutional variables we observe that higher quality of
rule of law and higher quality of the bureaucracy also increase the flatness of the

Bank Insolvency Procedures and Market Discipline 225
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Figure 8.3: The predicted probability of banking crises and the coverage of explicit
deposit insurance. Eastern European countries based on coefficient estimates for
emerging market economies in Angkinand and Wihlborg (2005). Notes: (1) Eastern
European countries include Estonia, Hungary, Lithuania, Poland, Slovakia
Republic, and Slovenia. The predicted values are estimated based on a sample of 35
emerging market economies. (2) Covgdp is the ordinal data of deposit insurance
coverage to GDP per capita. The value of this variable is assigned based on a value
of the coverage to GDP per capita ratio, which is equal to 0 if there is no explicit
deposit insurance coverage, 1 if the coverage to GDP per capita ratio is between 0
and 5, 1.5 if the coverage to GDP per capita ratio is between 5 and 10, 2 if the cov-
erage to GDP per capita ratio is between 10 and 15, 2.5 if the coverage to GDP
per capita ratio is greater than or equal to 15, 3 if there is blanket deposit guaran-
tee. (3) Comprehensive DI variable is the summation of four dummy variables

(see section 8.5.2).
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quadratic relationship but these variables surprisingly shift the probability of crisis
upward. The estimated coefficients for the interactive terms remain negative,
although insignificant, when the squared comprehensive DI is interacted with
Ospower, Courtinv, Indpoli, and Corrupt variables. These results for the institu-
tional variables and therefore for Hypothesis 2 are not very strong. It is possible
that there is not sufficient variation among the 17 European countries to identify
significant effects.

All results so far refer to Western Europe since data of Eastern Europe exist
only for recent years. Nevertheless, as a final exercise we want to compare the
relationship between probability of banking crisis and explicit deposit insurance
coverage in Western and Eastern Europe. For this purpose, we compare our
results presented in Figure 8.2 with results for emerging market economies esti-
mated in Angkinand and Wihlborg (2005). We assume that these results are valid
for Eastern European countries. Then we plug in actual values for all variables
except deposit insurance coverage for a group of Eastern European countries and
draw the curve describing the relationship between probability of banking crisis
and coverage of explicit deposit insurance for these countries. Figure 8.3 shows
the emerging market relation using data for Estonia, Hungary, Lithuania, Poland,
Slovakia Republic, and Slovenia.

Comparing Figures 8.2 and 8.3 it can be seen that the minimum probability of
banking crisis is much lower in Western (0.03) than in Eastern Europe (0.25) as
we would expect. Furthermore, the explicit deposit insurance coverage that min-
imizes the probability of banking crisis is lower in Eastern than in Western
Europe. For the Comprehensive DI proxy based on dummies for types of depos-
itors we actually cannot identify the minimum probability point, but for the cov-
gdp proxy the minimum probability in Eastern Europe occurs when covgdp takes
a value below 1. The corresponding minimum probability coverage in Western
Europe in Figure 8.2a is close to 2.

The difference between Eastern and Western European banking systems is
substantial since the Eastern European systems are still relatively immature. Also,
the institutional framework is weaker. These differences explain the higher mini-
mum probabilities in Eastern Europe. It may seem surprising, however, that the
explicit deposit insurance coverage that minimizes the probability of banking cri-
sis is lower in Eastern Europe. This observation would imply that credibility of
non-insurance is obtained at a relatively low level of explicit deposit insurance
coverage. In other words, lack of explicit coverage does not cause expectations of
bail outs to the same degree in Eastern as in Western Europe. This difference is
not explained by differences in ex ante distress resolution procedures but it may
be explained by a greater political acceptability of losses for depositors in Eastern
Europe.
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8.7 Concluding Remarks

We have argued that banks’ risk-taking and credit allocation can be made more
efficient by means of enhanced market discipline. Strong market discipline in the
banking system requires that there are groups of creditors of banks that are credi-
bly non-insured. Such credibility requires transparent ex ante determined distress
resolution procedures for banks and a politically acceptable level of non-insur-
ance. An overview of distress resolution procedures for banks in Europe reveal that
they are generally not rule based. Therefore, a sudden banking crisis is likely to be
met with ad hoc measures that often include blanket guarantees of creditors or bail
outs of distressed banks. We argue that the lower the coverage of explicit deposit
insurance the stronger is the implicit insurance. On these grounds, we hypothesize
that there is an intermediate level of explicit deposit insurance coverage that max-
imizes the credibility of non-insurance of groups of creditors. At this level market
discipline is relatively strong, moral hazard incentives relatively weak and the
probability of banking crisis relatively low. Thus, we expect a U-shaped relation
between explicit deposit insurance coverage and the probability of banking crisis.

In the empirical part of the paper the U-shaped relationship is confirmed for 17
Western European countries using data for the period of 1985–2003. We take this
as evidence that there is an intermediate level of explicit deposit insurance cover-
age that minimizes the probability of banking crisis by maximizing the credibility
of non-insurance of groups of depositors and other creditors of banks.

In a comparison of Eastern and Western Europe, we found that the minimum
probability of banking crisis is higher in Eastern than in Western Europe, and that
the explicit deposit insurance coverage that minimizes the probability of crisis is
lower in Eastern than in Western Europe.

Institutional variables describing powers of financial supervisors to take cor-
rective action for distressed banks and powers to intervene more generally to
influence banks’ risk-taking, as well as variables describing the quality of legal
and political institutions were introduced to test the hypothesis that the credibil-
ity of non-insurance of creditors increases with transparency of rules for supervi-
sors and legal enforcement. The results for these variables were weak, perhaps
because there is not sufficient variation in these qualities among the Western
European countries, or because the number of countries included in the study is
insufficient to identify influences of institutions. A few variables capturing qual-
ity of institutions were found to reduce the impact of changes in explicit deposit
insurance coverage on the credibility of non-insurance. This result is consistent
with our hypothesis but the same quality variables were found to increase the
probability of banking crisis in contradiction to our hypothesis.
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Chapter 9

Legal Determinants of the Return on
Equity1

Davide Lombardo and Marco Pagano

9.1 Introduction

Understanding the determinants of the international cross-section of stock returns
has proved a daunting task for research to date. The explanatory power of the
International Capital Asset Pricing Model (ICAPM) is typically found to be quite
low (see, among others, Solnik, 1977 and Ferson & Harvey, 1994). In this chap-
ter, we ask whether a better understanding of this topic can be achieved by com-
bining the traditional asset pricing approach with the law and finance approach
— two strands of literature so far disjoint.

In principle, the law and its enforcement can affect both the demand for equity
by investors and the supply of equity by companies. On the investors’ side, the law
(including the degree of mandated corporate transparency) affects the auditing costs
incurred by shareholders to monitor management, and therefore their required
return on equity. On the firms’ side the law, by imposing for example stringent
transparency requirements, can limit the share of corporate resources that managers
can divert to their benefit: this allows firms to pledge a higher payout to investors
and thereby raise more external finance, for a given set of investment opportunities.

Corporate and Institutional Transparency for Economic Growth in Europe
Copyright © 2006 by Elsevier Ltd.
All rights of reproduction in any form reserved
ISBN: 0-08-044665-5

1The views expressed in this article are the authors’ only, and are not necessarily shared by the IMF
or its Executive Board.
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In addition, a well-functioning legal environment can expand the set of profitable
investment opportunities, and thereby firms’ desired amount of equity finance.

Through all these channels — whether on the demand or on the supply side —
better legal and judicial institutions are associated with broader equity markets.
This squares with the cross-country evidence by La Porta, Lopez-de-Silanes,
Shleifer, and Vishny (1997, 1998) (henceforth LLSV). They document that exter-
nal equity financing correlates with the degree of respect for the law, the quality
of judicial enforcement and the legal protection of minority shareholders’ rights.
An obvious question then arises: do these differences also explain cross-country
differentials in risk-adjusted expected returns? Using a simple model, we show
that the answer to this question largely depends on the degree of international
integration of equity markets.

In a perfectly integrated world market, the return required by investors on any
country’s stock market does not vary with the amount of equity issued by local
companies, since that country’s idiosyncratic risk is spread across the whole
world’s investor base. As a result, if differences in legal institutions affect only
firms’ supply of equity, they do not matter for the equilibrium rate of return,
which is pinned down by a perfectly elastic demand for shares. But the law may
affect also the demand side of the market, as investor-friendly legal institutions
that protect property rights and increase corporate transparency can reduce share-
holders’ auditing costs, and thereby their required risk-adjusted return. Therefore,
under international financial integration, the correlation between risk-adjusted
returns and the quality of legal institutions should be either zero or negative.

If instead international equity markets are segmented, the relationship between
risk-adjusted returns and the quality of the legal framework is more complex. In
addition to the demand-side effects just described, also supply-side effects now
matter for equilibrium returns. Since the risk-bearing capacity of domestic
investors is limited, companies must pay a higher expected return if they want to
raise more equity. Therefore, to the extent that the law affects firms’ supply of
equity, it will also affect equilibrium returns.

Therefore, with segmented equity markets, the correlation between the quality
of the legal system and expected returns may well be positive, for two reasons.
First, with stricter limits to managerial opportunism (including greater trans-
parency requirements in corporate law and regulations) companies will be able to
raise more equity. Second, fair legal rules and a trustworthy judicial system may
widen the menu of enforceable contracts, increase corporate profitability and
hence boost firms’ equity issuance. In both cases, companies will have to offer
higher expected returns, in equilibrium.

In the second part of the chapter, we bring the model to the data. Our most
robust finding is that the risk-adjusted return on equity is positively associated
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with the efficiency of the judicial system and the rule of law, and is negatively
associated with corruption of government officials. Therefore, the data reject the
hypothesis that legal variables do not matter for expected returns, as well as the
hypothesis that they matter mostly via demand-side effects (i.e. by affecting the
rate of return required by investors). The estimated correlations are instead con-
sistent with the joint hypothesis that equity markets are segmented and that the
law affects equilibrium returns mainly via the supply of equity. Our evidence is
consistent with much of the empirical literature on capital market integration (see
for example Roll, 1992; Heston & Rouwenhorst, 1994 and Bekaert & Harvey,
1995). In this respect, our results suggest, for example, that as EU countries with
a weaker institutional setting converge toward the EU average, their firms may be
expected to pay higher returns, as their profitability and, consequently, their sup-
ply of shares increase. Moreover, as their financial markets fully integrate into the
Euro area (possibly also as a result of the institutional harmonization), firms in
these countries should enjoy a reduction in the cost of capital.

In the context of the basic approach of this book, this chapter studies how the
system of laws and their enforcement influences the two-way relationship
between domestic and foreign investors at one end and corporations at the other,
with a focus on the equity market. The chapter also discusses how the legal sys-
tem can affect the cost of capital for firms, and hence their real investment behav-
ior and, ultimately, economic growth.

The analysis in this chapter contributes to the growing empirical literature on
law and finance, and especially to the interpretation of the seminal work by
LLSV. They interpret the positive correlation between the quality of legal institu-
tions and the breadth of stock markets as evidence that good institutions reduce
agency problems between managers and shareholders. However, our model
stresses that this positive correlation may arise from several other channels, not
all of which are related to the agency costs of external finance. In addition, our
approach controls for risk in assessing the correlation between institutional vari-
ables and asset returns. LLSV (2002), using international company-level data,
found that the cash-flow/price ratio is negatively related to shareholder rights pro-
tection, and interpret this as resulting from less severe agency problems. But their
correlation could be driven by an omitted risk variable. If, for example, countries
with better protection of shareholder rights are also safer investment havens for
international investors, then companies in those countries will fetch higher valu-
ation irrespective of agency problems.2
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The structure of the chapter is as follows. Section 9.2 lays out our analytical
framework and the hypotheses to be tested. In Section 9.3, we present the empir-
ical methodology and report on the results obtained with secondary market
returns. In Section 9.4, we use an alternative approach, based on dividend yields
as a measure of expected returns. Section 9.5 concludes.

9.2 The Model

In this section, we present a simple extension to the traditional ICAPM to illus-
trate the channels through which legal variables may affect the equilibrium rate
of return on equity, and set out the hypothesis to be tested in the empirical analy-
sis. Legal institutions can affect both investors’ demand for equity and firms’
supply of equity. An investor-friendly legal environment raises investors’
appetite for equity by tempering agency problems between managers and share-
holders. This can happen in two ways: by constraining managerial private bene-
fits or by reducing the resources needed to monitor management. On the other
side of the market, better law enforcement may increase companies’ propensity
to issue equity by lowering their cost of contracting, and thereby raising their
profits. The model highlights that the equilibrium relationship between legal
institutions and expected returns crucially depends on the degree of international
financial integration.

Consider a world with two countries: the “home” country, populated by Nh

domestic investors, and the “rest of the world”, populated by Nw investors, where
Nw is a large number. A fraction 1 � λ of the Nw foreign investors cannot access
the home market due to transaction or information costs (see, for example,
Gordon & Bovenberg, 1996). Their asset demand is subscripted by f. The remain-
ing λNw foreigners can access also the home equity market, and their asset
demand is subscripted by g (for “global” investors). Thus, λ is an index of inter-
national integration (λ � 0 implying complete segmentation, λ � 1 full integra-
tion). Asset demands have two subscripts: the first refers to the country and the
second to the investor’s type (e.g., xhg denotes the global investors’ holdings of the
home stock).

The gross return on home equity R
�

h is a random variable with mean 1 � µh and
standard deviation σh. Symmetrically, the gross return on the world portfolio R

�
w

has mean 1 � µw and standard deviation σw. The correlation between the two
gross returns is ρ.

The return R
�

h is the cash flow per dollar of initial investment in home equity,
net of any private benefits taken by the company’s management. We assume that
this cash flow can be entirely appropriated by managers as private benefits,
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unless shareholders pay legal and auditing costs c per dollar invested in home
market equities.3 One can think of these costs as lawyers’ and accountants’ fees
needed to verify the truthfulness of the company’s accounts. However, payment
of these fees does not fully eliminate the agency problem. Managers can still
divert a fraction d of the investments’ proceeds to their benefit. Therefore, the
cost c merely ensures that not less than a fraction 1 � d of the total returns is
paid to shareholders.

Since the focus of the analysis is on the home equity market, we assume that
in the foreign market there are neither agency problems nor auditing costs to
secure payment from managers. Both assumptions are irrelevant to our results
and just simplify the notation.

9.2.1 Investors’ Portfolio Choice

Assuming mean–variance utility, the representative j-type investor ( j ∈{h,g,f})
solves 

Max
x
hj

, xwj

E(W
�

1j) � Var(W
�

1j) � cxhj (9.1)

where W
�

1j is investor j’s terminal wealth, b an index for the investors’ degree
of risk aversion, and xhj and xwj are the amounts invested in the home and world
market, respectively. The foreign investor with no access to the domestic mar-
ket, i.e. investor f, has the additional constraint of zero home equity holdings
xhf � 0.

Combining the first-order conditions of the different types of investors, we
express the home market excess return as

µh � r � βh(µw � r) � c � b(σ 2
h � β 2

hσ 2
w) (9.2)

where βh � σhw/σ 2
w and XD � Nh xhh � λNw xhg is the total demand for home mar-

ket equity (see Appendix 9.A.1 for derivations). Eq. (9.2) shows how the tradi-
tional ICAPM predictions are modified by agency problems and legal variables.
In addition to the familiar reward for world covariance risk (the first term involv-
ing “beta”), the required excess return includes two additional terms: a compen-
sation for auditing costs borne by shareholders (c), and a reward for

XD
h

��
Nh � λNw

b
�
2
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home-country idiosyncratic risk (the last term). Therefore, the equation nests
three models:

(i) The standard ICAPM, with perfect capital mobility and no role for legal vari-
ables, where these two additional terms are absent.

(ii) An “extended ICAPM”, with perfectly integrated markets but differential
auditing costs. In this case, the last term drops out as home-country idiosyn-
cratic risk is fully diversified away (λ � 1), but national risk-adjusted returns
differ in equilibrium because of differences in auditing costs c, just as they
would because of different national tax rates.4

(iii) A segmented markets model, where the home-country risk premium is
increasing in per-capita exposure to domestic equity Xh

D/(Nh � λNw).

9.2.2 Supply of Equity by Companies

We assume a continuum of entrepreneurs, each endowed with an investment oppor-
tunity requiring full outside financing. The gross return per unit of physical capital
invested in project j (for j ∈ [1, 2, …, J ]) is a random variable, with expectation 1 �
πj, and variance σ 2. The cost of a unit of physical capital is standardized at 1. Each
investment project j has a maximum size s. Projects are ranked according to their
profitability: for j � j�, πj � π j�. For each j, there are n( j) entrepreneurs with projects
yielding πj, and therefore N( j) � �� j

0
n(s)ds entrepreneurs with projects yielding at

most πj. All projects are perfectly correlated, so that in the investors’ eyes they are
perfect substitutes, and in equilibrium must pay the same expected rate of return.

The projects’ profitability is increasing in the efficiency of the legal and judici-
ary institutions, measured by an index �. A reduction in the resources needed to
enforce contracts expands the production opportunity set of companies, and thereby
their profitability. Formally, we assume that πj � π j (�), where πj is increasing in �.

Investors anticipate that managers will divert a fraction d of the company’s
cash flow, if the auditing cost c is incurred. Therefore, shareholders expect the
company to distribute cash in the amount of (1 � πj) (1 � d ) per share, and
accordingly the price of a share in project j is

pj � (9.3)

where re denotes the required rate of return, common across companies.5

(1 � πj)(1 � d)
��1�re
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5While treated parametrically by firms, the expected return re is a variable to be determined in equilibrium.
4Recall that Nw is very large relative to Nh, so that the last term tends to zero as λ goes to 1, and the
demand for equity is perfectly elastic.
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Profit-maximization in perfectly competitive markets and no barriers to entry
requires Tobin’s Q to equal 1 for the marginal company j*

pj* � 1 ⇔ 1 � πj* � (9.4)

Eq. (9.4) implicitly defines the cost of equity capital, πj*. The aggregate supply of
equity (XS

h ) is decreasing in the cost of capital πj* and therefore in the required
return re:6

XS
h �

j*

�
0

spj dN( j) (9.5)

The equilibrium rate of return and quantity are determined by the intersection of
the demand schedule in Eq. (9.2) and the supply schedule in Eq. (9.5), i.e. by the
condition that Xh

D � Xh
S. This amounts to equating the rate of return re anticipated

by entrepreneurs with the expected rate of return required by investors, µh.
An important insight of the model is that, with agency costs, the return paid to

shareholders falls short of the return on firms’ investments (the cost of equity cap-
ital). Rewriting Eq. (9.4) as

re � πj* � d(1�πj*)

we see that agency costs operate just like a tax, driving a wedge between the two.
As a result, their equilibrium values can move in opposite directions following an
institutional change.

9.2.3 Effects of the Legal System

The legal system of the home market can affect the equity market in three dif-
ferent ways. First, the legal environment determines the auditing costs that
shareholders must incur to secure any payment from managers. For example,
greater transparency and better accounting standards lower the cost of monitor-
ing the company’s performance, by reducing the need for expert advice by
accountants, lawyers and financial analysts. Similarly, the availability of class
action suits and the possibility of voting by mail reduce the costs of shareholder

1 � re

�
(1 � d)
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6The aggregate supply of equity, XS
h, is decreasing in re for two reasons. First, the price of each share

is decreasing in the required rate of return re, from Eq. (9.3). Second, the upper integration limit j* in
Eq. (9.5) is itself decreasing in re, from Eq. (9.4): as the required rate of return increases, the prof-
itability of the marginal project must increase, so that fewer projects can be financed.

Else_Citege-Oxel_Ch009.qxd  3/10/2006  8:26 PM  Page 241



activism. In our model, a reduction in auditing costs is captured by a lower value
of the parameter c.

Second, the law may constrain the fraction of corporate profits that man-
agers are able to divert, i.e. the parameter d. For instance, more stringent trans-
parency requirements and legal limits to managerial discretion concerning
asset sales or merger agreements may curtail the scope for dilution of share-
holders’ income rights.

Finally, apart from its effects on the agency problem between managers and
shareholders, better law enforcement may benefit companies by reducing the cost
of enforcing contracts with customers and suppliers, thus raising corporate prof-
its. Our model captures this by an increase in the index of legal and judicial effi-
ciency �, which raises the marginal productivity of capital and therefore equity
issuance by firms.

The three effects are illustrated graphically in Figures 9.1–9.3. In each figure,
the top panel portrays the case of international integration: the required excess
return on equity is a horizontal line, whose height reflects only covariance risk
and the cost of auditing management. The bottom panel, instead, refers to seg-
mented equity markets: the excess return on equity is upward sloping, because it
also includes the home-country risk premium.

In all three figures, the maximum return on investment that companies can pay
for each possible level of equity funding is a downward sloping line, reflecting
the decreasing marginal productivity of capital: we label it the “cost-of-capital”
schedule. To the extent that managers extract private benefits, however, compa-
nies pay out only a fraction of their profits to shareholders. Therefore, the “net
return paid by firms” schedule lies below the cost-of-capital schedule. The verti-
cal distance between the two is d, the private benefits per dollar invested.

Equilibrium occurs where the excess return required by shareholders equals
the net return paid out by companies, as in point A. The corresponding cost of
capital to the company (point B) determines the capital budgeting decisions of its
management. Notice that, while we can hope to infer the equilibrium return on
equity from stock-market data, the corresponding value of the cost of capital is
unobservable.

Figure 9.1 shows how cross-country differences in the auditing costs c borne
by shareholders affect the equilibrium. In countries where, possibly as a result of
greater corporate and policy transparency, they pay lower auditing costs to mon-
itor management, investors require a lower return. In these countries, the equilib-
rium is at a point like C, whereas it is at a point like A if auditing costs are higher.
In countries where auditing is more cost effective, the equilibrium rate of return
is correspondingly lower, the cost of capital is lower and the quantity of external
equity is larger. As the two panels show, the qualitative effects of different audit-
ing costs do not depend on the degree of international integration.
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Figure 9.2 illustrates how the equilibrium is affected by the ability of the legal
system to constrain managerial private benefits. For a given level of auditing
costs, countries with lower private benefits (lower d) feature a smaller wedge
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Return required by
shareholders, with 
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Return required by
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high auditing costs c

Expected 
return

Figure 9.1: Differences in auditing costs under (a) international integration and
(b) international segmentation. Note: The figure shows the effects of cross-coun-
try differences in auditing costs c with integrated equity markets (Panel A) and
with segmented equity markets (Panel B). In both panels, points A and C repre-
sent the equilibrium in countries with high and low auditing costs, respectively.
The figure shows that the cross-country correlation between auditing costs and

equity returns is positive, irrespective of the degree of financial integration.
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between the cost of capital and the return paid to shareholders. In low-private-
benefit countries, the equilibrium is at a point like C instead of A. Under finan-
cial integration (Panel A), differences in private benefits have no effects on the
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Figure 9.2: Differences in private benefits with (a) integrated markets and (b) seg-
mented markets. Note: The figure shows the effects of cross-country differences in
private benefits d with integrated equity markets (Panel A) and with segmented
equity markets (Panel B). In both panels, points A and C represent the equilibrium
in countries with low and high private benefits, respectively. The figure shows that
the cross-country correlation between private benefits and returns to shareholders is

zero with integrated markets, and negative with segmented markets.
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risk-adjusted rate of return earned by investors. If markets are segmented (Panel
B), countries with high shareholder protection feature a higher return on equity
(point A) than low-protection ones (point C). Intuitively, in low-private-benefit
countries companies issue more equity; therefore, the equilibrium amount of
country risk to be borne is larger.

Irrespective of the degree of financial integration, a lower d results in a higher
amount of equity (XC instead of XA). It also results in a lower cost of capital (point
D instead of B), highlighting that cross-country differences in shareholder pro-
tection can produce qualitatively different (even opposite) effects on the required
return on equity and on the cost of capital.

Finally, Figure 9.3 depicts the effects of differences in the degree of judicial
efficiency. Other things equal, in countries where contract enforcement is more
effective the return on investment is larger. Companies can then afford to pay a
higher cost of capital: both the cost-of-capital schedule and the net-return sched-
ule lie higher than in countries with less efficient enforcement. Under financial
integration the equilibrium rate of return does not depend on the quality of judi-
cial enforcement (Panel A). If instead stock markets are not fully integrated, judi-
cial efficiency correlates positively with the rate of return on equity, while the
correlation with the cost of capital is ambiguous (Panel B). Irrespective of the
degree of financial integration, the amount of external equity correlates positively
with judicial efficiency. 

9.2.4 Test Strategy

The model relates equilibrium expected returns to the quality of legal institutions,
measured along several dimensions. Its predictions, as summarized in Table 9.1,
can be used to formulate two testable hypotheses:

(1) The ICAPM holds in its standard form: risk-adjusted expected returns are not
correlated with international differences in legal institutions. Stock market
returns (as measured by the excess return denominated in US dollars relative
to the US risk-free rate) depend only (and linearly) on that country’s beta
with respect to the world market portfolio.

(2) The ICAPM holds only in its extended form: markets are internationally inte-
grated, but equilibrium risk-adjusted returns may differ because of institu-
tional differences. The prediction here is that returns are either uncorrelated
or negatively correlated with the quality of legal institutions (first column of
Table 9.1). The negative correlation arises if poor legal institutions impose
costs on shareholders, who require correspondingly higher returns in equi-
librium.
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An upshot of this analysis is that a positive correlation between the quality of legal
institutions and the return on equity implies the rejection of the second, less strin-
gent hypothesis, and a fortiori of the first one. It is a symptom of international
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Figure 9.3: Differences in contract enforceability with (a) integrated markets and
(b) segmented markets. Note: The figure shows the effects of cross-country differ-
ences in contract enforceability � (and resulting differences in profitability) with
integrated (Panel A) and segmented equity markets (Panel B). In both panels,
points A and C denote the equilibrium in countries with good and poor contract
enforceability, respectively. The figure shows that the cross-country correlation
between contract enforceability and equity returns is zero if markets are integrated,

while it is positive if markets are segmented.

Else_Citege-Oxel_Ch009.qxd  3/10/2006  8:26 PM  Page 246



market segmentation. In Table 9.1, this outcome corresponds to the cells in the
shaded area.

9.3 Stock Market Returns and Legal Variables

In this section, we lay out our empirical methodology to implement the test strat-
egy just described on a sample of secondary market returns for developed and
emerging countries, and then we present our results. The key challenge that we
face in the estimation is to correct observed returns for risk, so as to infer the
effect of institutional variables on equilibrium expected returns.

9.3.1 Methodology

To relate the risk-adjusted rate of return on equity to institutional variables, we
use the Generalized Least Squares methodology proposed by Litzenberger and
Ramaswamy (1979). This is a refinement of the Fama–Macbeth (1973) approach,
widely used in explaining the cross-section of stock returns.

This method involves (i) estimating, for each month t and country i, the “betas”
with respect to the relevant risk factors on a preceding sample and (ii) estimating,
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Table 9.1: Testable predictions.

Institutional features Correlation with equilibrium expected returns

With integrated With segmented
markets markets

Effectiveness of shareholders’ Negative Negative
monitoring
(low auditing costs c in (extended ICAPM)
Figure 9.1)

Shareholder protection Zero
(low private benefits d in (standard/extended
Figure 9.2) ICAPM)

Contract enforceability Zero Positive
(high judicial efficiency � (standard/extended 
in Figure 9.3) ICAPM)

Note: The table summarizes the predicted correlations between institutional cross-country differ-
ences and equilibrium expected excess returns on equity, using the comparative statics results illus-
trated in Figures 9.1, 9.2 and 9.3.

Positive

Positive
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for each month t, a cross-sectional regression of excess returns on the estimated
betas, on estimates of residual risk and — in our case — on institutional variables.
The final estimated coefficients are the time average of the coefficients obtained in
step (ii), taking into account the relative precision of the estimates (as explained
below). Under the assumption of normality of excess returns, these “averaged”
coefficients, once divided by their standard deviations, are distributed as t-statis-
tics, thus allowing simple t-tests for inference purposes.

More specifically, this procedure involves estimating an empirical model of
the form 

rit � γ0t � �
K

k�1

γkt xikt � εit, i � 1, 2…, N, t � 1, 2…, T (9.6)

where rit is the excess return on country index i for month t, xikt the kth compo-
nent of the vector xit, which includes the sensitivities of country i’s return to the
relevant risk factors at time t and (a vector of ) the institutional variables for coun-
try i, and εit a disturbance with variance possibly changing across i and t. N is the
number of countries included in the estimation sample and T the number of time
data points (i.e. the number of monthly observations used in the estimation). In
Eq. (9.6), the sensitivities for month t are estimated over the previous five years
of monthly data (i.e. on the data for months t�60 up to t�1).

The original Fama–Macbeth procedure consists of estimating Eq. (9.6) cross-
sectionally for each month, so as to obtain a time series of estimated coefficients
γ̂kt for γk, k�1, …, K. If each of the estimates is assumed to be drawn from a sta-
tionary distribution, then the pooled estimates γ̂k are

γ̂k � �
T

t�1

γ̂kt (9.7)

and their variance is

Var(γ̂k) � (9.8)

However, this procedure does not take into account that the slope coefficients in
the cross-sections for different months are estimated with different precision. The
refinement proposed by Litzenberger and Ramaswamy (1979) addresses exactly
this problem. They show that, if the monthly estimators γ̂kt are serially uncorre-
lated, the pooled GLS estimators γ̂k are the weighted means of the monthly esti-
mates, where the weights are inversely proportional to the variances of these
estimates. Specifically,

γ̂k � �
T

t�1

Zktγ̂kt, where Zkt � (9.9)
[Var(γ̂kt)]

�1

��
�T

t�1
[Var(γ̂kt)]

�1

�(γ̂kt � γ̂k)
2

��
T(T � 1)

1
�
T
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and

Var(γ̂k) � �
T

t�1

Z 2
kt Var(γ̂kt) (9.10)

9.3.2 Baseline Estimation Results

In Table 9.2, we report the results from this estimation procedure for a sample of
28 developed and emerging markets for the time interval from January 1987 to
July 2001 (a total of 175 cross-sectional regressions).7,8

In column 1, we report the baseline specification, which allows the beta with
respect to the world market portfolio to have a different impact on expected
returns in emerging markets. The estimated market price for covariance risk is
positive, though not significantly different from zero.9

In column 2, we add idiosyncratic risk and an index of institutional quality to
the specification.10 Idiosyncratic risk is measured by the mean-squared error of
the first-stage regressions. The quality of institutions is proxied by an index of
the efficiency of the judicial system. We allow the estimated impact of these
variables to differ across the subsamples of developed and emerging markets.
Finally, we include two measures of the degree of shareholder protection,
namely, the “anti-director rights” index and the “one-share/one-vote” dummy
variable proposed by LLSV.

In this specification, the estimated market price for risk is positive and sig-
nificantly different from zero in the developing markets’ subsample. For these
markets, also idiosyncratic risk is priced, which is a departure from the ICAPM.
Moreover, the coefficient of the judicial efficiency index is positive and statis-
tically different from zero: in countries with more efficient judicial systems the
stock market pays a significantly higher excess return. This effect is also
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7See Appendix 9.A.2 for a description of the data used throughout the chapter.
8In the choice of the sample, we tried to include the maximum number of markets and the longest pos-
sible time period, while requiring data to be available for the same time interval for all markets. To
balance these conflicting desiderata, we included all markets for which coverage in the MSCI and
EMDB databases starts on or before 1982. We use the first five years of data to estimate the betas.
Thus, we run the Lintzerberger–Ramaswamy estimation procedure beginning in January 1987.
9The estimated coefficients on beta may fail to pass the statistical significance test in this formulation
due to non-linearities in the relationship between excess returns and betas. We have considered a
quadratic form for beta (along the lines of the specification used by the original Fama–Macbeth
(1973) article). Although there is some evidence of non-linearity, the results for the institutional vari-
ables reported below are qualitatively unaffected.
10Descriptive statistics for returns and institutional variables are reported in Tables 9.A.1 and 9.A.3 in
Appendix 9.A.2.
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Table 9.2: Average slopes of monthly cross-sectional regressions of returns on beta, residual risk and institutional variables.

Regressors 1 2 3 4 5 6 7

Institutional Judicial Judicial Rule of Rule of Corruption Corruption
variable used efficiency efficiency law law

Beta 0.0005 �.003 0.003 0.002 0.003 �0.003 0.003
(0.30) (�1.25) (1.46) (0.69) (1.39) (�1.14) (1.32)

Beta*EMDB �0.00002 0.012 0.004 0.005 0.005 0.011 0.005
(�0.01) (3.07) (1.16) (1.07) (1.45) (2.51) (1.50)

Residual risk — �0.61 — �0.19 — �0.25 —
(�1.23) (�0.38) (�0.50)

(Residual — 1.12 — 0.77 — 1.05 —
risk)*EMDB (2.12) (1.43) (1.89)

Quality of — 0.002 — 0.002 — 0.002 —
institutions (4.01) (3.21) (3.45)

Quality of — �0.0003 — 0.001 — 0.0001 —
institutions in (�1.01) (1.11) (0.01)
emerging markets
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Institutions*residual — — �0.011 — �0.050 — �0.007
risk (�0.22) (�1.03) (�0.13)

Institutions*residual — — 0.090 — 0.116 — 0.080
risk*EMDB (1.61) (1.99) (1.29)

One-share/one-vote — �0.006 �0.005 �0.003 �0.004 �0.001 �0.004
(�3.17) (�2.71) (�1.45) (�2.30) (�0.67) (�2.49)

Anti-director — 0.0002 — — — — —
rights (0.52)

Constant 0.004 0.001 0.003 �0.014 0.004 �0.012 0.003
(2.67) (0.04) (1.66) (�2.19) (2.36) (�1.74) (2.28)

Number of 28 28 28 28 28 28 28
observations in
cross-sectional
regressions

Note: Monthly total excess returns in US dollars for equity markets present in the MSCI and EMDB databases from January 1982 are regressed
each month on the explanatory variables for the period from January 1987 to July 2001. The safe rate of return is the yield on the 30-day maturity
government bond with closest maturity. (Source: “Fama files” from CRSP database.) For each market, beta at time t is estimated from a first-stage
market model regression on months t�1, t�2, ..., t�60. Residual risk is the mean squared error of the first-stage regression. EMDB is a dummy
variable for emerging markets. All other variables are from LLSV (1998). Coefficients and standard errors are computed with pooled GLS estima-
tors. T-statistics are reported underneath the estimated coefficients.
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economically significant: a change in judicial efficiency from its mean (8.345)
to its maximum is associated with a 447 basis-points increase in the annual rate
of return. The effect is large even for already developed countries; for example,
a change in judicial efficiency from the mean value of the European countries
in the sample (8.92) to its maximum is associated with a 289 basis-points
increase in the annual average rate of return.11 This finding is a rejection of the
ICAPM, even in its extended form, and it represents evidence of international
market segmentation.

The measures of shareholder rights protection appear instead to have consid-
erably different effects. The coefficient of the “one-share/one-vote” variable is
negative and significant, indicating that, controlling for the efficiency of the judi-
cial system, aligning shareholders’ control rights with their cash-flow rights reduces
the required return. A possible interpretation is that the “one-share/one-vote”
provision reduces the scope for insiders’ opportunism, and hence the equilib-
rium auditing costs borne by outside shareholders. In contrast, the summary
indicator of shareholders’ legal protection proposed by LLSV (1998) — the
“anti-director rights” index — plays no role in the determination of risk-adjusted
expected returns.12

According to the model presented in Section 9.2, institutional variables
should affect equilibrium returns via their interaction with idiosyncratic risk (see
Eq. 9.2). Accordingly, in the specification of column 3 we interact the judicial
efficiency index with residual risk. We find some evidence in support of the
model’s prediction, especially in the subsample of emerging markets. The coef-
ficient is positive, though only marginally significant at the 10 percent confi-
dence level. In the subsample of developed markets, the coefficient is not
significantly different from zero.

Columns 4 and 5 repeat the specifications of columns 2 and 3, but use the
“rule-of-law” index as an alternative measure of institutional quality. The results
are qualitatively unchanged, with three minor differences: (i) the coefficient of
idiosyncratic risk is not statistically different from zero in either subsample; (ii) the
positive correlation between the rule of law and expected returns is stronger in
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11For comparison, the average annualized return in the sample is 11.6 percent. The effect reported in
the text is obtained by adding the estimated effect of the institutional change to the sample average
monthly return, annualizing it (with compounding), and subtracting off the 11.6 percent average annu-
alized return.
12Similarly, the dummy variables for the origin of the legal systems do not have any explanatory power
in conjunction with the other institutional variables, particularly with the rule-of-law index, and for
brevity we do not report the corresponding specifications. Finally, to rule out collinearity between
these institutional variables, we estimated the specifications in Table 9.2 also excluding the “one-
share/one-vote” dummy and the “anti-director rights” index, with no qualitative change in the results.
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emerging markets; and (iii) in the emerging markets subsample, the interaction
term is significantly different from zero at the 1 percent level.

Finally, in columns 6 and 7 we use the “corruption” index to measure the qual-
ity of institutions. (Note that the indicator is inversely proportional to the pres-
ence of corruption.) The results are very similar to those obtained with the
judicial efficiency index. In specifications that we do not report for brevity, we
also investigate the relationship between risk-adjusted returns and other indices
of institutional quality, such as the risk of expropriation and the quality of
accounting standards. The risk of expropriation enters the specification with coef-
ficients very similar to those of judicial efficiency, rule of law and corruption. In
contrast, risk-adjusted returns appear to be uncorrelated with the quality of
accounting standards.

To summarize, Table 9.2 documents a positive correlation between the quality
of the institutional framework and risk-adjusted expected returns. This finding
represents a rejection of the ICAPM, even in its extended form, and is evidence
of segmentation in equity markets: as argued above, with perfectly integrated
equity markets, the quality of the institutional environment is expected to affect
negatively (if at all) the risk-adjusted return on equity.

Two caveats should be mentioned when interpreting these results. First, Ferson
and Harvey (1997) argue that, before concluding that a significant coefficient of
a variable other than beta represents a rejection of the traditional CAPM, one
needs to ensure that the variable itself has no informational content for the cross-
section of the true betas. In terms of our exercise, good institutions may translate
into higher expected returns because institutional quality has informational con-
tent for betas. However, our measures of institutional quality do not change over
time. Hence, it is hard to ascribe their correlation with expected returns to their
impact on time-varying betas.13

Second, the estimated correlations may suffer from a sample selection bias
similar to that studied by Jorion and Goetzmann (1999), because equity mar-
kets may fail to exist in countries were institutional quality is very low.
However, the results in Table 9.2 indicate that the positive correlation between
risk-adjusted returns and institutional quality is, if anything, stronger in
emerging markets than in developed ones. Therefore, barring non-monotonic-
ity in the underlying relationship, the sample selection bias is unlikely to be
responsible for our findings.
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13There is no reason to expect that we systematically underestimate beta in countries with good insti-
tutions and overestimate it in countries with poor institutions, as would be required to interpret the
positive effect of institutions on expected returns along the lines of compensation for “hidden” risk.
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9.3.3 Extending the Estimation Time Interval

In Table 9.3, we assess the robustness of our results to the extension of the sam-
ple along the time dimension. Unfortunately, this constrains the analysis to the
subsample of developed markets, for most of which return data are available since
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Table 9.3: Average slopes of monthly cross-sectional regressions of returns on
beta, exchange rate risk and institutional variables in developed markets.

Regressors 1 2 3 4 5

Institutional Judicial Judicial Rule of Corruption
variable used efficiency efficiency law

Beta �0.001 �0.0001 �0.001 0.001 �0.0001
(�0.68) (�0.15) (�0.35) (0.76) (�0.03)

Exchange risk �0.002 �0.003 �0.003 �0.003 �0.001
factor (�2.37) (�2.89) (�2.63) (�2.53) (�1.49)

Residual risk — �0.493 — �0.560 �0.140
(�1.60) (�1.70) (�0.47)

Quality of — 0.001 — 0.001 0.001
institutions (2.78) (1.71) (2.78)

Institutions* — — �0.035 — —
residual risk (�1.17)

Constant 0.006 �0.005 0.007 �0.016 �0.007
(3.67) (�1.16) (4.38) (�2.18) (�1.32)

Number of 18 18 18 18 18
observations in 
the cross-section

Note: Monthly total excess returns in US dollars for the markets of the MSCI database are regressed
each month on the explanatory variables for the period from February 1975 to July 2001. For each
month and market, both beta and the exchange rate risk sensitivity are estimated on the previous 60-
month period. The safe rate of return is the yield on the 30-day maturity government bond with
closest maturity. (Source: “Fama files” from CRSP database.) All other variables are from LLSV
(1998). Coefficients and standard errors are computed with the pooled GLS estimators. T-statistics
are reported underneath the estimated coefficients.
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January 1970.14 As a further check, we amend the baseline CAPM to account for
possible failures of the Purchasing Power Parity (PPP) hypothesis. If the PPP
does not hold, the real exchange rate risk of each country is an additional risk fac-
tor priced on world stock markets.15

Column 1 reports the estimates of the baseline CAPM specification, augmented
with the exchange rate risk factor. As in Table 9.2, the linear term in beta is not sta-
tistically different from zero.16 Column 2 adds the residual risk variable and the index
of judicial efficiency. Risk-adjusted returns are positively correlated with judicial
efficiency, although the coefficient is smaller than the corresponding coefficient in
Table 9.2. Neither the coefficient of residual risk nor its interaction with judicial effi-
ciency in column 3 is statistically different from zero, in line with the results obtained
for the subsample of developed countries in Table 9.2. Finally, the exchange rate risk
factor does appear to be priced according to the predictions of the theory (see foot-
note 15). Replacing judicial efficiency with alternative measures of the quality of
institutions (rule of law or corruption) yields virtually identical results, in both size
and precision, as illustrated by the estimates in columns 4 and 5.

9.4 Dividend Yields and Legal Variables

Dividend yields are an alternative measure of the returns on a country’s stock
market. Bekaert and Harvey (2000) and Errunza and Miller (2000), among oth-
ers, rely on the dividend yield as a measure of the cost of capital. As pointed out
by Bekaert and Harvey (2000, p. 9), “the dividend yield has the advantage of
being directly measurable — that is, it need not be pre-estimated — and being a
stationary variable”. By its nature, however, this measure needs to be adjusted,
in an international comparison, for different inflation and growth prospects.
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14The estimation sample ranges from February 1975 to July 2001, and covers 18 countries. We
exclude Finland, Ireland and New Zealand, which enter the MSCI database in 1988. However, their
inclusion does not affect materially the estimation results.
15Adler and Dumas (1983), Harvey (1991) and Dumas and Solnik (1995), among others, show that
exchange rate risk is indeed priced for developed markets. Ferson and Harvey (1993, 1994) recommend
the use of a two-factor model, by adding to the traditional world market portfolio the return on a port-
folio of deposits in different currencies, with weights reflecting the world trade structure. The real
exchange rate index used in Table 9.3 is constructed in such a way that an increase means a deprecia-
tion of the US dollar. Hence, theory predicts the sign of its coefficient to be negative. This is because a
positive correlation between the real exchange rate index and the return on the world market portfolio
provides hedging (i.e. the exchange rate appreciates when the world market portfolio falls).
16As in the previous subsection, there is some evidence of a non-linear impact of betas on returns,
which however does not materially affect the other coefficient estimates.
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9.4.1 Methodology

Under fairly general assumptions, the stock market price index in country i at time
t, Pi,t, is the expected value of discounted dividends from the component stocks 

Pi,t � Et �
∞

j�1

(9.11)

where Et is the expectation conditional on information known at time t, Di,t�j the
dividend paid out by the companies listed in country i at time t�j, and ki,t�j the
per-period risk-adjusted discount factor between time t and t�j relevant for the
stream of dividends from country i. The simplest version of this valuation
approach assumes ki to be constant and Et (Di,t�j) � Di,t (1 � gi)

j, where Di,t is the
current dividend and gi a constant growth rate specific to country i. The expected
dividend yield then becomes

� ki � gi (9.12)

Based on the model of Section 9.2, required rates of return on equity may depend
on the interest rate, on covariance risk, and on institutional variables, such as the
quality of the legal and judicial systems and the degree of minority shareholders’
protection

ki � αri � ηβ i � γ �i (9.13)

where ri is the yield on a long-term “risk-free” domestic security,17 βi the coun-
try’s vector of betas with respect to the relevant risk factors, �i a vector of vari-
ables proxying for the quality of legal institutions and the degree of investor’s
protection in country i. If the standard ICAPM holds, then α � 1, η is the market
price for risk, and γ � 0. Substituting Eq. (9.13) in (9.12), one obtains the fol-
lowing expression for the dividend yield

� αri � ηβi � δgi � γ �i. (9.14)

Being predicated on the constancy of the expected returns and dividend growth,
this basic version of the Gordon growth model is not realistic, but its qualitative

Di,t
�
Pi,t

Di,t
�
Pi,t

Di,t�j
��
(1� ki,t�j)

j
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17The nominal domestic interest rate must be included, since our estimates of the expected growth in
earnings per share are in nominal terms and the dividend yields are denominated in different curren-
cies. As a result, we must allow for different yields to reflect different expected inflation rates, even
if all other factors were the same across markets.
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implications carry through to a setting where expected returns (ki) and dividend
growth rates (gi) vary over time. Bekaert and Harvey (2000) generalize the model
to this case and derive a regression specification by linearizing the structural
model around mean expected returns and dividend growth rates. Hence, we esti-
mate the following regression, with time-varying returns, betas and dividend
growth rates

� αri,t � ηβi,t � δgi,t γ �i � εi,t (9.15)

The expected coefficient of the dividend growth rate is quite different depending on
the process that generates it. In the deterministic constant-growth Gordon model one
should expect δ � �1. But Bekaert and Harvey (2000, p. 583) show that δ � 0
“when dividend growth follows a white noise process, not an unreasonable approx-
imation to the dividend growth process, and expected returns are constant”.

Eq. (9.15) requires an estimate for βit, which we obtain from a first-stage
regression as explained in Section 9.3. In the estimation, we allow for cross-mar-
ket correlation and heteroskedasticity for the errors εit as well as for autocorrela-
tion of the error terms within each country.

9.4.2 Results

Our empirical results are reported in Table 9.4. We estimate Eq. (9.15) using an
unbalanced panel of monthly observations on the dividend yields for 18 devel-
oped and seven emerging markets. Appendix 9.A.2 provides details on the time-
series interval of each dividend yield series as well as descriptive statistics by
country (in Table 9.A.2).

Table 9.4 reports the coefficient estimates of various specifications, which
include different institutional variables in the vector �. As in Table 9.2, the spec-
ification of column 1 includes three sets of explanatory variables: (i) the determi-
nants of the dividend yield suggested by the Gordon model (i.e. the domestic
government bond yield, the market beta, the dividend growth rate and the
exchange risk factor); (ii) idiosyncratic risk, which should play a role only with
segmented markets; and (iii) legal variables capturing the quality of institutions
and the degree of investors’ protection, such as legal origin dummies, the “one-
share/one-vote” dummy and the “anti-director rights” variable. We cannot include
country-fixed effects because our institutional variables do not vary over time and
would otherwise be unidentified. However, country-specific variation in the
dependent variable is at least partly controlled for by our legal variables. 

Consistently with the model, the coefficients of both the domestic government
bond yield and of the beta are positive, though the latter is not precisely estimated,

Di,t
�
Pi,t
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Table 9.4: Dividend yields, risk and institutional variables in developed markets.

Regressors 1 2 3 4

Institutional Judicial Judicial Rule of Corruption
variable used efficiency efficiency law

Dividend growth rate 0.003 0.002 0.003 0.003
(1.01) (0.67) (1.11) (0.99)

Risk-free rate 0.001 0.0003 0.001 0.0005
(2.21) (2.26) (2.34) (2.25)

Beta 0.005 0.005 0.008 0.005
(1.13) (0.99) (1.68) (1.34)

Exchange risk factor �0.003 �0.004 �0.003 �0.002
(�2.17) (�2.69) (�2.25) (�1.61)

Residual risk 0.042 — �0.009 0.042
(0.10) (�0.02) (0.11)

Quality of institutions 0.005 — 0.004 0.005
(3.39) (7.50) (6.37)

Quality of institutions* — �0.028 — —
residual risk (�0.46)

One-share/one-vote �0.008 �0.008 �0.002 �0.006
(�2.47) (�2.05) (�0.56) (�2.47)

Anti-director rights 0.001 — — —
(0.70)

French origin 0.007 �0.006 �0.001 0.001
(1.18) (�1.47) (�0.36) (0.56)

German origin �0.009 �0.014 �0.013 �0.014
(�1.34) (�4.68) (�3.22) (�3.07)

Scandinavian origin �0.017 �0.015 �0.019 �0.021
(�5.78) (�5.94) (�6.56) (�6.08)

Constant �0.29 0.030 �0.016 �0.019
(1.43) (5.15) (�2.22) (2.62)

Number of observations 4473 4473 4473 4473

R2 0.367 0.210 0.365 0.393

Note: Monthly dividend yields are from the IBES global aggregates database (Thomson Financial). The divi-
dend yield is the weighted average yield based on the indicated annual dividend (IBES datatype: ADVYLD).
The risk-free rate is obtained from IFS. The dividend growth rate is the percent change of the dividend over
the previous year. Beta for market i in month t is estimated from market model regressions of market i’s
excess return on the world market excess return in months t�1, ..., t�60. Institutional variables are from
LLSV (1998). The data are an unbalanced panel from developed and emerging markets (see Appendix 9.A.2
for the list of markets included and for the time interval of each series). T-statistics corrected for both het-
eroskedasticity and within-country autocorrelation are reported underneath the estimated coefficients.
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and the coefficient of the exchange risk factor is negative. In line with the prior by
Bekaert and Harvey (2000), dividend growth does not carry a statistically signifi-
cant coefficient.18 As in Table 9.2, judicial efficiency has a large and positive cor-
relation with returns: firms in countries with a higher degree of judicial efficiency
pay a higher risk-adjusted dividend yield. A change in judicial efficiency from its
sample mean (8.64) to its maximum (10) is associated with an increase of 70 basis
points in the dividend yield.19 This finding represents further evidence of interna-
tional market segmentation.

The other coefficients in the baseline specification of column 1 also parallel
closely the corresponding results of Table 9.2: the coefficient of residual risk is
not significantly different from zero, while that of the “one-share/one-vote”
dummy is negative.

In column 2 we enter residual risk and judicial efficiency only interactively, in
keeping with the specification of Eq. (9.2), but the estimated coefficient is not sig-
nificantly different from zero, while the other estimates are virtually unaffected.

These results are largely confirmed when the index of judicial efficiency is
replaced by the rule-of-law index or the corruption score. This is shown in
columns 3 and 4, which reproduce the specification of column 1 with these two
alternative variables.20 Other things equal, the dividend yield is significantly
higher in more law-abiding and less corrupt countries.

In the various specifications of Table 9.4, legal origin variables enter with a
consistent pattern: firms in German and the Scandinavian countries pay a lower
risk-adjusted return than firms in Anglo-Saxon countries. If, as maintained by
LLSV, shareholders are better protected in Anglo-Saxon countries than else-
where, this is another piece of evidence against the ICAPM, even in its
extended formulation described in Section 9.2. This is because, if markets were
integrated, one would have expected companies in Anglo-Saxon countries to 
be rather the ones paying the lowest returns. An interpretation of this seem-
ingly counterintuitive finding in line with our model in Section 9.2 is that the
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18We also controlled for the differential tax treatment of dividends, by including the variable
“Dividend Tax Preference” from LLSV (2000). This variable is defined as the ratio of the net-of-taxes
value to outside shareholders of 1 dollar in earnings distributed out as dividends to the net-of-taxes
value of 1 dollar of earnings retained in the firm. It is meant to capture the extent of tax disadvantage
borne by dividends relative to capital gains. Its estimated effect is never significantly different from
zero, and therefore we omit it from our reported results.
19In our sample, the average dividend yield is 0.032, its standard deviation is 0.015 and its range is
between 0.0035 and 0.11.
20These two specifications do not include the “anti-director rights” index. If included, the coefficient
of this variable is not significantly different from zero and all the other results are unaffected. We do
not report these specifications for brevity.
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English-country dummy captures some unmeasured social characteristic that
enhances company profitability.

9.5 Concluding Remarks

In this chapter, we have explored the effects of legal institutions on the equilib-
rium returns on equity. We have presented an extension of the standard ICAPM
to account for both demand- and supply-side effects. On the demand side, strong
protection of shareholder rights reduces the auditing costs incurred by sharehold-
ers to monitor management, and therefore increases their demand for equity. On
the supply side, legal rules that constrain managerial diversion of corporate
resources (for example, stringent corporate transparency standards) allow com-
panies to pledge a higher payout to investors and thereby issue more shares; in
addition, better legal enforcement can expand the investment opportunities of
firms, again increasing their share issuance.

The model highlights that, in contrast with the demand-side effects, the sup-
ply-side effects of legal institutions on returns are muted if equity markets are
internationally integrated, since in this case the demand for shares is perfectly
horizontal. We show that for this reason, with integrated markets, the cross-coun-
try correlation between the quality of legal institutions and equilibrium returns
must be either zero or negative.

However, in our empirical analysis, we document a significant positive cor-
relation, which is robust to changes in the length of the time sample, in the
geographical coverage of the sample, in the proxies for institutional quality
and even in the measures of equity returns (secondary market returns or divi-
dend yields).

This suggests that supply effects are far from muted, and hence that equity mar-
kets are not fully integrated: in countries with better legal rules, more effective
enforcement and less widespread corruption, firms issue more equity, thereby rais-
ing those countries’ equilibrium risk premia. The positive correlation uncovered in
the data, in other words, underscores the limited risk-bearing capacity of local
investors in segmented markets. From the European perspective, our results suggest
that, to the extent that new accession countries raise the quality of their institutional
setting as they prepare to join the EU, their firms may be expected to pay higher
returns, as their profitability and, consequently, their supply of shares increase.
Over the medium term, however, as their financial markets fully integrate into the
Euro area (possibly also as a result of the institutional harmonization), firms in these
countries should enjoy a reduction in the cost of capital. This result sheds new light
on the findings reported by LLSV (1997). The positive correlation between the
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quality of legal institutions and the breadth of stock markets may result from several
channels, not all of which are related to the agency costs of external finance. For
instance, in countries where contracts are more readily enforced, firms’ profitabil-
ity may be higher and therefore firms may issue more shares.

From a policy point of view, our findings suggest that, as countries strengthen
their legal and judicial institutions, their firms may have to pay higher returns to
attract additional equity financing. But, far from representing a drawback, this
may just mean that firms are becoming more profitable and investment is expand-
ing. But the extent to which institutional development will translate in greater
investment and share supply will in turn depend on how integrated these countries
are in international equity markets.

Our analysis leaves a number of issues open to further inquiry. First, an
intriguing issue is which precise mechanism generates the positive correlation
between the efficiency of judicial enforcement of contracts and the return on
equity. A second task is to test the robustness of our results on more disaggregated
data. Third, a fascinating line of research involves endogenizing the evolution of
the institutional framework, so as to understand why some countries end up hav-
ing and retaining “bad” institutions.21
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Appendix 9.A.1 Derivation of Eq. (9.2)

In this appendix, we spell out the derivations involved in obtaining Eq. (9.2) in
the text. The problems of the representative home investor and of the representa-
tive global investor are

Max
x
hj

, xwj

E(W
�

1j) � Var(W
�

1j) � cxhj, j � {h, g} (9.A.1)

where W
�

1j is the value of investor j’s terminal wealth, xhj and xwj are the amounts
she invests in the home and the world market, respectively. The expected value of
terminal wealth is

E(W
�

1j) � (W0 j � xhj � xwj) (1 � r) � xhj (1 � µh) � xwj (1 � µw) (9.A.2)

and its variance is

Var(W
�

1j) � σ 2
h x 2

hj � σ 2
w x 2

wj � 2σ hw xhjxwj (9.A.3)

where σhw is the covariance between the home and the world market.
Rearranging the first-order conditions of the above maximization problem,

one obtains

µ h � r � c � bσ 2
h xhj � bbhw xwj (9.A.4)

µw � r � bσ 2
w xwj � bσ hw xhj (9.A.5)

Finally, the portfolio choice problem of the foreign investors who cannot diver-
sify is

Max
x
ww

E(W
�

1f) � Var(W
�

1f) (9.A.6)
b
�
2

b
�
2
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subject to

E(W
�

1f) � (W0f � xwf) (1 � r) �xwf (1 � �w) (9.A.7)

and 
Var(W

�
1f) � σ 2

w x 2
wf (9.A.8)

The first-order condition yields

µw � r � bσ 2
w xwf (9.A.9)

We define the total investment in the two stocks h and w, respectively as

Nh xhh � λNw xhg � Xh (9.A.10)

Nh xwh � λNw xwg � (1 � λ) Nw xwf � Xw (9.A.11)

Multiplying Eq. (9.A.4) first by Nh (setting j�h) and then by λNw (setting j�g),
substituting from Eqs. (9.A.10) and (9.A.11), and adding up, one obtains

(Nh � λNw) (µh � r) � (Nh � λNw)c � bσ 2
h Xh � bσ hw

	 (Xw � (1 � λ)Nwxwf) (9.A.12)

Similarly, multiplying Eq. (9.A.5) by Nh (with j�h), (9.A.5) by λNw (with j�g)
and (9.A.9) by (1�λ)Nw, substituting again from Eqs. (9.A.10) and (9.A.11), and
adding up, one obtains

(Nh � Nw) (µw � r) � bσ 2
w Xw � bσ hw Xh (9.A.13)

Replacing xwf from Eq. (9.A.9) and Xw from Eq. (9.A.13) into Eq. (9.A.12) and
rearranging, we obtain Eq. (9.2) in the text.

Appendix 9.A.2: Data Sources and Definitions

Secondary Market Returns

We draw monthly equity indices from January 1982 to July 2001 for 18 devel-
oped countries from Morgan Stanley Capital International (MSCI, 2005).22 We
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22The MSCI indices are broadly representative of each country’s market composition. Virtually, all the
stocks (99 percent) can be traded by foreign and domestic investors. As noted by Harvey (1991), the
returns computed on the basis of these indices are highly correlated with widely quoted country
indices, such as the NYSE value-weighted return (calculated by the CRSP) for the USA, or the Nikkei
255 index for Japan.
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use the MSCI value-weighted World Index as the market portfolio for developed
countries.23 The indices for seven emerging markets are drawn from the Emerging
Market Database (EMDB), originally introduced by the International Finance
Corporation (IFC) and now offered by Standard & Poor’s (S&P). Table 9.A.1
reports country-level summary statistics for the estimation period used in Table
9.2 (January 1987–July 2001).24

Both MSCI and EMBD indices are value-weighted and calculated with divi-
dend reinvestment, and both data sets extend to July 2001. Returns are computed
as percentage changes of the indices expressed in US dollars. Tables 9.A.1 and
9.A.2 report the average returns from the MSCI and the EMBD databases, respec-
tively. Excess returns are calculated using the yield on the US Treasury bill clos-
est to 30 days to maturity on the last trading day of the month, drawn from the
CRSP government bond file (see Fama, 1984).

The exchange rate risk factor is the nominal effective trade-weighted exchange
rate index of the US dollar vis-à-vis 20 industrial countries (IFS series 111 ...
NEUZF ...). The change in the log of this index approximates the excess return
on a trade-weighted portfolio of foreign-currency bonds; assuming that the trade
weights are known and that a trade-weighted combination of foreign currency
deposit rates in the 20 countries is close to the US bill rate.25 A positive change
in the index indicates a depreciation of the dollar.

Dividend Yields, Dividend Growth Rates and Yields on Government Bonds

Monthly dividend yields for a sample of 18 developed countries and seven
emerging markets are drawn from the IBES global aggregates database, avail-
able from Thomson Financial.26 The extension of the sample for each country
is indicated in Table 9.A.2. The dividend growth rate is the percent change of
the dividend over the previous year, computed by netting the change of the
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23We also used the value-weighted average of the excess returns on all the markets in the MSCI and
EMDB databases that are active in that month, with no qualitative change in results.
24For EMDB methodology, see S&P (2005). The selection criteria of the components of the MSCI and
the EMDB national indices are similar, though not identical. Bekaert and Harvey (1995) describe the
EMDB indices and briefly compare the EMDB and MSCI methodologies.
25Ferson and Harvey (1993) adopt a mimicking portfolio approach, i.e. they construct a portfolio that is
maximally correlated to the change in the log of G-10, and they compute its excess return. When they use
this portfolio excess return instead of the simple change in the log of G-10, they obtain similar results.
26The dividend yield is defined as “weighted dividend yield based on the indicated annual dividend”
(IBES datatype: ADVYLD).
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Table 9.A.1: Summary statistics: annualized return.*

Country Arithmetic Geometric Standard
mean mean deviation

Panel A: European countries
Austria 0.072 0.044 0.240 
Belgium 0.130 0.113 0.177 
Canada 0.111 0.092 0.188 
Denmark 0.153 0.134 0.192 
France 0.125 0.104 0.201 
Germany 0.103 0.081 0.209 
Greece 0.233 0.153 0.417 
Italy 0.074 0.044 0.243 
Netherlands 0.148 0.134 0.162 
Norway 0.115 0.083 0.247 
Spain 0.136 0.109 0.230 
Sweden 0.162 0.129 0.255 
Switzerland 0.131 0.114 0.183 
UK 0.128 0.112 0.178
–Average 0.130 0.103 0.223 

Panel B: Non-European
developed markets
Australia 0.114 0.085 0.229 
Hong Kong 0.175 0.125 0.311 
Japan 0.039 0.008 0.251 
Singapore 0.112 0.071 0.281 
USA 0.149 0.137 0.154
–Average 0.118 0.085 0.245 

Panel C: Non-European
emerging markets
Argentina 0.402 0.176 0.761 
Brazil 0.274 0.095 0.598 
Chile 0.219 0.182 0.273 
India 0.086 0.035 0.323 
Jordan 0.051 0.040 0.145 
Korea 0.100 0.013 0.433 
Mexico 0.287 0.182 0.430 
Thailand 0.100 0.004 0.437 
Zimbabwe 0.216 0.138 0.388
–Average 0.193 0.096 0.421 

Note: All European countries except Greece are classified as developed markets in this paper. The
distinction is based on the source of data (see Appendix 9.A.2).
*Summary statistics for the estimation sample used in Section 9.3.2. The sample is a balanced panel
for the time interval between January 1987 and July 2001.
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Table 9.A.2: Summary statistics: dividend yields.

Country Mean* Standard Starting Ending Number 
deviation* date* date* of obser-

vations

European countries 
Belgium 0.039 0.016 February 1975 July 2001 318 
Denmark 0.019 0.005 May 1981 December 1988 92 
France 0.039 0.015 February 1975 July 2001 318 
Germany 0.025 0.009 July 1975 July 2001 313 
Greece 0.028 0.013 January 1991 July 2001 126 
Ireland 0.028 0.005 February 1993 January 1999 72 
Italy 0.024 0.008 March 1977 July 2001 293 
Netherlands 0.052 0.012 December 1975 August 1990 155 
Portugal 0.031 0.009 March 1993 March 1999 84 
Spain 0.033 0.011 March 1988 July 2001 161 
Sweden 0.023 0.007 January 1983 July 2001 223 
Switzerland 0.020 0.007 January 1980 July 2001 259 
UK 0.044 0.011 February 1975 July 2001 318 

Non-European countries
Australia 0.040 0.009 February 1975 July 2001 318 
Brazil 0.025 0.022 July 1975 July 2001 64 
Canada 0.032 0.011 February 1975 July 2001 318 
Hong Kong 0.030 0.008 December 1992 July 2001 93 
Malaysia 0.021 0.007 February 1990 July 2001 138 
Mexico 0.019 0.008 May 1990 July 2001 135 
New Zealand 0.048 0.006 February 1993 July 2001 102 
Philippines 0.010 0.005 February 1990 July 2001 138 
South Africa 0.027 0.004 February 1988 July 2001 42 
Thailand 0.041 0.004 January 1988 September 1999 22 
Turkey 0.051 0.033 February 1992 July 2001 53 
USA 0.035 0.014 February 1975 July 2001 318 

Note: All European countries except Greece are classified as developed markets in this paper. The
distinction is based on the source of data (see Appendix 9.A.2).
*Mean value, standard deviation, starting and ending date of the series of dividend yields used in
the estimation for Section 9.4.2 and Table 9.4.
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corresponding stock price index P from the change in dividend yield D/P,
according to the identity

� � �

The yield on government bonds used in the estimation of Eq. (9.15) is drawn from
the IFS database.

Institutional Variables

The variable “Judicial Efficiency” is an assessment of the “efficiency and
integrity of the legal environment as it affects business, particularly foreign
firms”. It is produced by the country-risk rating agency Business International
Corporation and is an average between 1980 and 1983, ranging from 0 to 10, with
higher values associated with higher efficiency levels. Summary statistics for this
and some of the other variables described in this section are shown in Table 9.A.3.

Other variables that we use were constructed by LLSV (1998). Among these,
the index “anti-director rights” captures the degree of legal protection from
expropriation by the managers and controlling shareholders granted to minority
shareholders. The dummy variable “one-share/one-vote” equals one if in the
country concerned ordinary shares are required to carry only one vote per share
and zero otherwise. The variables “French Origin”, “German Origin”,
“Scandinavian Origin”and “English Origin” indicate the “family” to which the
legal system of a given country belongs. 

Most other legal and institutional variables used here are produced by the rating
agency International Country Risk (ICR). Each variable is measured as the average
of the months of April and October of the corresponding ICR monthly index
between 1982 and 1995, and ranges on a scale from 0 to 10 (in some cases, by
rescaling the original ICR indices). The variable “rule of law” is ICR’s “evaluation
of the legal and order tradition in the country”, with lower scores for countries with
weaker legal and order tradition. “Corruption” is an assessment of the degree of cor-
ruption in the government, with lower scores indicating higher corruption. The vari-
able “Risk of Expropriation” reflects ICR’s evaluation of the risk of “outright
confiscation” or forced nationalization, with lower scores indicating higher risk.

Finally, the variable “Quality of Accounting Standards” is drawn from
International Accounting and Auditing Trends (Center for International Financial
Analysis & Research, Inc.), and measures the quality of companies’ annual
reports along seven general dimensions (general information, income statements,
balance sheets, funds flow statement, accounting standards, stock data and spe-
cial items). In our complete sample of developed and emerging markets, it ranges
between 24 and 83, with a mean of 61 and a standard deviation of 13.5.

∆P
�∆P

∆(D/P)
�

D/P
∆P
�
P

∆(D/P)
�

D/P
∆D
�
D
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Table 9.A.3: Summary statistics: institutional variables (from LLSV 1998).

Judicial Rule Corruption Risk of Accounting Anti-
efficiency of law expropriation standards director

rights

Panel A: European countries
Austria 9.5 10.0 8.6 9.7 54.0 3.0 
Belgium 9.5 10.0 8.8 9.6 61.0 0.0 
Denmark 10.0 10.0 10.0 9.7 62.0 3.0 
France 8.0 9.0 9.1 9.7 69.0 3.0 
Germany 9.0 9.2 8.9 9.9 62.0 1.0 
Greece 7.0 6.2 7.3 7.1 55.0 2.0 
Italy 6.8 8.3 6.1 9.4 62.0 1.0 
Netherlands 10.0 10.0 10.0 10.0 64.0 3.0 
Norway 10.0 10.0 10.0 9.9 74.0 4.0 
Spain 6.3 7.8 7.4 9.5 64.0 3.0 
Sweden 10.0 10.0 10.0 9.4 83.0 3.0 
Switzerland 10.0 10.0 10.0 10.0 68.0 2.0 
UK 10.0 8.6 9.1 9.7 78.0 5.0
–Average 8.9 9.2 8.9 9.5 65.8 2.5 

Panel B: Non-European
developed markets
Australia 10.0 10.0 8.5 9.3 75.0 4.0 
Canada 9.3 10.0 10.0 9.7 74.0 4.0 
Hong Kong 10.0 8.2 8.5 8.3 74.0 5.0 
Japan 10.0 9.0 8.5 9.7 65.0 3.0 

(Continued)
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Table 9.A.3: (Continued).

Judicial Rule Corruption Risk of Accounting Anti-
efficiency of law expropriation standards director

rights

Singapore 10.0 8.6 8.2 9.3 78.0 4.0 
USA 10.0 10.0 8.6 10.0 71.0 5.0
–Average 9.9 9.3 8.7 9.4 72.8 4.2 

Panel C: Non-European
emerging markets
Argentina 6.0 5.4 6.0 5.9 45.0 5.0 
Brazil 5.8 6.3 6.3 7.6 54.0 3.0 
Chile 7.3 7.0 5.3 7.5 52.0 4.0 
India 8.0 4.2 4.6 7.8 57.0 3.0 
Jordan 8.7 4.4 5.5 6.1 1.0 
Korea 6.0 5.4 5.3 8.3 62.0 2.0 
Mexico 6.0 5.4 4.8 7.3 60.0 1.0 
Thailand 3.3 6.3 5.2 7.4 64.0 3.0 
Zimbabwe 7.5 3.7 5.4 5.6 3.0
–Average 6.5 5.3 5.4 7.1 56.3 2.8 

Sample statistics
Mean 8.3 8.0 7.7 8.7 64.9 3.0 
Standard deviation 1.9 2.1 1.9 1.4 9.2 1.3 
Minimum 3.3 3.7 4.6 5.6 45.0 0.0 
Maximum 10.0 10.0 10.0 10.0 83.0 5.0 

Note: All European countries except Greece are classified as developed markets in this paper. The distinction is based on the source of data (see
Appendix 9.A.2).
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Chapter 10

The European Adoption of International
Financial Reporting Standards—Effects
on Corporate Transparency

Magnus Bild and Walter Schuster

10.1 Introduction

Accounting in Europe is undergoing a fundamental change because from 2005
onwards all listed companies within the European Union (EU) will be required to
apply International Financial Reporting Standards (IFRSs) in their consolidated
financial statements. In this chapter, we aim to analyse the effects of adopting
IFRSs (IASB, 2004) on corporate transparency.

A common theme for all the contributions to this volume is the link between
institutional transparency and economic growth in Europe. Transparency is impor-
tant for the capital formation process, where funds raised are allocated directly to
financial markets and to financial intermediaries and then used for real investment
producing economic growth (Oxelheim, 1996). In this process different actors can
be identified: savers/investors, corporate decision makers, politicians/regulators
and international politicians/regulators. This chapter deals directly with trans-
parency between corporate decision makers and investors (via financial markets)
i.e. corporate transparency. Bushman, Piotroski, and Smith (2004) define corporate
transparency as the availability of firm-specific information to those outside pub-
licly traded firms. We interpret this as the ability of outsiders to evaluate a firm’s
operations (see also Chapter 12 in this volume). Accounting information, in turn,
in the form of financial statements and additional disclosures, arguably represents
the most important source of firm-specific information to outsiders.
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In this context, it is necessary to elaborate further on the meaning of trans-
parency. Bushman et al. (2004) view corporate reporting, i.e. the periodic disclo-
sure of firm-specific information on a voluntary or mandatory basis, as one
information mechanism related to corporate transparency.1 Moreover, they iden-
tify two aspects of corporate reporting directly related to the financial reporting
standards: financial disclosure intensity and accounting principles used.

Additional information enhances transparency. However, substituting one
accounting method for another does not necessarily improve transparency, i.e. the
availability of firm-specific information to outsiders and their ability to evaluate a
firm’s operations, which depend on the characteristics of the respective meth-
ods. Thus, replacing a set of national standards by another set of “international”
standards that are uniform across countries does not necessarily improve trans-
parency. Of course, it is often argued that IFRSs represent a coherent set of high-
quality standards, which therefore would improve transparency. Even assuming
this to be true, the gains from improved transparency would nevertheless have to
be compared to the cost of getting this transparency.2

Furthermore, it is not sufficient just to look at accounting standards. These
accounting standards interact with other contextual factors, such as institutional
factors, information mechanisms or important actors’ rationales. The effects of
adopting a new set of standards could well be constrained by such other factors
(Ball, Ashok, & Wu, 2003).3 Generally, one might hypothesize that a specific set
of standards will work well under certain conditions, and that a country-specific
GAAP has evolved together with other country-specific factors (Stolowy, Ding,
Hope, & Jeanjean, 2005). If that is the case, the introduction of IFRSs will affect
corporate transparency differently across countries.

Bushman et al. (2004) point out that most prior research on corporate trans-
parency isolates individual aspects of financial reporting or analysts’ behaviour,
while they themselves view corporate transparency as an output from a system of
interrelated mechanisms. They then try to find improved measures of corporate
transparency4 that will enable more powerful tests of the economic consequences
of the widespread availability of such information.

272 Magnus Bild and Walter Schuster

1Two other categories are private information acquisition and information dissemination.
2In an ideal case information is costless to all participants. In reality, there are costs to collect, disclose
and interpret the information.
3Ball et al. (2003) study the interaction between accounting standards and the incentives of managers
and auditors and show that even if a country has high-quality standards, financial reporting quality is
not high when preparers’ incentives imply low quality.
4They select country-level variables from various databases and use factor analysis to find such
improved measures. For corporate reporting variables their source is the Centre for Financial Analysis
and Research’s (CIFAR) International Accounting and Auditing Trends (CIFAR, 1995).
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Because a number of mechanisms interact, it is not certain that a particular
method or set of standards will increase corporate transparency even if it seems
more informative, in and of itself, than an alternative.5 In addition, we argue that an
increased knowledge of corporate transparency, in terms of a descriptive explana-
tion of a number of such important relations, is necessary for making inferences
(e.g. for standard setting) about the association between corporate transparency and
various economic phenomena. Basically, this is a variation of the observation made
by Holthausen and Watts (2001, p. 3), regarding much of the accounting literature
on value relevance, i.e. unless the underlying theories are descriptive of accounting,
standard setting and valuation, the value-relevance literature’s reported associations
between accounting numbers and common equity valuations offer few implications
or inferences for standard setting; they are mere associations.

The purpose of this chapter is to analyse the European adoption of IFRS and its
effects on corporate transparency. We will look at the interaction between the
abovementioned other factors and the accounting standards; compare IFRSs to
national standards in terms of fundamental characteristics; and discuss the effects
of adopting IFRSs on corporate transparency given the existence of these other
factors.

The chapter is organized as follows. In Section 10.2, our focus is on an indi-
vidual aspect of financial reporting. Corporate transparency can be viewed in
terms of individual aspects of financial reporting (Aggarwal & Simkins, 2004)6 as
well as on a more comprehensive level (Bushman et al., 2004). We look at the
accounting for business combinations and at how corporate transparency is
affected by the introduction of IFRS 3 (IASB, 2004). The acquisition of another
company is perhaps the one single event that most powerfully affects the
profitability of a company, and the introduction of IFRS 3 is one of the most con-
troversial changes associated with the application of IFRSs.7

In Section 10.2.1, we briefly describe the major changes in the accounting for
business combinations. In the new method, there is no amortization of goodwill
and thus no information about its useful life. Potentially, this constitutes a loss of
transparency. Whether this is actually the case depends on whether the lost infor-
mation revealed something important about the expected value creation of
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5E.g. measuring assets at fair value rather than historical cost.
6Aggarwal and Simkins (2004) examine the relation between voluntary disclosures of currency deriv-
ative’s usage and cost of capital/shareholder value.
7Regarding accounting principles, Bushman et al. (2004) focus on the extent to which financial state-
ments are consolidated and general reserves are used. Consolidated statements are viewed as more
informative and the existence of general reserves as less informative. Although important, these two
might be seen as “easy” ones, and in more economically developed countries non-consolidation and
general reserves are not particularly common.
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takeovers to external stakeholders. To answer this question, we develop in Section
10.2.2 a conceptual framework that relates expected value creation to the amorti-
zation period of goodwill, taking into consideration the fact that takeovers are
subject to different business logics and hence that variations in amortization peri-
ods across acquisitions are expected. We then examine empirically the historical
association between amortization period and takeovers of different strategic
types. Section 10.2.3 describes the sample selection for this empirical analysis.
The hypotheses are presented in Section 10.2.4, the results in Section 10.2.5, and
the discussion in Section 10.2.6.

In Section 10.3, we keep the focus on the new standard for business combi-
nations and analyse its effects on expected profits. The expected consequences
for takeover activity and prices paid are discussed in view of the findings in the
mergers and acquisitions literature about the financial outcome of takeovers in
general.

In Section 10.4, we look more closely at the concept of corporate transparency
from a behavioural perspective, extending our analysis to important actors’ ratio-
nales and how they interact, considering the processes of preparation and use of
accounting information. Doing this, it is reasonable to also expand the analysis to
the global level.8 The object of analysis is the whole set of IFRSs and the ultimate
concern is with the consequences for resource allocation in general. Of course, to
investigate the consequences of the adoption of IFRSs considering the processes
of preparation and use of accounting information is an immense task (Walton,
2004, p. 8), and the analysis is of an exploratory nature. Concluding remarks and
policy recommendations are put forward in Section 10.5.

10.2 The Effects on Corporate Transparency of the New
Standard on Business Combinations

In this section we analyse the effect on transparency of changing the standard on
business combinations.

10.2.1 The Accounting Standards for Business Combinations

In most EU countries, the previous accounting practice for acquired goodwill was
one of systematic amortization. Of the 25 member countries, 129 are represented

274 Magnus Bild and Walter Schuster

8Even though IFRS 3 is not atypical, the picture it gives is not complete.
9Austria, Belgium, Denmark, Finland, France, Germany, Italy, Netherlands, Portugal, Spain, Sweden
and the UK.
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in the Transnational accounting project.10 In seven of these countries, this prac-
tice of systematic amortization was required and in the other five it was an
allowed alternative. Since the allowed amortization period varied across the 12
countries, there were considerable differences in the treatment of goodwill on a
more detailed level.

In contrast to that, IFRS 3 requires goodwill acquired in a business combina-
tion to be measured at cost less any accumulated impairment losses. Consequently,
goodwill is not amortized systematically, but must instead be tested for impair-
ment annually (or more frequently). The impairment test requires an estimate of
expected cash flows to a unit. The new method is characterized by increased
complexity.

In terms of corporate transparency, the loss of systematic amortization entails the
loss of any information it may have provided. On the other hand, we get the impair-
ment procedure. We argue that the old accounting regime included something sim-
ilar, to the extent that impairments roughly correspond to write-downs in the old
regime.11 The net effect is a potential loss of transparency. To further investigate this
potential loss, we will continue to develop a framework that relates goodwill to the
value created by a firm’s operations.

10.2.2 Goodwill — Abnormal Profits — Strategy

One common view is that takeovers are motivated by the prospects of obtaining
an advantageous competitive position. Acquiring firms would be willing to pay
for reaching that position as long as the expected net present value of the decision
is non-negative. Undertaking a takeover endeavour on such premises means that
there are expectations of abnormal profits.

The abnormal profits will be manifested in goodwill. The origin might be found
inside the target company — consolidation goodwill — or in the interaction
between buyer and target — combination goodwill (Johnson & Petrone, 1998).
The useful life of goodwill will depend on the persistence of the abnormal profits,
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10The Transnational Accounting project is used by e.g. d´Arcy (2001). It systematically sets out the
financial accounting rules and practices of several countries based on descriptions given by local
accounting professors and local professionals in each country. The information on individual coun-
tries and the IASC is summarized in the Reference Matrix, so that each country’s complete account-
ing rules are presented in the tabular form and the rules on any particular accounting problem can be
read for all the countries covered by TRANSACC. It provides information on each accounting method
under review of the following form: required, allowed and forbidden.
11In general, fixed assets had to be written down if they had values that were lower than their book
values and the decrease was permanent. It must of course be acknowledged that the procedures for
arriving at a devaluation of assets are different now than before.
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which, we argue, will depend on the time it will take the competitors to achieve
the same position and remove the competitive advantage, the likelihood that tech-
nological development will erode the position, and the stability of customers’
demand (Capron & Pistre, 2002; Chatterjee, 1986; Barney, 1988). Thus, we con-
ceptually link abnormal profits, competitive position and amortization period.12

It seems reasonable to assume that the persistence of the abnormal profits and
hence the useful life of goodwill depends on the acquisition type. A long amorti-
zation period should be used for takeovers where the deal leads to a unique posi-
tion that is both difficult and costly to imitate. A short amortization period should
be used for acquisitions where the competitive advantage is negligible and/or
erodes quickly.13

In our strategic discussion we assume that goodwill is a function of abnormal
profits alone. However, from a strict accounting perspective, goodwill may also
arise as a consequence of, for instance, overpayment or non-recognizable assets. We
disregard these alternative sources of accounting goodwill, i.e. we assume there are
no differences between the fair values and the book values of the acquired net
assets.

Acquisitions are initiated for various reasons and conducted in different man-
ners. The resource-based view states that the outcome of a takeover is likely to
depend on the takeover’s attributes (Barney, 1988). Researchers have attempted
to capture this variation by presenting takeover classification schemes based on
strategic characteristics. Hitt, Harrison, Ireland, and Best (1988) developed an
approach inspired by Barney (1988). We have chosen to build on a seminal paper
in the field, which distinguishes between horizontal, vertical, concentric and con-
glomerate acquisitions (Ansoff & Weston, 1962). Similar categories have been used
for practical purposes by the Federal Trade Commission (FTC), and are still dis-
cussed in empirical research on M&A outcomes (King, Dalton, Daily, & Covin,
2004; Campa & Kedia, 2002; Palich, Cardinal, & Miller, 2000).

We define five takeover types in the following way. A horizontal takeover is
one where the parties operate at the same position in the same value chain. They
provide identical products or services in the same or different markets. A vertical
takeover is one within the same value chain where there exists, or could poten-
tially exist, a supplier–customer relationship. The vertical integration can either

276 Magnus Bild and Walter Schuster

12A broad empirical study where profitability is linked to competitive position is in McGahan and
Porter (2002).
13We assume that the buyer not only attains control and consolidates the target company, but also that
the buyer acquires such a stake that extraction of synergies is practically possible. In Sweden that
means that 90% of the number of shares must be acquired, otherwise the minority owners in the tar-
get company have some legal protection.
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be forward or backward oriented. In a concentric acquisition, the parties belong
to different value chains but have highly similar production or distributional tech-
nologies or customers. A conglomerate takeover is one where the parties belong
to different value chains. There are no buyer–seller relationship, no technical or
distributional relationship, and the parties do not deal with identical products.

Walter and Barney (1990) found empirically that the managerial acquisition
motives are different in the five takeover types. Based on their research, and com-
monly proposed takeover motives in press releases, we make the following divi-
sion. Horizontal deals are explained by motives such as economies of scale,
critical mass, synergies, market share and geographical expansion. Integration
backwards is distinguished by, for instance, an interest in handling critical rela-
tions, in securing production input and in cutting transaction costs between sup-
pliers and customers. Integration forward is, among other things, characterized by
an interest in handling critical relations, in securing demand for production out-
put, in taking care of service and after market activities, in cutting transaction
costs between suppliers and customers and in getting closer to the final customer
as a stimulus for production development. Concentric acquisitions might be
driven by an idea to sell new products to the same customer group or by using
established distribution channels for new products. Conglomerate acquisitions are
normally motivated by arguments of risk reduction.

We argue that the useful life of goodwill should reflect the business logic of
the underlying strategic decision. The time period should be longest in horizon-
tal, and to some extent vertical, takeovers where combination goodwill can be at
hand. It is probably shorter in concentric acquisitions and even more so in con-
glomerate takeovers, where consolidation goodwill dominates.

It has however been questioned whether the amortization period conveys any
information about the useful life of goodwill, and hence of abnormal profits, to
external stakeholders, i.e. whether it has positive effects on corporate transparency.
That question is at the centre of our empirical study below.

10.2.3 Sample Selection

We searched for industries characterized by high takeover activity covering all
strategic types and with substantial goodwill items. Several industries fitted the
description, most clearly so IT, mechanical engineering, and power generation.
We chose to focus on listed Swedish IT firms’ acquisitions.

The M&A activity in the IT industry peaked around the turn of the millen-
nium. Many Swedish firms attained leading positions in Europe through numer-
ous transactions, turning Kista, a suburb of Stockholm, into an IT hub second
only to Silicon Valley. Many of the companies were active in the goodwill debate,
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not seldom proposing alternative accounting methods. This means that the man-
agement of these firms has discussed goodwill on a detailed level and that many
of them presumably were knowledgeable when setting the amortization scheme.

We delimited the time period to 1997–2001. During that period more than 50
IT companies were listed at the Stockholm Stock Exchange. The differences
between the companies were of such a kind that they could disturb our search for
a correlation between strategic type, abnormal profits and useful life of goodwill.
To control for that risk we divided the sample into the three sub-industries that
are used by convention: (a) IT and Internet consultants, (b) software firms, and (c)
hardware and distributors. The sub-industries face different business conditions.
Consultancy operations are most dependent on individual employees when it
comes to customer contacts. This human capital is usually loosely knitted to the
company. Hardware firms and retailers are in the opposite situation. Software firms
benefit from routines and processes that to a larger extent belong to the organiza-
tion. Hence, they are less dependent on individuals. A complete list of the compa-
nies in the sub-industries, following a classification by the Swedish business
weekly Affärsvärlden, is presented in Appendix 10.A.2.

We established a gross list of takeovers made by the listed IT companies. Our
starting point was a list compiled by the Swedish M&A journal Förvärv &
Fusioner. We compared it to and adjusted it for information in annual reports and
press releases. From the gross list we excluded takeovers that were accounted for
with the pooling of interest method, acquisitions where we did not have informa-
tion on the useful life of goodwill, small transactions, direct takeovers, and finally
acquisitions that could be seen as intra-family restructurings. We ended up with a
list of 79 takeovers made by 17 acquirers in 15 different countries representing all
five takeover types. By limiting the study to only one industry and to a period
often referred to as a boom period for that industry, we advocate caution when-
ever the results are to be generalized to other industries and periods.

The strategic classification of the takeovers is critical to our approach. Press
releases and annual reports were the initial sources of information. The stated
takeover motives were analysed using the findings of Walter and Barney (1990).
The relevant descriptions were however missing for some takeovers and unclear
for others. Consequently, we did not manage to classify all the takeovers with a
reliable degree of accuracy. Our way of solving the problem was to ask industry
and transaction experts to help us complement and double-check the strategic
classifications. They represented various perspectives and kinds of experience;
one financial analyst specialized on the IT industry, one investment banker who
was involved in several deals on the list, and one executive with more than 25
years of experience as CEO, President and owner of several companies in the
industry. We met them individually and explained our classification scheme. They
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got the list with the 79 takeovers and carried out their own classification. In those
cases where all the experts and we did not arrive at the same classification, we
discussed the issue further until we agreed. These people, we argue, have a better
overview of the industry than the CEO or CFO of the individual company, which
would have constituted an alternative expertise for complementing our incom-
plete classifications. Hence, we are able to secure a certain degree of internal con-
sistency in the classifications.

It is not trivial to make an ex-post strategic classification of the 79 acquisitions
that we have selected. Memory of the industrial development fades and it is some-
times hard to recall the exact circumstances of each decision. We have attempted
to classify each acquisition following the strategy the buyer had at the time of the
deal, but as will be explained below in some cases we have had to moderate that
position a bit. It is also worth mentioning that similar takeovers made by the same
company can be classified differently. For instance, an IT consultant’s acquisition
of its first advertising agency might be a concentric deal, but when the second
advertising agency is taken over it is likely to be a horizontal acquisition. That is
a difference in classification that may not be compatible with the way companies
choose amortization periods for these deals. For each takeover case, we have used
the original amortization scheme. Hence the subsequent prolongation of the
period that was made by one acquirer was left without notice.

10.2.4 Hypotheses

It follows from the reasoning in Section 10.2.2 that we expect to find that

• the amortization period depends on the acquisition’s strategic characteristics.,
• horizontal takeovers are associated with a longer useful life of goodwill than,

in order, vertical, concentric and conglomerate acquisitions.

We further argue that a takeover’s strategic value and useful life is likely to
depend on the sub-industry. Thus, we also expect to find that

• the amortization periods are longer for retailers and for hardware and software
companies than for consultancy firms,

• the ranking order of the average useful life between the five acquisition types
is the same for the three sub-industries.

10.2.5 Results

It is clear from Table 10.1 — presenting the frequency of amortization periods
over the different strategic types — that a horizontal takeover amortized over 10
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Table 10.1: Frequency of different strategic types of acquisi-
tions and amortization periods.

Strategic type Amortization period Total
for goodwill

5 10 20

Horizontal 13 34 7 54
Forward 6 6
Backward 1 1
Concentric 1 6 3 10
Conglomerate 1 5 2 8
Total 15 52 12 79

years is the typical deal. But at the same time there is considerable variation. We
have examples of all useful lives and all strategic types, although there are no
observations for all combinations.

It is striking that the longer amortization periods are used in cases where we
did not expect them to be frequent. The other side of the coin is that the shortest
useful life is predominantly attached to the strategic type where we rather
expected it to be rare. The fact that the number of acquiring firms was restricted to
17 necessitates a careful interpretation of the results. Two examples illustrate this.
It appears at first glance that there is a widespread use of 10-year amortization
schemes for takeovers that lead to an integration forward. But six of the transac-
tions were made by the same acquirer. Second, all horizontal takeovers with a 5-
year amortization scheme were made by the same acquirer. Yet, that company not
only used a useful life of 5 years, but also applied a 20-year useful life in one of
its horizontal acquisitions.

We know that some acquirers have the same useful life for all takeovers, while
others apply a continuum. The question is whether this difference is a reflection
of the strategically different deals made by these companies. In Table 10.2 we
present the situation for those acquirers that made at least two acquisitions. Two
positions can be explained by our strategic reasoning, the bottom-left and the
upper-right. The position one expects to observe most often is at the bottom-left,
i.e. companies that make acquisitions of the same strategic type should use one
and the same amortization period. The position at the upper-right is also in line
with our expectations as long as the differences in amortization period reflect
differences in strategic type of the underlying takeovers. However, for the two
companies in that cell we cannot detect any such relationship.
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Table 10.2: The combinations of amortization period and type of
strategic acquisitions.

Amortization Type of strategic acquisitions
period

One category Several categories

Continuum Information Highway Framfab, Sigma

Single IMS Data, Adera Enea Data, Intentia,
Know IT, MSC Konsult

The other two positions in Table 10.2, i.e. the bottom-right and the upper-left,
are difficult to explain by our strategic reasoning. The one at bottom-right could,
however, be understood in the light of our overall finding that strategic character-
istics do not seem to determine the applied useful life for goodwill. It may be the
case that a corporate goodwill policy states one useful life of goodwill regardless
of the strategic character of the deal. The position at the upper-left cannot be
explained on the basis of our reasoning.

So far, our discussion has concerned the entire sample of 79 acquisitions. The
question is if a division into sub-industries and the dimension domestic/cross-
border would change our overall findings. When it comes to the sub-industries, 66
of the 79 takeovers were made by consultancy firms. Typically, the consultants made
horizontal takeovers (52 of the 66 cases). The remaining 13 acquisitions in the study
were made by software firms. The strategic type was typically non-horizontal
among these firms. Six of the 13 cases were integrations forward (all made by one
acquiring firm), five concentric, and two horizontal. Despite the differences in strate-
gic type, the sub-industries use similar amortization periods for goodwill.

We also checked whether there were any systematic differences between the
domestic takeovers (60% of the sample) and the cross-border ones (40% of the
sample). We could not detect any significant patterns. On a more detailed level
there were, however, some differences. The distribution of amortization periods is
somewhat different. A larger portion of the cross-border deals was amortized over
20 years. Forward integration was over-represented, and conglomerate acquisi-
tions under-represented among the cross-border transactions.

In summary, we do not find any strong support for the general hypothesis that
amortization period would depend on strategic characteristics. Specifically, we do
not observe the expected ranking order between the various types of strategic
acquisitions or sub-industries. Against that background we conclude that there is
probably no loss of transparency when systematic amortization of goodwill is
abandoned as IFRS 3 is introduced.
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10.2.6 Discussion

The mismatch between our expected findings and the observations in our analy-
sis calls for discussion. Could it be that our model is univariate and hence does
not catch the impact of other variables? In a multivariate analysis we could have
included variables such as the size of the goodwill item and the profitability of the
acquiring company. The size of the goodwill item for a particular takeover is,
unfortunately, usually not disclosed. Bearing that in mind, we have exposed our
data to tests of robustness.

Claiming that the choice of amortization period could be affected by size and
profitability is in line with the earnings management literature. In our context,
earnings management might mean that companies’ choice of amortization period
is influenced by a propensity to enhance net profits. Healy and Wahlen (1999)
found that earnings management occurs for a variety of reasons, such as
influencing the stock market, increasing management compensation and reducing
the likelihood of violating lending agreements. In the context of accounting for
business combinations, studies of earnings management have indicated that man-
agers prefer the consolidation method that leads to the highest post-merger earn-
ings (Aboody, Kaznik, & Williams, 2000), and that in a purchase analysis, the
valuation of acquired assets (and hence the residual value of goodwill) offers
scope for managerial discretion (Higson, 1998, p. 157).

In a previous study (Bild & Schuster, 2003), we analysed the earnings man-
agement behaviour of 52 IT companies listed at the Stockholm Stock Exchange
during the period 1997 through 2001. Among the 52 companies were those 17
acquirers that are the focus of this chapter. The magnitude of the goodwill phe-
nomenon is illustrated in Figure 10.1. We see that the relative size of goodwill,
scaled against sales, increases over the period 1998–2001. The development is
most accentuated for the top quartile of the listed IT companies. It is obvious that
net profits are very sensitive for the choice of amortization period.

We have already seen that amortization periods varied across acquirers and
takeovers in the sample of 17 acquirers (Appendix 10.A.1) and that goodwill-to-
sales increased among the 52 listed companies (Figure 10.1). If earnings man-
agement was practiced, it would also mean that the amortization period increased.
In Figure 10.2, we see that the median amortization period (AP)14 was fairly sta-
ble over the years, but that the top 10 per cent extended gradually.

282 Magnus Bild and Walter Schuster

14For companies that used several useful lives for their different goodwill items, the average amorti-
zation period had to be calculated. In short, we divided the accumulated acquisition cost for goodwill
by the annual amortization of goodwill. There are measurement problems involved, which are devel-
oped in Bild and Schuster (2003).
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The questions we asked, among others, were whether the length of the AP was
correlated to the companies’ profitability and/or financial position. In other words,
were the longer APs used by unprofitable and/or financially weak firms? To inves-
tigate that issue, we defined two measures, the EBITA-margin (EBITAM) and the
Equity-to-Sales-ratio (EQSAL). EBITAM was defined as ‘operating profit before
amortization and write-down of goodwill to sales’. EQSAL was defined as ‘aver-
age book equity (before amortization and write-downs of goodwill at year end) to
sales’.
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Figure 10.1: Goodwill to sales for the IT companies 1998–2001.

Figure 10.2: Amortisation period, 1998–2001.
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We computed the correlations between AP and EBITAM and EQSAL, respec-
tively. The Pearson correlation coefficient for EBITAM and AP is generally weak
and the sign changed over the years. We also analysed the lagged correlation
between AP and EBITAM the coming year, but it did not change the results. The
Pearson correlation coefficient for EQSAL and AP was weak and varied over the
years. A negative correlation would have been consistent with the hypothesis that
higher risks entail longer amortization periods.

To conclude, there was no strong support for the idea that earnings manage-
ment could explain the length of the amortization period. That, in turn, could
mean that a multivariate analysis of goodwill amortization periods would not nec-
essarily provide different conclusions than those derived from our univariate
analysis of Section 10.2.5.

Another topic to discuss is whether we should have compared the amortization
period of goodwill to the financial outcome of takeovers, instead of theory-
deduced expected persistent competitive advantage. There are many indications
that horizontal acquisitions actually develop more unfavourably than conglomer-
ate deals (Bild, 1998). This is perhaps due to a tendency for overpayment and/or
a troublesome post-acquisition process (Sirower, 1997). These findings suggest
hypotheses quite the opposite of ours. Horizontal acquisitions should have the
shortest amortization periods and conglomerate acquisitions the longest. Looking
at our data from this perspective, we cannot find support for the alternative
hypotheses.

We can understand the absence of a pattern if management tends to balance
theory and general takeover outcomes, i.e. our hypotheses and the alternative one
outlined in the paragraph above, when choosing amortization period for goodwill.
The reasoning would be that the management knows that horizontal takeovers
have the largest return potential and therefore they deserve a long amortization
period. But at the same time management are well aware of the risk of a poor out-
come due to overpayment, post-acquisition integration problems and competi-
tors’ strategic reactions. In any individual case, it is not possible to observe how,
and if, this balance is applied, since we do not know how the two dimensions are
weighted. Furthermore, the transparency for an external user would be low since
there is no robust link between the strategic type of takeover and the choice of
amortization period.

Finally, as was previously stressed, it must be emphasized that we have stud-
ied only one industry during a limited period of time, where the business condi-
tions were rather special. This does of course impact our ability to generalize our
findings of a lack of transparency to other industries and other time frames.
However, it must be emphasized that the spirit of this chapter is to bring up on an
explorative-basis issues of transparency in relation to the adoption of IFRS.
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10.3 The Consequences of IFRS 3 for Reported Profits 
and M&A Activity

The change to IFRS 3 does not have cash flow implications for the amalgamated
entity. Financial theorists claim that the change of standard therefore lacks economic
consequences (Watts & Zimmerman, 1986). It does, however, impact the group’s
net income. If profit figures are deemed important by external users of accounting
information, there are reasons to analyse how the group’s net income is affected.

We limit our analysis to the effects on net profit related to goodwill.15 They are

(a) Net profit increases or is constant compared to the previous method. If total
impairment losses equal total amortization, the total net profit will be the same
in the long run. However, there is a measurement problem related to internally
generated goodwill, which in some cases will lead to constant book values for
goodwill.16 If this is the case, total impairment will be lower than total amor-
tization in the long run and consequently total net profit will be higher.

(b) Net profit is reported earlier compared to the previous method. Even if total
impairment losses equal total amortization, net profit will be reported earlier.
This conclusion rests upon the assumptions that write-downs were required
by the previous method as a complement to amortization if necessary and that
the carrying value of goodwill by the new method could never be lower com-
pared to the previous method.

(c) Net profit is more volatile compared to the previous method. Assuming that
total net profit is the same, the net profit is more volatile since amortizations of
an equal amount each year are replaced by impairment losses in some years.

At face value, (a) and (b) may be considered to be positive effects, while (c) is
negative. The expected net effect is positive. The net effects may be considered to
be so attractive that we see an increase in takeover activity and/or higher purchase
prices for target companies (Runsten, 2004). Both potential consequences are wor-
rying since we know that takeovers in general have no, or even negative, value con-
sequences for the buying company (King et al., 2004). These losses do not,
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15The new method requires the identification of separable assets to a larger extent. The effect on net
profit depends on the amortization period for these. If the amortization period for identifiable, sepa-
rable assets is equal to the amortization period for goodwill in the previous method, the net profit is
not affected by the change to the extent that goodwill is replaced by separable assets.
16In the impairment test, existing book values are compared to expected cash flows. Since the expected
cash flows include effects from events after the acquisition (internally generated goodwill), it is pos-
sible that no impairment is registered even though the goodwill attributed to the acquisition has
decreased in value.
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however, translate into welfare losses of mergers and acquisitions. Numerous
studies conclude that we are dealing with a zero-sum-game, where losses for the
buyer are balanced by gains for the seller, at least if transaction costs are dis-
regarded.17 If transaction costs are included, we cannot reject that M&A activity
could actually destroy value and thus be detrimental for resource allocation in a
society. Considering the financial outcome of takeovers, there is a risk that IFRSs
reduces transparency in one important sense. Namely, that decisions that destroy
value are portrayed in a way that lead to higher profits.

The indications in this section rest upon a functional fixation on an all-inclusive
concept of income, i.e. comprehensive income (CI). It is CI that becomes more
volatile. Other income concepts, before impairments but after amortization,
become more stable. Earnings Before Interest Taxes Depreciation and Amortization
(EBITDA) will be constant. Even though a focus on CI has merit as a robust meas-
ure, a richer descriptive picture has to consider that the economic consequences of
this change in net profit could be expected to depend upon analysts’ interpretation
of this accounting information. In general, a study of the economic consequences
of the introduction of a new standard requires a more comprehensive analysis of the
processes of preparation and use of accounting standards.

10.4 The Effects on Corporate Transparency 
of the Adoption of the Whole Set of IFRSs

So far, we have restricted our analysis of the effects of IFRSs on corporate trans-
parency to the standard on business combinations, focusing on individual aspects
such as choice of amortization period and change of expected net income in
simplified settings. In this section, we extend the analysis to the processes of prepa-
ration and use of accounting information. An increased knowledge of corporate
transparency in terms of a descriptive explanation of important actors’ rationales
and relations between those actors is necessary for making specific inferences e.g.
for standard setting purposes.18

10.4.1 Interplay between Actors

In general, it is the processes of preparation and use of accounting information that
make up the setting for corporate transparency. An analysis of these processes
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17Roll (1986) is an early advocate for this view.
18It should be recognized that accounting information sometimes also has direct consequences.
Among these are consequences on taxes, bonus programmes, prices in regulated markets and debt
covenants.
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gives descriptive relevance to observed associations between single phenomena.
Characteristic of these processes is a rather complicated interplay between various
actors.19 We choose to describe this interplay in terms of a number of trade-offs and
the need for a long-term balance between different legitimate interests. In our
analysis of the interplay between various actors, we focus on management, audi-
tors, analysts, ultimate users and standard setters.20

The primary task of management is to manage the entity. From this point of
view it is important that the way managers see their businesses corresponds to the
way in which they present it to the outside world. The primary task of the auditors
is to verify the accounting information. One issue is the scope of the audit, e.g.
whether the auditors task just is to verify that a specific method follows the rele-
vant standard, or if they also should assess whether the use of a specific method
gives “a true and fair view”, which is related to the ability of outsiders to evaluate
a firm’s operations, i.e. transparency.

The analysts are interpreters that collect and process accounting information
that then serves as a base for the ultimate users. Ultimate users are of different
kinds. In IFRS seven different categories are explicitly identified.21 Often investors
are placed foremost and their perceived needs are treated as a benchmark for the
other categories (Barth, Beaver, & Landsman, 2001, p. 77).

The standard setters are also a part of this process. A standard setter con-
fronted with an accounting issue has three options: (1) to prescribe a specific
method, (2) to allow more than one method (with or without stating any
explicit preference for one of them e.g. a benchmark method and an allowed
alternative method), and (3) to decide not to regulate (but perhaps require addi-
tional disclosure). A standard setter needs compliance. If the necessary com-
pliance is not attained, the standard setter will be replaced by other means of
regulation.

This process of preparation and use is characterized by a number of trade-offs.
From a management perspective there is a trade-off between external users demand
for additional information and other factors that affect the companies’ supply of
additional information, such as the complexity of the issues, the confidentiality
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19In Section 10.3, the effects of transactions on net income were analysed. These effects depend upon
the applied accounting standards. The consequences of these will in turn depend on how this account-
ing information is interpreted by various users.
20It is rather common to distinguish between preparers and users of accounting information. Even
though we sometimes make this distinction, we do not use it to categorize the actors. Some actors,
such as auditors, do not fit easily into any category. Others fit into both, management do not only pre-
pare accounting information but also use it e.g. for benchmarking and controlling purposes.
21Investors, employees, lenders, suppliers and trade creditors, customers, governments and their agen-
cies and the public.
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interest in regard of competitors and management control of different organiza-
tional levels within the company.22

External users’ view on disclosure is characterized by their wanting more infor-
mation, rather than less. In the absence of balancing factors regarding external
users’ demand for information (as opposed to management and standard setters),
there is a risk that too much data with unclear information content is demanded
and supplied.

From a standard setting perspective, there has to be a balance between prepar-
ers’ and users’ interests. A standard setter has to consider the preparers’ environ-
ment as well as users’ requirements when developing standards. Starting from a
company view, it is important that the standard setter’s choice is based on an
understanding of the role that the transactions have in a business and control set-
ting. If, on the other hand, the starting point for the standard setter is the capital
markets requirements, company practices are less important, but the working of
the capital markets more so. A standard setter has to make a trade-off between
level of specification and compliance (Johansson & Oestman, 1995). The more
flexible the rules are, the better the compliance. The existence of severe sanctions
produces a better formal compliance, but also requires more unambiguous stan-
dards, while at the same time preparers get more hesitant to accept these.

To conclude, the processes of preparation and use of accounting information
that make up the setting for corporate transparency are characterized by a num-
ber of trade-offs and there is a need for a long-term balance between different
interests.

10.4.2 Characteristics of IFRSs

In Section 10.3, we analysed the expected effects on net income in a simplified
setting. Doing this for the whole set of standards is difficult. So instead we iden-
tify the general characteristics of IFRSs to give some indications. The IFRSs are
constantly changing. These changes are reflected in current standards (new stan-
dards and existing standards that recently have been changed) and working proj-
ects (new standards, amendments of existing standards and general issues). One
advantage of including working projects is that they say more about current
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22The idea that the extent of (voluntary) disclosure involves balancing the costs and benefits of dis-
closure is found in Aggarwal and Simkins (2004). Disclosure enhances value. However, there are also
costs to collect and disseminate information. Factors that have been hypothesized or shown to
influence disclosure costs include political costs and agency costs (Watts & Zimmerman, 1986), and
also strategic costs (Admati & Pfleiderer, 1998). To our knowledge, the management control dimen-
sion has not received much attention in the literature in this context. In our opinion, it is fundamental.
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thought. On the other hand, they may be a forum for exploring ideas that in the
end will not be accepted. We focus on current standards but make references to
working projects when appropriate.

We analyse the introduction in terms of common recognition and measurement
principles and complexity.23 Regarding common recognition and measurement
principles IFRS brings an increased frequency of fair values (Barker, 2004, p.
159), which together with an all-inclusive concept of income (see below), is
expected to have substantial effects on net profit.

The increased frequency of fair values is analysed in terms of which assets
and liabilities are reported at fair value and when they are reported at fair
value (at initial recognition and/or subsequently). Important categories of assets
reported at fair value are financial instruments, investment property and agri-
cultural products. In the long term, the scope is expected to increase even
more.24

Regarding the time dimension most assets25 are still reported at acquisition
cost at initial recognition. Already Paton and Littleton (1940) argued that histor-
ical cost is not important in the sense of consideration given, but as a measure of
fair value at the time of acquisition. However, when it comes to the recognition
of profit, there is a subtle difference between the measurement of assets received
and the consideration paid. If the fair value of assets received is deemed to exceed
consideration paid, you could argue that there is a profit. In the long term, the use
of fair values at initial recognition is expected to increase.26
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23Another important dimension is changes in the institutional setting. The consequences of these could
be expected to vary across countries, which have had different systems before the change.
24The IASB and FASB Boards are exploring an ‘asset and liability approach’ to defining revenue and
specifying the criteria for the recognition of revenue (FASB, 2005). That approach focuses on identi-
fying and measuring increases in assets and decreases in liabilities arising from contracts with cus-
tomers. The Boards have developed a draft conceptual model for identifying the assets and liabilities
that arise from contractual rights and obligations. In addition, the Boards have adopted a working
principle that requires assets and liabilities affecting revenue to be measured at fair value.
25The same applies for liabilities that the company incurs.
26In the working project on business combinations (IASB, 2005a) it is said that “In a business com-
bination the total amount to be recognised by the acquirer should be the fair value of the business over
which it obtains control. Assuming an exchange of equal values, the fair value of the consideration
given by the acquirer generally is more clearly evident than the fair value of the acquirer’s interest in
the business acquired . . . In rare circumstances a business combination is not an exchange of equal
values such that the fair value of the acquirer’s interest in the business acquired exceeds the consid-
eration given for that interest. In such cases, the excess of the fair value of the acquirer’s interest in
the business acquired over the consideration given for that interest should be recognised as a reduc-
tion in the total amount of goodwill . . . Any excess remaining after the total goodwill has been
reduced to zero should be recognized immediately in profit or loss (our emphasis) at the date of
acquisition”.
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The full impact of fair values on net profit is realized through an application
of an all-inclusive concept of income. Currently, there are a number of cases
where changes in assets and liabilities bypass the income statement and go
directly to equity (available for sale securities, pensions, etc.). In the long term,
the frequency of this is expected to decrease.27

The expected effects on total net profit of the use of fair values and CI are not
apparent. However, an increased volatility in profits and an earlier recognition of
profits could be expected.28 The adoption of IFRS also leads to an increased
complexity in a number of respects. Not only are the recognition and measure-
ment rules more complex. There are also substantial additional disclosure
requirements.

10.4.3 Consequences of the Adoption of IFRSs on the Preparation 
and use of Accounting Information

The consequences of the adoption of IFRSs on corporate transparency will
depend on the processes for preparation and use of accounting information. We
will now analyse how the trade-offs that we have identified are affected by the
increased complexity and the use of fair values and CI.

Regarding the increased complexity, from a management perspective this
makes it more difficult for companies to have the necessary knowledge internally.
They have to rely on external consultants and become more dependent on the
auditors. However, the complexity is sometimes such that the auditors in turn
have to rely on external consultation, e.g. the big auditing firms’ international
accounting desks in London. The increased complexity paired with an uncertainty
about the scope of the audit leads to an increased use of assessment suppliers,
i.e. companies specialized in valuation of some kind.29

A primary consequence is that the process of preparation of accounting infor-
mation becomes more distant from the business operations, which the informa-
tion represents. A secondary consequence will be that there is an increased gap
between financial reporting and management control. This might mean that the
corporate transparency does not increase.

Regarding fair value and CI, from a management perspective this could widen
the gap between financial reporting and management control. From an analyst’s

27The project on Reporting Performance (IASB, 2005b).
28For an early empirical indication, FT 18 April 2005 refers to an UBS analysis of 27 companies that
have restated their 2004 earnings under the new rules showing profit swings of 12 % on average.
29Real estate is an old area that has been complemented by e.g. various intangible assets such as cus-
tomer lists.
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perspective, the predictive function of accounting is dominant. The analysts do
not have direct access to the management’s business model. If information about
fair values replaces information about future cash flows, the analysts are not bet-
ter off. They want information to predict values, not the values per se. Information
about fair values renders them more dependent on the preparers. This might mean
that transparency does not increase.

The focus on CI instead of a more restricted income concept (such as net
income or earnings) gives sophisticated analysts/investors the opportunity to
pick and choose. It is motivated by the risk of otherwise missing important
items, that there is no unambiguous foundation for some other concept of
income and that performance cannot be captured in a single number. This might
not be as good for other users. It is perhaps the necessity of making a choice that
is beneficial for transparency through the processes of preparation and use of
accounting information. There is an explicit stand in a classification, a write-
down, etc. It is originally made by the accountants, confirmed by the CEO,
verified by the auditors, scrutinized by monitors, discussed in media and
assessed in qualitative terms by analysts. In a number of steps different actors are
forced to argue for their stand and the issue at hand gets a detailed treatment. An
absence of classification does not give the same room for argumentation. The
same is true for a valuation at expected value.30 Thus, transparency might not
increase.

This development towards fair values could be expected to continue. The argu-
ment of internal system consistency, which traditionally has favoured acquisition
cost over fair value, is not as valid as it once was (at some point, the argument for
internal system consistency could actually be used to support fair value measure-
ments). Ultimately, with a gradually increasing complexity and the use of fair val-
ues together with CI, there is a risk of institutionalizing primitive concepts of
income closely related to the cash flow of the period, which could jeopardize the
status of profit as a measure of performance and the legitimacy of accrual
accounting. Transparency might even decrease.

The economic consequences of an increased volatility of profits and an earlier
recognition of profits are of course difficult to establish. However, as noted above,
there are direct consequences. One important feature of many of these is that they
are not at all, or only to a limited extent, reversible. Bonuses paid out are not
repayable, repayment of taxes is often covered by restrictions, and premature
repayments of loans are not reversed.31 Since these are outflows, a potential
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30Fair values are not just market values, but in some cases values according to economic theory.
31Of course, many other consequences of accounting information where there is an element of inter-
pretation are also irreversible.
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consequence is a reduction of corporate wealth, i.e. the aggregate purchasing
power available to a firm for strategic purposes (Donaldson, 1984).

From a standard setting perspective, IASB has been under fire. Critics have
questioned, whether the advantages of IFRSs in terms of improved transparency
are large enough to offset the higher costs associated with the much-increased
complexity. We have gone beyond that and asked, whether there will be improved
transparency. Our analysis indicates that transparency will not always increase; in
some cases it might even decrease. Of course, the consequences of the adoption
of IFRSs are elusive and could be expected to differ across countries. The trade-
offs that characterize the preparation and use of accounting information will
change. This will affect the balance between various legitimate interests with
unclear long-term consequences on resource allocation. These processes related
to the preparation and use of accounting information have to be more closely
studied. At the same time there is a large demand for more limited studies within
the framework of a descriptive model.

10.5 Concluding Remarks and Policy Recommendations

We believe that IFRSs is basically a positive force in its harmonizing of financial
reporting. A successful progress would enhance transparency and in the end foster
more profitable growth in European industries. To reach that end, it is important
that standard setting is dealt with in today’s manner, i.e. that politicians leave the
standard setting process to the IASB and allow for national standard setting bod-
ies to continue to play an active part within the IFRS context.

We do however question whether transparency, and hence the prospects for
growth, are best supported by an increasingly complex reporting system charac-
terized by an aspiration for more fair values and CI. That is not to say that we
oppose fair values in general. Fair values are appropriate for assets that are actively
traded on a well-functioning market. For other than such assets, reporting only fair
value could counteract the underlying objectives of the IFRSs project. Hence, we
recommend a temporary stop in the adoptation to fair values. The stop would allow
time for reflection and deep analyses of the consequences of applying IFRSs.
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302 Magnus Bild and Walter Schuster

Appendix 10.A.2: Sub-Industry Classification.

Consultancy firms Software firms Hardware and
retailing firms

Adcore Connova C Technologies
Adera Enlight Gandalf
AU-System Iar Systems Multi Q
Cell Network IBS Scribona
Cyber Com IFS Sectra
Dimension Intentia
Enea Jeeves
Framfab M2S
Frontec Netwise
HIQ Nexus
Icon Nocom
IMS Data Orc Software
Kipling Pricer
Know It Protect Data
Mind Readsoft
Modul 1 Teligent
Mogul.com Trio
MSC
Novotek
Prevas
Proact
Pronyx
Resco
RKS
Sigma
Softronic
Teleca
Tietoenator
Turnit
WM-data
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Chapter 11

Corporate Transparency and Risk
Management Disclosure of European
Issuers in the United States

Söhnke M. Bartram, Georg Stadtmann and Markus 
F. Wissmann

11.1 Introduction

The introduction of the Sarbanes-Oxley Act (SOX) in the United States changed
the reporting environment of international companies significantly and had a
worldwide impact on institutional and corporate transparency. The importance of
SOX originates in part from its influence on non-U.S. companies. First, being
mandatory for American and foreign companies alike that have their shares listed
on a U.S. stock exchange, it directly affects cross-listed companies. Second, the
U.S. corporate governance system may serve as a blueprint for other countries that
intend to reform their own reporting regulation. This is likely to indirectly affect
companies all over the world — even if not listed in the United States — as a result
of convergence of foreign reporting standards with U.S. rules, including SOX.

The likely effects on companies that have been identified so far are twofold.
On the one hand, recent evidence in the United States shows that the implemen-
tation of SOX significantly increases costs of publicly listed companies. This
makes equity markets a less-attractive source of funding, which could induce
companies to avoid these requirements. This has been empirically confirmed by
Leuz, Triantis, and Wang (2004), who show that an increasing number of U.S.
companies deregister their common stock as a result of SOX. However, this
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observation is not limited to U.S. companies. Recent surveys of lobbying institu-
tions show that many foreign companies cross-listed in the United States consider
delisting from a U.S. exchange in order to avoid the burden imposed on them by
SOX (Fischer zu Cramburg, Hannich, & Ziegert, 2004). In addition, complying
with both SOX and domestic regulation can be particularly burdensome when
domestic legislation is in conflict with SOX, such as the German co-determination
rules (Perino, 2003).1

On the other hand, stricter rules resulting from SOX enhance transparency and
the trustworthiness of financial reporting, which improves the credibility of a
company in the equity markets. In addition, the requirements on the quality of
internal reporting mechanisms are useful for large international companies that
have a variety of businesses with complex reporting structures. It provides mar-
ket participants and managers with the assurance that the system of internal con-
trols ensures a true and fair view of the financial position of a company. With
regard to corporate risk management, this pertains also to the financial risks the
firm is exposed to and the hedging decisions it has taken as a response, e.g., in
terms of derivative instruments and/or foreign currency debt. A more accurate
reporting system thus increases the transparency and effectiveness of the risk
management program.

Since the effect of SOX on companies is thus far from clear and is an empiri-
cal issue, this chapter investigates how SOX impacted corporate transparency and
the statutory risk disclosure of European issuers in the United States. It follows
the link between transparency, risk, and cost of capital as outlined in Chapter 1.
We examine whether SOX is complementary to and consistent with the existing
national standards that foreign issuers are obliged to comply with in addition to
SOX. Furthermore, we elaborate on the perceived cost and benefits of the Act for
cross-listed companies. To address these questions, we analyze the responses to a
questionnaire by German companies that are cross-listed on the New York Stock
Exchange (NYSE). The issues covered by the questionnaire relate to financial
reporting in general (such as risk disclosure and changes thereof due to SOX), a
cost–benefit analysis of the recent regulatory changes (such as synergies with
German reporting standards and additional costs imposed by SOX), and the
potential impact of the new regulation on risk management in particular. The
results indicate that companies consider potential benefits as small and limited in
scope. This implies that the marginal effect of SOX is an increase in the costs
associated with cross-listings. As a result, raising equity capital at NYSE — and
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1However, the SEC addressed this problem and regards the employee representative in the supervisory
board as independent.
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probably in the United States in general — became less attractive for European
companies owing to SOX.

The results in this chapter have broad implications pertaining to other areas,
such as issues around capital structure. Aggarwal and Kyaw (Chapter 12), for
instance, show within this volume that corporate debt levels depend on the design
of institutional transparency. In particular, changes in transparency that reduce the
agency conflict between shareholders and management are associated with lower
levels of debt. Changes in transparency that reduce the exposure of debt holders to
operating risk, however, are associated with higher levels of debt. If SOX achieves
its original purpose to better align management action with shareholder value, it
will likely lead to less debt and more equity finance of the companies that are sub-
ject to it. As far as cross-listed, foreign companies are concerned, however, it is
shown here that this very same legislation made the U.S. stock market a less attrac-
tive place to raise additional equity finance. Rather than reducing relative debt lev-
els, this could lead leverage to either stay constant or to increase. Therefore, these
offsetting effects may make an ex ante prediction of the effect of SOX on corpo-
rate capital structures difficult, as both of these effects seem to be present.

The analysis by Bild and Schuster in Chapter 10 is also closely related to this
chapter. They examine how international harmonization of national accounting
standards influences overall transparency in the context of the adoption of the
International Financial Reporting Standards (IFRS) in Europe. Converging
national accounting standards implies changes to the individual national account-
ing rules, which leads to the indirect effect SOX has on non-U.S. companies men-
tioned earlier. Finally, this chapter relates to Gugler, who in Chapter 3 analyzes
issues of companies that operate in multiple jurisdictions. The lesser the interna-
tional law is harmonized the higher the costs, complexity and uncertainty for
these companies. The introduction of SOX is one example of additional com-
plexity inflicted on cross-listed, foreign companies, which also demonstrates that
legal systems in which companies operate can change significantly over time.

The remainder of this chapter is structured as follows: Section 11.2 provides
an overview of SOX and discusses the effects on U.S. companies. Furthermore,
it discusses implications for both foreign companies raising equity capital in the
United States and different national corporate governance systems. Abstracting
from the analysis of NYSE-listed German firms, Section 11.3 discusses implica-
tions for German companies that are cross-listed on a U.S. stock exchange. In
particular, the German and the U.S. corporate governance regimes are compared
with an emphasis on implications for risk management and internal control. A
discussion of the survey of German companies cross-listed on NYSE comple-
ments the analysis. In Section 11.4, an overview of the discussion about deregis-
tration of foreign issuers is provided, which is directly linked to disclosure
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requirements as a result of SOX. Finally, Section 11.5 summarizes the results and
concludes the chapter.

11.2 The Sarbanes-Oxley Act

11.2.1 Key Provisions of SOX with respect to Corporate Transparency

Following the high-profile accounting scandals and bankruptcies, such as Enron
and WorldCom, the U.S. legislature set up a law named after its initiators, Senator
Paul Sarbanes and member of Congress Michael Oxley — the Sarbanes-Oxley
Act (SOX). The Act was passed by the U.S. Congress on January 23, 2002 and
became effective on July 30, 2002. It reshaped the landscape of corporate gover-
nance in the United States dramatically (Axarlis, 2004). SOX already emphasized
strong shareholder rights by making management more accountable and control
mechanisms more effective through increased mandatory disclosure and supervi-
sion and by making top management personally liable.

One important part of the new law intends to better align management action to
shareholders’ interests and to improve the effectiveness of management supervi-
sion. Title III of SOX defines corporate responsibilities, a major aspect of which is
presented in Section 301, which seeks to reduce conflicts of interest of those who
represent shareholders, i.e., corporate directors. The rules explicitly require direc-
tors to be independent. This rule is further detailed in that directors must not accept
any kind of compensation from the company whose board they oversee. Another
important part of SOX is Section 302. It states that the CEO and CFO have to cer-
tify their financial report every quarter. In particular, they have to confirm the
truthfulness of all information and the absence of any misleading statements in the
report. Section 906 goes on by listing the punishment both executives face if they
get caught to knowingly certify wrong or misleading information: a fine of up to
USD 1 million and a prison term of up to 10 years. If willfully certified wrong, the
penalties increase up USD 5 million and 20 years imprisonment.

Other parts of SOX are concerned with the quality of financial data. Section
407, for instance, defines what constitutes a “financial expert” and requires the
company to disclose whether it has one on its audit committee (SEC, 2003b).
Requirements regarding additional financial disclosure are set out in Title IV. The
executive certification mentioned in the previous paragraph requires an effective
way of recording, processing, summarizing, and analyzing internal information to
make sure that the certified financial information disclosed in the financial reports
is correct (SEC, 2003a). This point is addressed in Section 404, which requires
management to assess the effectiveness of internal control systems and publish a
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report thereof with the annual financial figures. The general characteristic of inter-
nal control of financial reporting is defined in the final rule by the Securities and
Exchange Commission (SEC) as2

A process designed by, or under the supervision of, the registrant’s
principal executive and principal financial officers, or persons per-
forming similar functions, and effected by the registrant’s board of
directors, management and other personnel, to provide reasonable
assurance regarding the reliability of financial reporting and the
preparation of financial statements for external purposes in accor-
dance with generally accepted accounting principles and includes
those policies and procedures that:

● Pertain to the maintenance of records that in reasonable detail
accurately and fairly reflect the transactions and dispositions of
the assets of the registrant;

● Provide reasonable assurance that transactions are recorded as
necessary to permit preparation of financial statements in accor-
dance with generally accepted accounting principles, and that
receipts and expenditures of the registrant are being made only
in accordance of the registrant;

● Provide reasonable assurance regarding prevention or timely
detection of unauthorized acquisition, use or disposition of the
registrant’s assets that could have a material effect on the finan-
cial statements” (SEC, 2003a, p. 9).

Next to defining the nature of internal control, Section 404 requires the company
to identify and address weaknesses in its system of internal control and financial
reporting. Therefore, to comply with SOX, companies are obliged to establish
and maintain information systems that support and allow for effective risk man-
agement (Menzies, 2004).

In addition to internal controls of financial reporting, the SEC requires what it
calls proper disclosure controls. Unlike internal controls, which focus on the
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2This definition incorporates the framework developed by COSO, the Committee of Sponsoring
Organizations of the Treadway Commission (COSO, 1992). COSO was originally formed in 1985 to
sponsor the National Commission on Fraudulent Financial Reporting, an independent private sector
initiative, which studied the causal factors that can lead to fraudulent financial reporting and devel-
oped recommendations for public companies and their auditors, regulators such as the SEC, and edu-
cational institutions. The chairman of the National Commission was James C. Treadway, a former
commissioner of the SEC. 
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sourcing of financial data, disclosure controls are concerned with the publication
of mandatory information to investors. In particular, this type of control should
“ensure that information (...) disclosed by the company (...) is (...) within (...) the
Commission’s rules and forms” (SEC, 2003a, p. 16). A company could create a
disclosure committee to ensure accurate, timely, and complete disclosure as well
as compliance with Section 302 (Vater, 2004). 

Finally, the new law establishes the Public Company Accounting Oversight
Board, which oversees the public accounting profession in order to assure high
quality of external audits and further improve compliance with accounting rules in
general and SOX in particular. Thus, SOX enhances corporate transparency consid-
erably by improving the quality and the quantity of the information a company is
obliged to communicate to its investors.

11.2.2 Effects of SOX on Companies in the United States

The effects of SOX on U.S. companies have been at the center of a few empiri-
cal studies. Bhattacharya, Groznik, and Haslem (2002) conduct an event study
around the date when the first group of companies had to file according to SOX
(August 14, 2002). While 96.5% of the 688 companies in the sample met the
deadline, 15 created their own format of certification, and nine did not file any-
thing. The study finds strong evidence that the market anticipated compliance
with SOX and concludes that firms that did not file correctly may be in financial
distress, may have agency problems related to relatively small institutional own-
ership stakes, or may have been audited by Arthur Andersen.

Rezaee and Jain (2003) study the market reaction to news related to SOX
between February and July 2002 accounting for firm-specific levels of trans-
parency and disclosure quality as measured by Standard and Poor’s. They find
positive (negative) abnormal returns for days where the likelihood of the passage
of SOX increases (decreases). In addition, the market reaction is more positive for
companies that scored higher on effective corporate governance, reliable financial
reporting, and credible audit functions. 

Jain, Kim, and Rezaee (2004) analyze market liquidity measures before and
after the passage of SOX. Market liquidity and quality is assessed by quote and
spread data as well as a measure of adverse selection. These variables uniformly
indicate a drop in both market quality and liquidity following the accounting
scandals that led to the passage of SOX. Subsequent to the passage of SOX and
some SEC implementation rules, markets improved on these dimensions, an
effect that was more pronounced for large firms.

The latest survey by Ernst & Young (2004b) shows that companies with a higher
level of revenue need more time to comply with Section 404. Similar studies have
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been conducted three times between December 2003 and September 2004 (e.g.,
Ernst & Young, 2004a,b), which show that the effort necessary to implement
Section 404 increased considerably over time. As compared to the first survey, 29%
of the companies needed 50% more effort to comply with this rule, with another
23% of companies estimating the increase between 26% and 50%. The primary rea-
son for this trend is identified to be the growing number of controls that have to be
evaluated and tested. According to a research study by AMR, the total costs to U.S.
companies grew from 2004 to 2005 by 10% to USD 6.1 billion.

Ge and McVay (2005) analyze a sample of 261 companies that reported a total
of 493 deficiencies in their internal control systems between August 2002 and
November 2004. In general, most of the weaknesses were related to accounting
policies and to the segregation of duties. In particular, areas of financial account-
ing that caused the main difficulties were revenue recognition, account reconcil-
iation, the treatment of the year-end reporting process, accrual accounts,
derivatives’ accounting, and income tax issues. It therefore seems that weaknesses
in internal reporting are associated with the complexity of the accounts. By the
same token, a higher level of organizational complexity (measured by, for
instance, the number of reporting segments or the existence of foreign currency
translation) seems to increase the difficulties to comply with Section 404. Finally,
experience (expressed by a company’s age and size) and profitability are asso-
ciated with fewer weaknesses in internal control procedures, while being
audited by one of the major accounting firms is positively associated with the
disclosure thereof.

Engel, Hayes, and Wang (2004) analyze a sample of 353 U.S. firms that quit the
equity markets and became private companies between January 1998 and January
2004. They find a modest but statistically significant increase in the rate of firms that
went private after the enactment of SOX. They further find that abnormal returns
associated with the introduction of SOX are positively related to firm size and
turnover. Comparing the post- and pre-SOX period, companies that are smaller or
have a larger level of inside ownership than average experience above-average
returns when announcing their intention to become a private company.

Finally, Leuz et al. (2004) study companies that “go dark”, i.e., they deregister
— thus exiting the SEC reporting regime — but continue to trade in the OTC
market. They find large negative abnormal returns at the announcement and fil-
ing of deregistration, which are more pronounced after the passage of SOX. They
conclude that firms that deregister from the reporting requirements to the SEC are
generally small (measured by total assets and market value of equity) and often
distressed (indicated by higher leverage and a recent increase in short-term debt).
The cost savings for these companies from being outside the SEC reporting
regime are likely to exceed the benefits of continued reporting under the SEC
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regime. These benefits may stem, at least in part, from controlling shareholders
in these companies protecting their private benefits of control and reducing their
legal risks resulting from SOX with regard to the penalty for white-collar crime.
In addition, Leuz et al. (2004) find that well-performing companies not only go
dark but also leave the equity markets altogether by going private. Market reac-
tions to the announcement of going private is significantly positive throughout
their sample period particularly after the passage of SOX. 

Thus, while SOX improved the quality of internal control mechanisms of
financial reporting, markets appear to be able to differentiate between companies
with sound accounting and governance practices even before these requirements
became compulsory. Nevertheless, choosing a less transparent reporting environ-
ment, such as by going dark, seems to increase the costs of capital as Leuz et al.
(2004) show. Therefore, whether costs of SOX outweigh its benefits, especially
for foreign firms, is still an open question.

11.2.3 Implications of SOX for Foreign Companies

In addition to its effect on U.S. companies, SOX also has implications for all for-
eign companies that are listed on a U.S. stock exchange. Of the 3,617 companies
listed on NYSE, 13% are from outside the UnitedStates. (NYSE as of June 30,
2005), most of which (86) are from Canada. As for Europe, the United Kingdom
(64), the Netherlands (26), France (19), and Germany (16) account for the largest
number of companies with NYSE listing (Table 11.1). These companies are not
only subject to their national reporting rules but also have to comply with U.S.
standards, such as SOX. In addition, even if a foreign issuer decides to delist, it
still has to comply with U.S. reporting, disclosure, and governance standards
unless it fully deregisters. Therefore, SOX likely has an impact on the cross-listing
decision of foreign companies.

Companies listed in the United States compete in global capital markets with
companies that are listed in their home jurisdiction only. Foreign companies are
therefore likely to do a cost–benefit analysis on whether to voluntarily adopt U.S.
corporate governance standards and/or to list on a U.S. stock exchange. The
Swiss company SBB AG, for instance, has voluntarily adopted SOX to increase
its transparency and therefore its attractiveness to international investors (Bigler,
2004). This is referred to as “bonding”, which describes the phenomenon of com-
panies opting into a more stringent corporate governance system of a foreign
jurisdiction in order to send a credible signal to the capital market and the invest-
ment community (Reese & Weisbach, 2002). The benefits of bonding are mostly
attributed to a lower cost of capital that results from a higher stock market valu-
ation (Wòjcik, Clark, & Bauer, 2004).
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Such a cost–benefit analysis will take into account the fact that stocks will
trade at a discount if risks are not fully disclosed. Applying the “unraveling” the-
ory (Milgrom, 1981; Jovanovic, 1982) to the situation at hand, a company with
discretion regarding financial disclosure will choose to fully disclose the risks it
faces only if it ex ante expects to benefit from this step, such as by lifting its own
share price. Following this argument, foreign companies might choose to adopt
more stringent U.S. disclosure standards to either increase their share price or to
avoid the negative signal they would otherwise send to investors, which could
depress the price of their shares. Therefore, foreign companies could “rent” the
U.S. system by raising equity capital in the United States, which would make
U.S. disclosure rules mandatory and their commitment to these standards credi-
ble. However, since the passage of SOX, the costs associated with being listed in
the United States have increased dramatically (Ribstein, 2003).

Corporate Transparency and Risk Management Disclosure 311

Table 11.1: European companies listed on NYSE.

Country Number of companies

United Kingdom 64
Netherlands 26
France 19
Germany 16
Switzerland 16
Italy 13
Spain 9
Russia 6
Finland 5
Norway 5
Greece 4
Ireland 3
Denmark 2
Luxembourg 2
Portugal 2
Austria 1
Turkey 1
Belgium 1
Guernsey 1
Hungary 1

Source: New York Stock Exchange (as of June 30, 2005).
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Enforcement of SEC rules is generally considered as being fairly strong.
While this is not questioned with regard to publicly listed U.S. companies, the
same might not be the case for foreign firms. Siegel (2005) shows that in the years
1995 to mid-2002, the SEC took legal action against only 13 cross-listed foreign
firms. This rather relaxed attitude is exemplified by a sample of cross-listed
Mexican companies, where controlling shareholders were charged with embez-
zlement, effectively taking away assets from minority shareholders. All the SEC
did was to delist six of these companies, while none of them has been charged of
violating U.S. securities laws. This rather weak enforcement may limit the posi-
tive effect of bonding on the credibility of a company’s published accounts.

Sutton, Lanoo, and Casey (2005) analyze foreign listing activity in the United
States between the end of 2000 and 2003. They find that the number of foreign
companies that listed on NYSE rose from 417 to 443, while the number of for-
eign issuers that listed on NASDAQ went down from 360 to 247 over the same
time period. This reduction in NASDAQ listings relative to NYSE may be attrib-
utable to the burst of the technology bubble, which generally resulted in a decline
of share issues by growth companies, rather than to SOX. These numbers alone
therefore make it difficult to deduce whether SOX reduced the attractiveness of
U.S. capital markets to foreign companies. Looking at Figure 11.1, which shows
the number of new, rather than total, listings one can identify that foreign listing
activity on NYSE declined steadily from 2000 onward, while the number of new
U.S. companies listed on NYSE increased between 2000 and 2004. As a conse-
quence, the proportion of foreign new listings decreased as well (Figure 11.2). This
decline of new foreign listings relative to total new listings on NYSE might indicate
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that SOX has made the U.S. capital market less attractive to foreign companies
and therefore indicates that the higher costs associated with cross-listing out-
weighs the benefits, such as the bonding effect described earlier. 

A different interpretation of the relative decline in foreign listing activity is
that the U.S. corporate governance system did not prevent corporate scandals and
therefore does not seem to be superior compared to corporate governance rules of
other industrialized countries. Moreover, the corporate scandals by themselves
may have tainted the reputation of the U.S. system, which could have negatively
influenced the decision to cross-list by foreign firms.

Witt (2003) suggests that shareholders, companies, and taxpayers may do a
horse race of the different concepts of corporate governance legislation to decide
which one is most advantageous and appropriate to their national circumstances.
One of the dimensions along which a corporate governance concept is evaluated
is complementary, which refers to the degree its different elements fit into each
other (Schmidt & Weiß, 2003). Another dimension is consistency, which meas-
ures whether the individual elements of each corporate governance concept are
complementary and reinforce each other. Inconsistent systems are considered
economically inefficient even when single components are considered superior.
New elements might be included in the existing system as a reaction to changes
in foreign jurisdictions in order to be competitive.

Since the U.S. corporate governance system might serve as a blueprint for sev-
eral other national corporate governance systems, changes in U.S. law are likely to
lead to changes in other jurisdictions. As a consequence, even foreign companies

Corporate Transparency and Risk Management Disclosure 313

0%

10%

20%

30%

40%

50%

60%
19

60

19
70

19
80

19
90

19
95

19
96

19
97

19
98

19
99

20
00

20
01

20
02

20
03

20
04

Figure 11.2: Share of foreign new listings to overall new listings (New York
Stock Exchange, 2005).

Else_Citege-Oxel_Ch011.qxd  3/11/2006  8:49 AM  Page 313



that are not listed in the United States are (indirectly) affected by SOX. To illus-
trate, Peek, Blanco, and Roxas (2004) examine the effect of SOX on the oversight
of audit companies in countries that are part of the North American Free Trade
Area (NAFTA). It turns out that Canada brings its standards in line with SOX and
that it joins Mexico to follow SOX regarding the structure and responsibilities of
the audit committee and the accountability of the CEO and CFO, which are out-
lined above. In Europe, the commission of the European Union is considering
incorporating a mandatory corporate governance statement in the 4th (78/660/
EWG) and 7th (83/349/EWG) directive to inform investors about the quality of
risk management and internal controls. The initiative is, however, opposed by the
European parliament, which wants to avoid overregulation (Committee on Legal
Affairs, 2005).

11.3 The Sarbanes-Oxley Act and German Cross-Listed
Companies

11.3.1 The German Corporate Governance System

Germany’s corporate governance system is generally considered a creditor-
friendly stakeholder-oriented system, which means that it favors debt- over
equity-holders and mandates the participation of employees in the oversight of a
company. The legal foundations for listed companies are outlined in the joint
stock companies’ code (Atkiengesetz, AktG), which sets up a two-tier board sys-
tem with a management board and a supervisory board. The German market for
corporate control of public companies is considered to be underdeveloped rela-
tive to other industrialized countries as relatively few banks exercise control of
the supervisory board through the pooling of shareholders’ voting rights and the
low market capitalization of most companies. As a reaction to corporate scandals
around 1998, the focus of the German corporate governance legislation has been
shifted to shareholders, whereby the consistency of the German corporate gover-
nance system, as defined earlier, has been maintained.3

Table 11.2 summarizes the main drivers of transparency within the German cor-
porate governance system. With the enactment of KonTraG (Gesetz zur Kontrolle
und Transparenz im Unternehmensbereich), for instance, a shift in the German
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3See Schmidt and Spindler (2000) with regard to path dependency of the German corporate gover-
nance system. Schmidt and Weiß (2003) point out that KonTraG has contributed to a paradigm shift
from insider to outsider control. See also Böcking (2003).
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Table 11.2: Sources of transparency in the German corporate governance system.

KonTraG TransPuG 4th Financial- Cromme BilKoG BilReG
market commission

support law report

Year of 1998 2002 2002 2003 2004 2004
imple-
mentation
Legal Law Law Law Comply or Law Law
principle explain
Scope All but focus on All but focus on All but focus Listed 

listed companies listed companies on listed companies
companies

Implementation Supervision of Shareholder 
of the German share price interests
corporate manipulation Responsibility of 
governance code supervisory and
in the AktG management

board
Focus Obligation to Risk Liability/responsi- Independence of Enforce- Auditor 

implement risk management bility of auditors and ment independence
management Accounting financial supervisory Accounting 
system standards analysts boards standards

Risk Transparency Transparency of
management of directors’ company

dealing management

Note: BilReG refers to “Bilanzrechtsreformgesetz” (the law on international accounting and audit quality) (see also BilReG, 2004), KonTraG
refers to “Gesetz zur Kontrolle und Transparenz im Unternehmensbereich” (law for control and transparency in the company), and TransPuG
refers to “Transparenz und Publizitätsgesetz” (transparency and disclosure law).
Source: Deloitte & Touche (2003).
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corporate governance system toward greater responsibility of management and the
supervisory board coincides. First, it attempts to improve risk management prac-
tice and requires the introduction of a monitoring system that identifies risks that
might affect the going concern of joint stock companies. The supervisory board
has to verify the effective use of this system by management, which has to report
any risk identified by the monitoring system to the supervisory board.4 Second, as
with SOX, the monitoring system is subject to a regular external audit.

According to Grewe (2000) and Scharpf (1999), risk identification is a con-
tinuous and systematic process. Addressing this latter point, a proper monitoring
system can generally be subdivided into internal control, controlling, and early
warning. The early warning system should be tied into the overall company strat-
egy, and a risk strategy should be developed. As risks need to be identified on a
continuous basis, this system should also ensure that the company could react to
risks in a timely manner. Obviously, such a system will be a function of the com-
plexity and the riskiness of the company’s business. While the concept of “risk”
is not clearly defined in the context of KonTraG, the German Institute of
Chartered Accountants (IdW) suggests that risk can generally be considered to be
“the possibility of disadvantageous future developments.”5 This definition applies
to individual risks that affect the going concern but comprises risks that —
although of minor importance when considered individually — potentially add up
to major ones. Transactions that involve any of these risks need to be disclosed.
Failure to report these in the annual report is considered a misstatement of the
financial accounts and consequently an offense against legislation requiring a
company to report its true and fair view.

Another example of the new German corporate governance regulation is
BilReg, which requires companies to include a discussion of the business devel-
opment in its financial report. Thereby, key financial performance indicators that
can be traced to the financial statements should be used and explained. In addi-
tion, any foreseeable developments, their potential risks and rewards have to be
explained and assumptions underlying the reported numbers have to be shown.6

Finally, the new rules now make it mandatory to disclose financial risk manage-
ment policies and details about specific methods and financial instruments used
for that purpose.7
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4This can be derived from § 111 I AktG, see Gruson and Kubicek (2003b, p. 395).
5See Grewe (2000). The Deutsches Rechnungslegung Standards Committee, DRSC (German
Accountings Standards Committee) has released DRS 5 with regards to risk disclosure, but the risk
definition is kept quite general.
6See § 289 I HGB Bundesgesetzblatt, 2004 I Nr. 65, whereby the term “risk” is not defined further.
7See § 289 II Nr. 2 HGB Bundesgesetzblatt, 2004 I Nr. 65. 
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An important event in the evolution of German corporate governance toward
more transparency is the implementation of the German Corporate Governance
Code. In essence, a company has either to follow its guidelines or explain its moti-
vation for failing to do so (a principle called “comply or explain”). The intention
is to single out companies that decide not to comply with its principles and rely on
public pressure — rather than formal sanctions — to improve German corporate
governance. Another important point is the establishment of expert committees
within the supervisory board, which enhances the effectiveness of management
supervision and helps controlling the risks a company faces. In particular, the code
explicitly suggests establishing an audit committee that deals with accounting, risk
management, and audit issues with the chairperson not having served as managing
director. Table 11.3 shows how many German companies follow this suggestion
and establish an audit committee. The adoption of audit committees is not uni-
formly implemented across German companies but seems to depend on company
characteristics, such as company size and stock market segment. 

The current rules and regulations in Germany leave considerable discretion
with regard to the scope of risk management activities. Applying the argument of
the unraveling theory mentioned earlier to the German situation, it seems likely
that German companies make the amount of information reported on their risk
management activities dependent on the expected reaction of current and future
investors (Fischer & Vielmeyer, 2004).

Comparing risk management and disclosure under SOX to the German gover-
nance standards, the following important differences can be noted. Section 404
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Table 11.3: Compliance with German corporate gov-
ernance code.

Establishment of an
audit committee (%)

DAX 100.0 
TecDAX 76.9 
MDAX 81.8 
SDAX 71.4 
Prime 52.5 
General 43.7 
Total sample 63.2 

Note: DAX, TecDAX, MDAX, SDAX, Prime, and General
Standard are market segments of the Deutsche Boerse AG.
Source: von Werder, Talaulicar, and Kolat (2004).
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refers to internal control systems of financial reporting mechanisms. The German
laws and regulations on risk management refer only to risks that might affect the
company as a going concern.8 The crucial difference between both sets of rules is
that disclosure requirements under Section 404 are not subject to management
discretion and are therefore rather unbiased, which does not necessarily hold for
the German case. In addition, the scope of disclosure as defined under Section
302 is much broader, as it refers to all financial information to be disclosed to the
SEC and not only information pertaining to particular risks. Therefore, the estab-
lishment of a disclosure control system by the management board is an option
that fits into the standards of the German joint stock companies’ code (§76
AktG).9 As mentioned above, following the suggestions of the German Corporate
Governance Code, such as establishing an audit committee, is on a voluntary
basis. This gives cross-listed companies enough flexibility to opt out of the
German rules in case they conflict with SOX. In addition, Section 301 does not
interfere with German law, as the supervisory board as a whole is regarded as the
audit committee in case the German company does not establish one.10

To reduce the costs of compliance with SOX for cross-listed companies, several
simplifications have been granted to German companies. For instance, SOX requires
that the members of the audit committee are independent,11 which means members
of the audit committee are not allowed to receive any form of compensation from12

or to be affiliated with the company.13 This rule, however, is in conflict with the
German Co-determination Act (Perino, 2003).14 The SEC resolved this issue by
considering the employee representatives on the supervisory board as independ-
ent.15 In addition, the financial expert as a member of the audit committee required
by Section 407 of a German issuer does not explicitly have to be US-GAAP liter-
ate, but a general understanding of the reconciliation from local GAAP to US-
GAAP is considered sufficient (Gruson & Kubicek, 2003a). Therefore, given the
flexible nature of both SOX and the German Corporate Governance Code, the rules
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8See Menzies (2004, p. 39) and Gruson and Kubicek (2003b, p. 395).
9See Gruson and Kubicek (2003b, p. 395).
10See Gruson and Kubicek (2003a, p. 345), according to Section 205 SOX.
11See Section 301 SOX 3 (A), which amends Section 10 A of the Securities Exchange Act of 1934.
12See Section 301 SOX 3 (B) i.
13See Section 301 SOX 3 (B) ii.
14See § 7 MitbestG stating that four, six, or seven employees (depending on the size of the supervi-
sory board) and two union members are members of the supervisory board. These members will
receive the same remuneration as members of the supervisory board appointed in the general share-
holders’ meeting and will usually further receive their normal compensation, see Gruson and Kubicek
(2003a, p. 350). See Ribstein (2003, pp. 10–12) for a detailed discussion.
15See SEC Rule 10 A-3 (b) (iv) (C) Exchange Act.
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affecting risk management of German foreign issuers in the United States are not in
conflict with German corporate governance rules and regulation.

On the contrary, the U.S. rules are complementary to some of the elements of
the German corporate governance system, which is facilitated by the develop-
ments in Germany from a stakeholder to a shareholder focused reporting and gov-
ernance system. The emphasis of SOX is to increase the amount and quality of
information disclosed and to use this information in combination with risk man-
agement measures to monitor and control managers.16 As shown in Figure 11.3,
internal control and risk management is interlinked. Therefore, the establishment
of a system of internal control for risk management activities and the disclosure
thereof is likely to be beneficial to a company in itself next to being just one of
the additional reporting requirements introduced by SOX.

11.3.2 Questionnaire Design

To investigate the impact of SOX on German companies with listings in the United
States, a survey was conducted based on a questionnaire (see Appendix 11.A.1).
The survey covered issues pertaining to risk management and disclosure of risk
within the German corporate governance system, changes of risk management and
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Risk-Management System 

Laws & Regulations 

          Corporate Governance 

Risk Management 

Internal 
Control

Controlling 
Early

Warning 
System

Figure 11.3: Internal control and risk management (van den Brink & Romeike,
2005).

16The interaction between internal control and risk management has also been stressed by COSO (2004).
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disclosure in the context of SOX, synergies in the reporting required under
German and U.S. laws, project management and costs of implementing SOX, and
a cost/benefit analysis of the new regulation. 

The questionnaire was sent to 18 German companies cross-listed in the United
States, of which 16 replied. Table 11.4 summarizes the key characteristics of the
sample firms. Most of these companies are large and operate on an international
basis. DaimlerChrysler, for instance, experienced a stock price increase of 30%

320 Söhnke M. Bartram et al.

Table 11.4: Sample of German companies cross-listed on NYSE.

Company Industry Stock type Listing date Issue
type

Daimler Automobiles Common October 26, –
Chrysler AG stock 1998
SGL Carbon Industrial ADS June 5, ADR
AG machinery common 1996
Pfeiffer Vacuum Industrial ADS July 16, IPO, ADR
TechnologyAG machinery common 1996
Fresenius Health care ADS September 17, ADR

providers common 1996
ADS November 25,
preferred 1996

Deutsche Fixed line ADS November 18, IPO, ADR
Telekom telecommuni- common 1996
AG cations
E.ON AG Energy ADS October 8, ADR

conglomerate common 1997
SAP AG Software ADS August 3, ADR

common 1998
Epcos AG Electrical ADS October 15, IPO, ADR

components common 1999
and equipment

Infineon Semiconductors ADS March 13, ADR
Technologies common 2000
AG
Schering AG Pharmaceuticals ADS October 12, ADR 

common 2000
Allianz AG Full line ADS November 3, ADR

insurance common 2000
(Continued)
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on the day the cross-listing decision was announced (Oxelheim, Randöy, &
Stonehill, 2001). This considerable change in market value reflects the positive
impact a cross-listing in the United States may have.

11.3.3 Results of the Survey

With regard to risk management and risk disclosure within the German corporate
governance system, the survey results document that 81.2% of German compa-
nies cross-listed in the United States consider German laws on risk management
and disclosure as adequate, while 25% regard them as being too imprecise. Thus,
risk management and risk disclosure requirements are generally regarded as ade-
quate, but laws and accounting standards need to be more precise. The principle
“comply or explain” of the German Corporate Governance Code is widely
accepted. Only 12.5% would prefer it to be mandatory, which is in line with the
discussion in the previous section. These answers suggest that German companies
prefer light regulation in the context of corporate transparency.

Regarding changes in risk management and disclosure caused by SOX, the
survey suggests that the implementation of SOX has broadened the scope of risk
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Table 11.4: (Continued).

Company Industry Stock type Listing date Issue
type

Siemens AG Electronic ADS March 12, ADR
equipment common 2001

Deutsche Banks Common October 3, –
Bank AG stock 2001
Bayer AG Specialty ADS January 24, ADR

chemicals common 2002
Altana AG Pharmaceuticals ADS May 22, ADR

common 2002
BASF AG Commodity ADS June 7, ADR

chemicals common 2002

Note: The listing date for DaimlerChrysler refers to the merged entity. Daimler-Benz, the German
predecessor of DaimlerChrysler, was the first German company that cross-listed in the U.S. in 1993
(Oxelheim, Randoy, & Stonehill, 2001). In addition, the German companies Aixtron AG and GPC-
Biotech AG are listed on the NASDAQ.
Source: New York Stock Exchange (as of June 30, 2005).
[http://www.nyse.com/international/nonuslisted/int_listed.html].
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management of German cross-listed companies considerably (68.8%). The changes
are primarily around the integration of financial reporting within risk management
activities and the extent of its documentation. New functions, such as monitoring
and risk evaluation, have been established. The disclosure of sources of risk has
been improved, but it is primarily restricted to U.S. reporting requirements (20-F).
It therefore seems to have affected transparency in the statutory reporting required
by U.S. law only, and did not generally improve the transparency of documents pre-
pared by corporations for their German investors. Transparency in the statutory
German risk disclosure improved for 50% of the companies. Thus, the effect of
SOX primarily consists of broadening the risk management activities of the major-
ity of cross-listed German companies.

SOX also had an impact on the supervisory board of German issuers. All
respondents now have a financial expert as suggested by Section 407 as a mem-
ber of their supervisory board. Companies put emphasis on the fact that the mem-
bers of the audit committee are regarded independent as mandated by Section
301. Procedures for the contracting of audit and audit-related services and
whistleblower guidelines have also been established.

The survey also inquired about potential synergies in the reporting required
under German and U.S. laws. Only 25% of the sample firms consider the moni-
toring system required under German law as adequate for the implementation of
Section 404. 62.5% of the companies questioned see overlaps between the mon-
itoring systems required under KonTraG and Section 404. Despite this overlap,
only 37.5% state that there are synergies between both systems. Consequently, only
these companies are able to use results from the implementation of Section 404 in
the statutory German risk disclosure, which implies that the implementation of
Section 404 imposes considerable costs on the majority of firms. Thus, despite
some perceived overlap between the German and the U.S. rules and regulations
German cross-listed firms have to comply with, synergies between both systems
appear to be limited. 

A related point is the issue of costs of compliance with SOX, especially
Section 404. 43.8% of the respondents state that the costs that have been incurred
are high (more than EUR 5 million), 25% say they are medium (EUR 2.5–5 mil-
lion), and 31.2% consider them as low (up to EUR 2.5 million). Future first-time
compliance costs are said to be high for 50%, medium for 12.5%, and low for
37.5% of the respondents. The SEC extended the deadline for compliance with
Section 404 for foreign companies, which 50% of the companies considered as
necessary. The costs of compliance with SOX seem to arise primarily from
addressing the requirements laid out in Section 404, but 81.3 % of the companies
also incurred additional costs from establishing a disclosure committee and
adjusting the structure of their audit committee in reaction to SOX.
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As discussed, potential benefits from the compliance with SOX may arise
from a strengthening of the system of internal controls of financial reporting, the
identification of risks that might affect the company as a going concern, and/or
lower cost of capital due to higher transparency. Within the sample, 31.3% see
strengthening the system of internal controls of financial reporting as having a
large impact, 43.8% say the impact is medium, and 25% perceive only a minor
impact (Figure 11.4). The majority (81.3% of the sample firms) sees the identifi-
cation of risks that might affect the company as a going concern as a minor issue,
while 18.7% consider it to be of medium importance. Interestingly, 18.8%
(81.2%) see a medium (minor) impact on the cost of capital. Hence, the effects of
SOX on the identification of risks and the cost of capital overall appear minor,
while a substantial number of firms identify benefits of SOX with respect to the
functioning of their internal control systems.

Less than 50% of companies believe that it was an advantage being subject
to the U.S. corporate governance prior to the SEC compliance date for Section
404. This means that the majority of the foreign companies do not see any ben-
efits to comply with U.S. regulations prior to the compliance date. Table 11.5
summarizes effects on the bonding hypothesis from the questions on Section
404. In particular, 43.8% of the companies benefit from SOX 404 prior to the
compliance date, but state that the extension is necessary. These companies gen-
erate benefits from the bonding under SOX even without complying with
Section 404 yet.
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Figure 11.4: Benefits of the implementation of SOX.
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With respect to the attractiveness of a U.S. listing, the sample firms perceive
that SOX decreased the attractiveness significantly. As Figure 11.5 shows, more
than 56.3% of the respondents consider their U.S. listing as less attractive than
before the introduction of SOX. This result is even more pronounced with respect
to potential foreign issuers without existing cross-listing. In particular, more than
87.5% of the respondents believe that SOX has made the U.S. capital market less
attractive for potential foreign issuers. This result confirms and strengthens the
empirical findings of Section 11.2.3, which has shown a decrease in new listing
activity of foreign companies.

In order to verify the effects of the introduction of SOX on the sample of
German firms with cross-listing in the United States, we study the abnormal
returns of these companies to news during the year 2002 when details of SOX were
discussed and agreed. The results show that market participants believe that the
sample firms are hardly affected by SOX regulation, independent of the set of con-
trol variables used. In particular, there are no significant abnormal returns to these
firms associated with the various steps of the legislative proceeding of SOX and
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Table 11.5: Evidence on the bonding hypothesis.

Benefit prior to compliance date
Yes(%) No(%) Total(%)

Extension necessary Yes 6.3 43.8 50.0 
No 37.5 12.5 50.0 
Total 43.8 56.3 100.0 

0% 20% 40% 60% 80% 100%

for surveyed
company

for potential
foreign private

issuers

Relative Frequency

decreased

same

increased

Figure 11.5: Attractiveness of a U.S. listing after SOX.
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surrounding events, such as passing Congress (1/23/2002), the CEO significance
order (7/3/2002), passing the Senate (7/15/2002), and the announcement of the
SEC to post the names of CEOs/CFOs who fail to comply with the rule requiring
certification of their companies’ financial reports (7/29/2002). The requirement of
CEO/CFO certification by the SEC is associated with marginally significant, pos-
itive abnormal returns, particularly for large firms. Only June 26, 2002, when the
WorldCom fraud was announced, and July 30, 2002, when the President signed the
law and SOX became effective, are associated with significant abnormal returns of
–1.1% and –1.4%, respectively. Finally, August 14, 2002, when first CEO and
CFO certifications of their companies’ financial statements were due to be sub-
mitted to the SEC, is associated with small, marginally significant abnormal
returns. Overall, these results corroborate the survey evidence that benefits in
terms of greater transparency and costs in terms of increased disclosure require-
ments seem to balance for German firms with listing on NYSE.

11.4 Delisting and Deregistration

While SOX may have increased the costs to foreign companies that have their
stock cross-listed on a U.S. exchange, it is important to note that companies still
have to meet U.S. reporting requirements if they decide to delist from the U.S.
stock exchange. This is one important aspect to be taken into account when con-
sidering bonding to U.S. securities laws. While debonding through deregistration
from U.S. securities laws is subject to the conditions outlined below, delisting
from a U.S. stock exchange may be achieved rather easily. For example, a com-
pany listed on NYSE may, according to Rule 806 of NYSE’s listing manual,
delist the day of its board approval, once NYSE received a certified copy of the
delisting resolution. If NYSE issues a no-objection letter, the issuer may file a
request for delisting with the SEC. The request is published in the U.S. federal
gazette and is approved if no objection is filed within 21 days.

Contrary to a delisting, the process of deregistration is more elaborated.
Companies with more (less) than USD 10 million of assets as of the end of the
last fiscal year can deregister only if there exist less than 500 (300) U.S. share-
holders. In determining the U.S. investor base, the principle of “look through” is
applied. This means that every individual account by a U.S. customer that con-
tains any of the stock in question is counted as one individual shareholder, even
if several of these individual accounts are registered with the same financial inter-
mediary. Therefore, it is almost impossible to deregister, and the apparent lack of
cooperation by financial intermediaries renders deregistration even more difficult
(Fischer zu Cramburg et al., 2004).
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A company could successfully escape SEC reporting requirements either via a
public tender offer to its U.S. shareholders or a merger with a company registered
in the United States. The reporting requirements will be reinstated, however, if it
exceeds the threshold of 500 (300) individual U.S. shareholders evaluated on a
yearly basis (Fischer zu Cramburg et al., 2004). A study by the Deutsche
Aktieninstitut (DAI) among German companies listed in the United States shows
that companies believe the current deregistration practice to be inadequate
(Fischer zu Cramburg et al., 2004). Considering the rules on deregistration, it
seems to be safe to say that a company is almost irrevocably subject to U.S. stan-
dards once it is listed in the United States.17 Given these difficulties, suggestions
have been made to amend U.S. securities law to facilitate deregistration of for-
eign companies. Two of these suggestions, the Harvard Law School model and
the European issuer model, are discussed below.

According to the Harvard Law School model developed by Pozen (2004), a
company should be entitled to deregister if it offers to buy back shares held by U.S.
investors. The price should be determined by an independent appraiser to obtain a
“fair” price. The company would be allowed to deregister even if more than 300
U.S. shareholders remain after its offer has been made. The first step in the appraisal
process would be a comparison of costs to U.S. investors of trading shares in the
United States versus trading abroad. In a second step, disclosure requirements of
the foreign issuers’ home country have to be evaluated and compared to those
required by U.S. rules and regulations. Finally, the appraiser would calculate incre-
mental income taxes on dividends for the time before and after deregistration.

The European issuer model suggests several changes to U.S. securities law
by granting several exceptions when the U.S. trading volume of a foreign
issuer’s stock is less than 5% of the worldwide trading volume of the most
recent fiscal year. In addition, it is suggested that a company should have the
right to terminate compliance with U.S. reporting requirements permanently if
it has less than 300 U.S. shareholders for two years as of its last public offering
or listing in the United States. The reports to be submitted to the SEC after
being deregistered should be an English version of the financial report as
required by the jurisdiction of its home country, if this report is in accordance
with the standards of the International Organisation of Securities Commissions
(IOSCO) and if the financial statements are prepared following IFRS. As its
name suggests, this initiative is supported by several European institutions from
different countries (AFEP, 2004).
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17This may be beneficial for companies that want to overcome deficiencies in their home country law
but may also deter companies from listing in the United States, see Ribstein (2003).
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The European issuer model has been amended in a second letter to the
Chairman of the SEC on March 18th, 2005 (see AFEP, 2005), continuing the
dialog initiated in 2004 on the conditions for deregistration. The European argu-
ment is that companies whose securities are traded in a liquid, transparent, and
well-regulated market should be granted more flexible rules of deregistration
(AFEP, 2005). The suggestions made in 2005 include, next to the ones men-
tioned above, that all foreign issuers should be allowed to deregister if 10% or
less of the respective securities are held in the United States or by U.S. residents
or if their number is less than 3,000 (AFEP, 2005). As mentioned earlier, the
deregistration requirements as defined by the Securities Exchange Act are com-
plex and very difficult to fulfill for foreign issuers. The adoption of one of the
models described above would ease these requirements and may have a positive
impact on new foreign listings in the United States. This goal may be accom-
plished by a new initiative by the SEC scheduled for November 2005 (Schreiber
& Grass, 2005).

In December 2005, the SEC (2005a, 2005b) published a new proposal to allow
foreign private issuers to exit the Exchange Act reporting system. The new rules
will ease the conditions with respect to a deregistration compared to the status
quo. For example, the proposal foresees that in case that the issuer of equity secu-
rities is a well-known seasoned issuer, only one of the following criteria has to be
met to qualify for a deregistration:

● the U.S. average daily trading volume of the subject class of securities has been
no greater than 5 percent of the average daily trading volume of that class of
securities in its primary trading market and U.S. residents held no more than 10
percent of the issuer’s worldwide public float; or 

● regardless of U.S. trading volume, U.S. residents held no more than 5 percent
of the issuer’s worldwide public float. 

Hence the SEC proposal contains some criteria from the European issuer
model. Since comments on this proposal can be submitted until February 28,
2006, we can not say until now whether the proposal will turn into law.

11.5 Conclusions

This chapter investigates the impact of the introduction of SOX on European
companies listed in the United States. Since 2001, the share of new foreign firms
listed on NYSE has declined, suggesting that SOX might have reduced the attrac-
tiveness of the U.S. capital market to foreign companies. Survey evidence of
German firms suggests that only a minority of companies is able to generate
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synergies between the monitoring system under German law and the system of
internal controls of financial reporting as mandated in the United States, although
SOX appears in principle compatible with and complementary to the corporate
governance system in Germany. The benefits associated with SOX compliance,
such as statutory risk disclosure, increased transparency from statutory reporting,
and bonding to the U.S. reporting regime, appear to be relevant only for few com-
panies and do apparently not outweigh the incurred and future costs.
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Appendix 11.A.1 : Survey Questionnaire

I. Risk management and risk management disclosure in the
German corporate governance system

(1) Current German laws and governance laws and regulations with regard 
to the establishment of a risk management system are: (a) sufficient and 
(b) concrete enough?

(2) Current German laws and governance regulations with regard to the disclo-
sure of risks and risk management are: (a) sufficient and (b) concrete
enough?

(3) The regulations of the German codex of corporate governance with regard
to (a) the audit committee and (b) risk management should be binding?

II. Risk management and risk management disclosure in the
context of the SOX

(4) The establishment of SOX in the United States impacted the scope of risk
management for your company by (a) enlarging or (b) changing? Risk man-
agement. If answered by yes, please provide a brief description of these
changes.

(5) The establishment of SOX in the United States impacted the scope of 
the disclosure of risk management for your company by (a) enlarging or 
(b) changing the disclosure of risk management? If yes, please provide a
brief description of these changes.

(6) (a) The focus of Section 404 SOX is on internal controls over financial
reporting. Is this appropriate to disclose risk management deficits?

(b) Is there a direct impact of Sections 302 or 404 SOX on the organization
of the risk management function in your company?

(c) Is there a direct impact of Sections 302 or 404 SOX on the organization
of disclosure on risk management in your company?
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(7) Did you take an approach to integrate the implementation of Section 404
SOX in the enterprise risk management?

(8) Is the COSO framework, which is preferred by the SEC for the establish-
ment of an internal control system, a useful linkage to risk management?

(9) Is a financial expert as defined by Section 407 SOX part of the audit com-
mittee of your company?

(10) Please provide a brief description of measures taken by your company to
organize the audit committee to comply with SOX.

(11) The SEC has extended the compliance date with Section 404 SOX for for-
eign issuers for fiscal years ending on or after July 15, 2006. Is it beneficial
today for your company to be bonded by U.S.-corporate governance laws?

(12) Is the extension necessary to be able to comply with SOX?
(13) Did your company establish a disclosure committee?

III. Links of German and U.S. corporate governance

(14) (a) Is the monitoring system to be established under KonTraG a starting
point for the implementation of Section 404 SOX?

(b) Can results from the implementation of Section 404 SOX be used for
the risk management disclosure in statutory reporting?

(c) The monitoring system as required under KonTraG makes reference
only to such risks that might affect going concern. Section 404 makes
reference only to internal control of financial reporting. Do you see
overlaps of both requirements?

(d) Are there synergy effects from the monitoring system as required under
KonTraG and the internal control of financial reporting as mandated by
Section 404 SOX?

(15) Is an audit committee in compliance with German law able to fulfill the
duties of an audit committee as mandated by SOX?

IV. General questions with regard to project management and
implementation of SOX

(16) Is Section 404 SOX implemented by an internal project team? If yes, please
note the departments which are part of the team.

(17) (a) Man hours used to date for the implementation of SOX are
low: up to 25,000 hours
medium: 25,001–50,000 hours
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high: more than 50,000 hours.
Please include hours of an external consultant (public accounting
firm).

(b) Man hours that will be needed in the future for the implementation of
SOX are

low: up to 25,000 hours
medium: 25,001–50,000 hours
high: more than 50,000 hours.

Please include hours of an external consultant (public accounting
firm).

(c) The Euro amount expensed to date for the implementation of SOX is
low: up to EUR 2.5 million
medium: EUR 2.5–5.0 million
high: more than EUR 5.0 million.

(d) The Euro amount needed in the future for the implementation of 
SOX is

low: up to EUR 2.5 million
medium: EUR 2.5–5.0 million
high: more than EUR 5.0 million.

V. Questions with regard to potential benefits of SOX

(18) The benefits of the implementation of SOX 
(a) with regard to the improvement of internal control of financial reporting

is low, medium, or high.
(b) with regard to the identification of risks that might affect going concern

is low, medium, or high.
(c) with regard to the cost of capital is low, medium, or high.

(19) Did SOX make the listing in the United States less attractive for your com-
pany?

(20) Did SOX make listings in the United States less attractive for potential new
foreign issuers?
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Chapter 12

Transparency and Capital Structure 
in Europe: Evidence of Firm, Industry,
and National Institutional Influences

Raj Aggarwal and NyoNyo Aung Kyaw

12.1 Introduction

There is increasing interest in corporate transparency. In 2005, the European
Commission adopted a directive covering minimum transparency and disclosure
requirements for listed companies (Sheehan, 2005). This directive completes a
package of financial services action plan adopted over the past two years. There
is much interest globally in the possible impacts of these new transparency
requirements, particularly in Europe. This chapter assesses how these new
European transparency requirements may impact corporate capital structure, i.e.,
how they may influence the relative costs and attractiveness of debt versus equity.
The study described in this chapter is the first to focus on the impact of trans-
parency on corporate capital structures.

Since the time of Modigliani and Miller’s (1958) irrelevance theory of capital
structure, there have been numerous theoretical and empirical studies of corpo-
rate capital structure. According to modern theories of capital structure, corporate
capital structure depends on firm and environmental characteristics that influence
information asymmetry, manager–owner agency costs, financing costs, bank-
ruptcy costs, and debt tax shields (Jensen & Meckling, 1976; Jensen, 1986; Myers
& Majluf, 1984). As different countries have different legal systems, financial struc-
tures and institutions, levels of investor protections, and information disclosure
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levels, the forces influencing corporate capital structure should be different across
countries. Not only do legal and financial institutions differ internationally, but
country-specific factors such as economic growth, inflation, interest rates, and
regulatory regimes also differ across countries. Given these international institu-
tional differences, it is fairly clear that financial contracting choices and therefore
the optimal capital structure for firms will also differ internationally.

Indeed, the financing mix and leverage of firms in different countries have
been shown to be different even for firms in the same industry. Early empirical
studies suggest that a country’s institutional features are responsible for this vari-
ation. Stonehill and Stitzel (1969) report the significant inter-country differences
in debt ratios of firms in 11 countries. Aggarwal (1981, 1990) finds that country,
industry, and size are all significant influences on capital structure among firms in
Western Europe and Asia. Rajan and Zingales (1995), Demirgüc-Kunt and
Maksimovic (1999), Wald (1999), Booth, Aivazian, Demirgüc-Kunt, and
Maksimovic (2001), Chui, Lloyd, and Kwok (2002), and Song and Philippatos
(2004) analyze capital structure choices of firms in different sets of countries. All
of these studies provide evidence that international variations in various institu-
tional factors are important in explaining international capital structure
differences.

Corporate transparency reduces information asymmetry and can be defined to
mean the extent to which outside investors can evaluate a firm’s operations.
Reduction of information asymmetry also reduces residual agency costs. The
severity of agency costs and information asymmetry among managers, outside
shareholders, and creditors determines firm access and cost of external capital and
its choice of capital (debt or equity). The severity of information asymmetry and
of these agency conflicts depends greatly on the information disclosure environ-
ment in a country. Since these levels of transparency differ internationally
(Bushman et al., 2004b), we expect that firm capital structures in a cross-country
sample will vary systematically with disclosure levels.

However, there does not seem to be any prior literature that examines the
influence of international variations in transparency on corporate capital struc-
ture. While the prior studies on international capital structure cited above address
the effect of firm characteristics and many country-level institutional factors on
international variations in capital structure, they do not address the influence of
transparency on corporate capital structure. This chapter fills that gap in the liter-
ature as it examines the influence of national transparency on the capital struc-
tures of firms in 14 European countries controlling for firm, industry, and country
characteristics.

This chapter contributes to the overall theme of the book as expressed in
Chapter 1 — by focusing on how higher transparency levels can lead to lower
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costs of capital and higher levels of capital formation and economic growth rates.
In particular, it also relates to Chapter 6 about the role of transparent bankruptcy
laws in Europe, Chapter 10 about the adoption of new International Financial
Reporting Standards (IFRS) in Europe, and Chapter 11 examining the impact of
the Sarbanes-Oxley Act on European firms cross-listed in the US. This chapter
also complements Chapter 9, which examines the legal determinants of the return
on equity.

This study documents and re-confirms prior findings regarding the debt ratio
influence of firm size (�), asset tangibility (�), profitability (�), business risk
(�), growth opportunities (�), and industry average leverage (�). This study also
documents the significant influence of a country’s economic factors on capital
structure, showing that capital structure depends on the levels of stock and bond
market development, banking sector size, and the country’s GDP growth rate.

More importantly, controlling for other variables previously known to
influence corporate capital structure, this study documents that international vari-
ations in transparency levels significantly influence corporate capital structure
levels. According to the pecking order theory of Myers and Majluf (1984), when
firms consider outside financing, they prefer the issuance of debt before equity, as
outside equity financing is more subject to information asymmetry problems.
Transparency can also lead firms to pass up positive net present value (NPV)
investments that require external financing (Almazan, Suarez, & Titman, 2003).
Those firms tend to choose more conservative capital structures with lower debt
ratios (i.e., with unused debt capacity in case future external financing is needed),
leading to a negative relationship between information disclosure and debt ratios.
We document that transparency that reduces owner–manager agency costs such
as higher levels of accounting disclosures, financial governance, audit intensity,
and enforcement of anti-insider trading laws is negatively associated with corpo-
rate debt levels.

In contrast, transparency that helps creditors control operating risks (and thus
wealth transfers from creditors to owners), such as disclosure timeliness, insti-
tutional trading, and media coverage, is associated with higher debt levels. In
addition to supporting the pecking order theory, our results are also consistent
with the agency cost theory of capital structure. Our results have important pub-
lic policy and managerial implications. For example, as there are differential
impacts of transparency on debt or equity, public policy regarding transparency
regulations and disclosure laws can be targeted to favor the development of equity
or debt markets. Similarly, managers can focus on reducing the costs of external
debt or external equity.

The next section reviews briefly the prior literature on transparency and capi-
tal structure determinants. Following that we describe the research design and the
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data. Finally, the results of the empirical estimates are discussed, followed by
some conclusions.

12.2 Transparency and International Capital 
Structure Variations

12.2.1 Determinants of Capital Structure

While earlier empirical work has documented the stylized facts based on capital
structure theories, in recent years theories of capital structure for international
settings have been developed and tested.1 Coates and Woolley (1975) and Borio
(1990) show that a country’s tax rates, inflation rates, and capital market charac-
teristics are important determinants of international capital structure differences.
The influence of these factors on capital structure is confirmed by Rajan and
Zingales (1995) and McClure, Clayton, and Hofler (1999) who study the deter-
minants of corporate capital structures in G7 countries; by Wald (1999) who
examines the factors correlated with firm capital structures in France, Germany,
Japan, the UK, and the US; and by Booth et al. (2001) who analyze capital struc-
ture choices of firms in 10 developing countries.

Song and Philippatos (2004) analyze the capital structure choices of firms in
16 OECD (Organisation for Economic Co-operation and Development) coun-
tries. They find that country characteristics explain deviations in international cor-
porate capital structures after firm and industry factors are taken into account.
Fan, Titman, and Twite (2003) study the capital structure and debt maturity
choices of firms in a cross-section of 39 developed and developing countries and
find that institutional factors, such as the tax system, the information environ-
ment, and the characteristics of suppliers of capital, affect capital structure
choices of firms. Demirgüc-Kunt and Maksimovic (1999) examine the direct
effects of institutional factors on debt and its maturity in 30 countries during the
period 1980–1991. They find varying use of long- and short-term debt in coun-
tries depending on capital market development, banking development, institu-
tional factors, and the firm size. Chui et al. (2002) investigate the effect of
national characteristics on corporate capital structures across 22 countries for the
year 1996. Controlling for economic development, financial structure, and firm
variables in their analysis, they find that national characteristics significantly
affect the corporate capital structures. As this brief review of capital structure
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studies indicates, international variations in firm characteristics and institutional
factors are important factors in explaining international capital structure
differences. However, no prior study has examined the impact of corporate trans-
parency on capital structure. This chapter fills that important gap in the literature.

12.2.2 Role of Corporate Transparency

In an ideal, frictionless capital market, information is available without cost to
all participants. In reality, information disclosure can be costly to interpret (for
investors) and costly to disclose as firms incur both direct and indirect costs.
Investment useful information is more easily available to some (e.g., insiders
and managers) versus others (e.g., investors). Such information asymmetries
cannot be eliminated without cost, as information is costly to generate, share,
analyze, and assess. However, increased disclosure can lead to greater access and
lower costs of capital. Yu (2005) documents how firm disclosure quality and
transparency influence its credit spreads; Sengupta (1998) shows that the qual-
ity of a firm’s disclosure policies influences its cost of debt; Bushee and Noe
(2000) show that disclosure quality influences stock return volatility; and Lang
and Lundholm (1993) show that firm disclosure policies impact analyst ratings
of a firm. Thus, based on this admittedly indirect evidence, it seems that the
nature and level of transparency is very likely to influence a firm’s capital
structure.

Further, Bushman et al. (2004a) posit that limited transparency of firms’ oper-
ations for outside investors increases the moral hazard problem and thus demands
a better corporate governance system. They document that corporate transparency
differs internationally and reflects national institutional characteristics. Doidge,
Karolyi, and Stulz (2004) develop and test a model of how country characteristics
influence a firm’s costs and benefits in implementing measures to improve their
own governance and transparency. Further, Jaggi and Low (2000) document that
national business environments impact levels of financial disclosure by firms in
different countries. Thus, it seems clear that there are international differences in
the nature and level of disclosure, differences that may also influence corporate
capital structure.

Financial theory suggests that a major factor in a firm’s choice of capital struc-
ture is the existence of asymmetric information and agency costs. The extent to
which these costs can be controlled by appropriate financial contracts also
depends on the level of asymmetric information and levels of disclosure.
Providers of debt and equity capital to a firm, however, may not have the same
reaction to higher levels of disclosure. Dominant and relationship-based lenders,
such as main or controlling banks, may want lower levels of disclosure, while
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equity providers may like higher levels of disclosure to maximize firm value by
reducing agency costs.

There may be different individual firm and socially optimal levels of disclo-
sure.2 Transparency can improve the allocation of capital in an economy and the
availability of external financing to firms. However, transparency also affects the
firm’s relationships with its competitors and other non-investor stakeholders (e.g.,
employees, suppliers, and customers) and it can have a negative effect reducing
firm value (Leuz & Verrecchia, 2000). High levels of transparency may make it
easier for these non-financial stakeholders to press for and increase their claims
on the firm’s assets and earnings. For example, if a firm does well and is trans-
parent about its good fortune, employees may extract higher wages, suppliers
may extract higher prices, customers may extract lower prices, and governments
and communities may extract higher taxes and other social expenditures. High
levels of transparency also may discourage managers from seeking outside
financing and, thus, use non-optimal and more conservative capital structures and
forego investments in some positive NPV projects requiring outside financing
(Almazan et al., 2003).

In addition, not all types of disclosure have the same impact on debt or equity
holders. While owners are interested in reducing agency costs between managers
and owners, debt holders may be more interested in preventing and controlling
excessive risk-taking in a firm’s operations — risk-taking that transfers wealth from
debt holders to equity holders (debt holders bear the costs of failure, while equity
holders benefit from the success of risky but potentially high-return projects).
Thus, disclosure that reduces manager–owner agency costs or enhances equity
holder rights is likely to increase the availability of and/or reduce the costs of
equity leading at the margin to lower debt ratios. In contrast, disclosure that
improves debt holder control of operating risks is likely to increase the availabil-
ity of and/or reduce the cost of debt leading at the margin to higher debt ratios.
Thus, we use a number of different measures of transparency (which are classified
into two categories — those that are likely to have positive versus those that are
likely to have negative associations with corporate debt levels).

In addition to the firm and national variables that influence capital structure, it
is clear that transparency levels are also likely to be an important influence on
capital structure. Further, since the level of corporate transparency differs inter-
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nationally (Alford, Jones, Leftwich, & Zmijewski, 1993; Bushman et al., 2004b),
we expect that the observed financial structures in a cross-country sample should
vary systematically across countries. In addition, some types of disclosure favor
debt holders and thus higher corporate debt levels, while other aspects of disclo-
sure favor equity providers and thus lower corporate debt levels. Therefore, our
research design uses a number of measures of transparency. As shown in the next
section, we test the impact of transparency on capital structure controlling for
other relevant firm and country variables.

12.3 Variables, Research Design, and Data

12.3.1 Firm-Level Determinants of Capital Structure

In each country, differences in the capital structure choice of firms depend on the
characteristics of such firms. In examining the impact of transparency on capital
structure, it is important that we control for differences in firm characteristics.
These characteristics are described below.

A firm’s level of fixed assets (tangibility) should be associated with higher
leverage as high levels of such assets can be used as loan collateral (Friend &
Lang, 1988; Long & Malitz, 1985). Jensen, Solberg, and Zorn (1992) provide
empirical evidence of the positive relation between tangibility and leverage.
There are conflicting theoretical predictions about the effect of profitability on
firm’s level of leverage. The agency cost theory of Jensen (1986) suggests a pos-
itive relationship between profitability and debt level as the firm is committed to
regular interest payments. However, the pecking order theory of Myers and
Majluf (1984) predicts a negative relationship because firms prefer internal
financing before raising new external capital such as debt.

There seems to be relatively clear evidence on the influence of taxes on capi-
tal structure. Debt has the advantage of providing an interest tax shield, while
equity does not. The higher the tax rate, the greater will be the tax shield from
interest expense. Hence, according to the trade-off theory, we expect higher debt
level for firms with high tax rates. In contrast, less debt can be expected if the cost
of bankruptcy is higher than the tax shield or other benefits of using debt. The
trade-off theory, therefore, suggests a lower leverage for firms with high bank-
ruptcy or financial distress probabilities. As in most prior literature, we use
Altman’s Z-score as a proxy for the firm’s bankruptcy or distress risk (Graham,
2000; Frank & Goyal, 2003). A higher Z-score represents a lower bankruptcy
risk.

Transparency and Capital Structure in Europe 341
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Debt is often used to control agency costs in a firm. The agency cost model
predicts that low-growth firms should hold more debt since debt service pay-
ments likely redirect resources that may be used for managerial perquisites. In
contrast, for the firms with high growth opportunities, shareholders and mana-
gerial interests become more aligned and firms tend to have a lower optimal
debt level. The complex version of the pecking order theory also predicts a neg-
ative relation between growth opportunities and leverage. However, the simple
version of the pecking order theory predicts a positive relationship, as high
growth would require the use of more external financing in the form of debt.
Dividends can be an important determinant of leverage as dividends and debt
are substitute mechanisms for controlling the agency costs of free cash flows.3

However, the pecking order theory would forecast a positive association
between debt and dividends (debt is needed to replace the cash flows lost to
dividends).

The effect of firm size on leverage is well explored in the literature (e.g.,
Rajan & Zingales, 1995; Frank & Goyal, 2003), and larger firms tend to have
higher debt capacity so that size has a positive relationship with debt ratios.
However, large size can also be a proxy for less information asymmetry (Rajan
& Zingales, 1995), increasing investors’ preference for equity, and lowering
debt ratios. We use the natural logarithm of sales revenue as a measure of firm
size.

12.3.2 Transparency and Institutional Determinants of Capital Structure

12.3.2.1 Corporate transparency factors Measures of accounting trans-
parency are from Bushman et al. (2004b), who define transparency as the avail-
ability of firm-specific information to those outside the firm. The framework used
by Bushman et al. categorizes country measures of information disclosure under
three headings: (1) the corporate reporting regime, including measures of inten-
sity, measurement principles, timeliness, audit quality, and the intensity of gov-
ernance 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 acquisition, including measures of analyst fol-
lowing, and the prevalence of pooled investment schemes and insider trading
activities; and (3) information dissemination, including a measure of the extent of
media penetration.

342 Raj Aggarwal and NyoNyo Aung Kyaw

3See, for example, Jensen (1986). The relationship between debt and dividends has been tested in the
empirical literature (Jensen et al., 1992). These studies find that debt and dividends are substitute
mechanisms for monitoring and for controlling agency cost of free cash flows.
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The direction of influence of these transparency variables on capital structure
depends on how the resulting reduction in information asymmetry influences debt
and equity investors’ willingness to provide financing for a firm. As discussed ear-
lier, disclosure that reduces manager–owner agency costs or enhances equity
holder rights is likely to increase the availability of and/or reduce the costs of
equity leading at the margin to lower debt ratios. In contrast, disclosure that
improves debt holder control of operating risks is likely to increase the availabil-
ity of and/or reduce the cost of debt, and is likely to be associated with higher
debt ratios. Based on this analysis, for the eight specific transparency variables
used in this study and described in Table 12.1, the expected relationships with
corporate debt ratios are expected to be

Transparency measure Debt relationship Main reason
(1) Financial disclosure – Controls agency costs
(2) Governance disclosure – Controls agency costs
(3) Accounting disclosure – Controls agency costs
(4) Disclosure timeliness � Limits excessive

operating risks
(5) Audit intensity – Controls agency costs
(6) Insider trading law – Controls agency costs

enforcement4

(7) Institutional trading activity � Limits excessive 
operating risks

(8) Media coverage � Limits excessive
operating risks

12.3.2.2 National financial structure and economic factors We might expect
that the more developed and the more liquid the stock market, the less is the
information asymmetry between management and shareholders and higher is the
propensity for managers to issue equity leading to lower debt levels. Stock mar-
ket capitalization and stock market turnover (Demirgüc-Kunt & Levine, 1996;
Demirgüc-Kunt & Maksimovic, 1996, 1998) are used as measures for a coun-
try’s stock market development. As higher development of debt markets would
provide more flexibility for a firm’s borrowing (LaPorta, Lopez-de-Silanes,
Shleifer, & Vishny, 1997), we expect a positive relationship between bond mar-
ket development and the level of leverage. However, this relationship can also be
affected by the existence of spillover effects, such as those arising from the fact

Transparency and Capital Structure in Europe 343

4Note that for the measure of insider trading law enforcement, the lower the number, the higher is the
enforcement quality of insider trading law (see Table 12.1).
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5Debt market development in a country is measured by the total value of corporate and government
bonds outstanding divided by GDP. As a rough proxy for bond market development, results should be
viewed carefully.
6Demirgüc-Kunt and Maksimovic (1998, 1999), Chui et al. (2002), and Fan et al. (2003) also use this
as a measure of a country’s bank emphasis.
7Role of taxes and inflation in capital structure is also examined in Lee and Zechner (1984) and
Auerbach and King (1983).

that countries with better development of debt markets are also more likely to
have better stock market development leading to higher equity ratio. Bond mar-
ket capitalization is used as a measure for a country’s development of debt mar-
ket.5 A country’s emphasis on banks as a source of finance is an important factor
in a firm’s capital structure choice (Demirgüc-Kunt & Maksimovic, 1999). In
addition to just providing loans, in some countries like Japan and Germany,
banks play a significant role in information gathering and monitoring manage-
ment (Bae, Kang, & Lim, 2002). Therefore, in bank-oriented countries with a
highly developed banking sector, we expect a better access to external borrow-
ing and, thus, higher debt levels. We use banking sector size as a measure of a
country’s bank orientation.6

Investors will be less willing to lend if they are not sure about the real
returns on their loans, i.e., if they face higher inflationary risk. In addition,
inflation uncertainty increases the firm’s business risk through volatility in the
firm’s selling prices, costs, and the volume of sales. Therefore, in a highly
inflationary country with high inflation uncertainty, firms will experience high
business risk and will carry less debt in the capital structure. In addition, since
inflation uncertainty raises the business risk, the tax shield benefits from debt
become more uncertain and less valuable. In such an environment, where the
tax shield benefit from debt is low, firms’ propensity to use debt can be
expected to be lower. Therefore, we expect a negative relation between
inflation and leverage, especially long-term leverage (Hatzinikolaou,
Katsimbris, & Noulas, 2002).7 On the other hand, if interest rates do not ade-
quately reflect the high inflation rate, inflation can be associated with higher
debt level as the real repayment value of debt declines with inflation. Inflation
is used as a measure of a country’s inflationary risk. The strength of the econ-
omy is measured by the growth rate of real per capita GDP. As stated in
Demirgüc-Kunt and Maksimovic (1999), the annual growth rate in national
GDP is an indicator of the financing needs of firms. Therefore, we include
annual GDP per capita growth rate as a control variable for overall financing
needs of firms in our sample of countries.
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12.3.2.3 Research design: Capital structure model As described in the prior
sections, leverage depends on a country’s transparency, financial and economic
variables, and firm-specific factors,8 expressed as:

Leverageit � α0 ��
j

αjFjit ��
k

αkTkn ��
l

αlElnt � αqIndustryAvgLevqnt � εit (12.1)

where the dependent and independent variables are defined as follows:

(i) Leverageit, leverage ratio of a given firm i at time t measured as either (1) total
debt ratio or (2) long-term debt ratio.9 Total debt is used especially to partially
address the accounting differences between countries. We use book leverage
instead of market leverage because market leverage is subject to market
volatility.10

(ii) Fjit, a vector of firm-specific factors j for firm i at time t. Firm-specific deter-
minants include tangibility (Tangibility), profitability (Profit(t�1)), size (Size),
tax rate (TaxRate), bankruptcy risk measure (Z-score), investment opportuni-
ties (Growth), and dividend paying dummy (Dividend).

(iii) Tkn, a vector of corporate transparency variables k for country n.11 Corporate
transparency variables are from Bushman et al. (2004b) and they include
financial disclosure, governance disclosure, accounting disclosure, disclosure
timeliness, audit intensity, inside trading law enforcement, institutional trad-
ing activity, and media coverage.

8As pointed out in prior literature on corporate transparency, the level of corporate transparency varies
in different countries due to differences in the level of legal environment/enforcements and varying
cultural values in those countries (Jaggi & Low, 2000). We also find that the corporate transparency
variables are highly correlated with legal and cultural variables. Accordingly, we exclude legal and
cultural variables in this analysis as we confirm that their influence on capital structure is captured by
corporate transparency variables.
9Relative to total debt ratio, the long-term debt ratio is a more common measure of leverage in most
capital structure research. However in some countries, especially in countries where the capital mar-
ket is not well developed, long-term debt is not easily available. Thus, in these countries, many firms
use large amount of permanent short-term funds. Consequently, for international comparisons, total
debt ratio may be a better variable to study international capital structure. In addition, the distribution
of total debt ratio is closer to normal than that of long-term debt ratio. Thus, from statistical point of
view also, the total debt ratio is a better variable.
10Hovakimian, Opler, and Titman (2001, p. 5) find that the choice between book and market value does
not influence empirical results significantly. Bowman (1980) also shows that the correlation between
the book and market values of debt is very large. In addition, it should be noted that market values of
traded equity often turns out to be excessively volatile, leading to severe measurement problems.
11As the transparency variables change very slowly (if at all) over time, it is assumed that they are
time-invariant.
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(iv) Elnt, a vector of financial and economic factors l for country n at time t.
Financial institution variables include stock market capitalization, stock mar-
ket turnover, bond market capitalization, and banking sector size. The eco-
nomic variables include annual GDP per capita growth and the level of
inflation.

(v) IndustryAvgLev, average industry sector leverage for sector q in country n at
time t to control for the industry sector effects. As suggested in Roberts
(2002), firms may revert primarily to an industry average with only minor
firm-specific deviations so that there should be a positive relationship
between this variable and corporate leverage.

The regression for Eq. (12.1) is performed by using ordinary least squares
(OLS) estimation with the robust Newey-West standard errors that allow for het-
eroscedasticity and autocorrelation.12

12.3.2.4 Data The primary data source for firm-level data is Standard and
Poor’s Global Vantage database. Global Vantage contains financial statement
and stock price data for companies in many different countries in a compara-
ble form. Therefore, it helps us to partially address the problem of the lack of
consistent accounting and market information outside the United States (Rajan
& Zingales, 1995). Data on country-level variables comes from the World
Development Index (WDI) of the World Bank, International Financial
Statistics (IFS) of the IMF, World Federation Exchanges (FIBV), and
Bushman et al. (2004b).

As usual, we exclude financial and utility firms and firms in other highly regu-
lated industries. We also exclude firms with missing observations that are required
for analysis. Our sample covers 14 European countries in which there are at least
25 firms available. Our sample period is between 1990 and 2001. The countries in
our sample are Austria, Belgium, Denmark, Finland, France, Germany, Ireland,

12Fixed-effect panel estimation is not used in this study due to the inclusion of time-invariant country
factors, such as transparency variables. Use of fixed-effect model will eliminate those time-invariant
variables, which are some of the main deterministic variables in the study. Another reason for not
using the fixed-effect panel estimation procedure, especially for each country regressions in Tables
12.5 and 12.6, is due to the small number of observations for many countries in the data set and
the use of the fixed-effect panel estimation is unable to produce reliable estimates. In addition, some
forms of unobserved heterogeneity cannot be accounted for by means of fixed effects, but might be
(partly) captured using the robust standard errors. Similarly, the country fixed effect or country dum-
mies are also excluded to avoid redundancy as we have included country factors, such as transparency
factors, economic and financial variables in the regressions.
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Italy, Netherlands, Norway, Spain, Sweden, Switzerland, and the UK. This results
in a final sample of 4437 firms and 27,078 firm-year observations in 14 countries,
and sample coverage in each country is presented in Table 12.2.13

12.4 Empirical Results

12.4.1 Descriptive Statistics

Figures 12.1 and 12.2 present the country mean long-term and total debt ratios,
while Table 12.2 presents the means and standard deviations of long-term and
total debt ratios of our sample firms in 14 European countries. The highest coun-
try long-term debt ratio is found in Norway and the lowest in Germany. The high-
est country total debt ratio is found in France and the lowest in Germany.
Comparing the countries with regard to their debt ratios, Belgium, France, Italy,
Netherlands, Spain, and the UK seem to carry relatively higher levels of short-
term debt, while Austria, Denmark, Finland, Ireland, Norway, Switzerland, and
Sweden seem to carry relatively higher levels of long-term debt.

The means and standard deviations of firm-level variables, traditionally used
as leverage determinants, are reported in Table 12.2. The data seem well behaved.
We do not find much variation across countries in firm size, Z-scores, and growth.
However, somewhat higher variation is found in profitability, tangibility, and tax
rates across countries. The highest variation is found in firm profitability (with a
coefficient of variation of 0.45) and the lowest variation is found in firm size (with
a coefficient of variation of 0.06).

To gain a general idea about the distribution of country-level variables, we
report the mean value of country-level variables for our sample of 14 European
countries in Table 12.3. Interestingly, there is a wide variation in country-level
variables, especially in the corporate transparency variables. Switzerland has the
highest average stock market capitalization ratio and bank development, while it
has very low GDP growth and inflation rates. Spain has the highest stock market
turnover and inflation with very low bond market development. Denmark has the
highest bond market development, while it is the least bank-oriented country.
Ireland has the highest GDP growth rate, and Belgium has the lowest stock mar-
ket development.

13As described later in the chapter, the results are very similar when the numbers of observations in
all models are restricted to the observations available for the model with the highest need for infor-
mation.
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Mean Total Debt Ratios of Sample Firms (1990-2001)
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Figure 12.2: Mean long-term debt ratios of sample firms (1990–2001). Notes:
This figure presents the mean long-term debt ratio of our sample firms in 14
European countries for the period 1990–2001. Long-term debt ratio is measured

by the ratio of total long-term debt to total asset.
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Figure 12.1: Mean total debt ratios of sample firms (1990–2001). Notes: This
figure presents the mean total debt ratio of our sample firms in 14 European coun-
tries for the period 1990–2001. Total debt ratio is measured by the ratio of total debt
(total long-term debt�debt and current liabilities�accounts payables) to total asset.
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Table 12.4: Country and industry factors on capital structures.

Long-term debt ratio Total debt ratio

(1) (2) (3) (1) (2) (3)

Intercept 0.0949*** 0.1086*** 0.1160*** 0.3097*** 0.3169*** 0.3331***

0.00 0.00 0.00 0.00 0.00 0.00
Austria 0.0186*** 0.0152*** 0.0219*** 0.0216***

0.00 0.00 0.00 0.00
Belgium 0.0389*** 0.0370*** 0.0722*** 0.0722***

0.00 0.00 0.00 0.00
Denmark 0.0491*** 0.0484*** 0.0433*** 0.0436***

0.00 0.00 0.00 0.00
Finland 0.0916*** 0.0902*** 0.0340*** 0.0343***

0.00 0.00 0.00 0.00
France 0.0272*** 0.0272*** 0.0834*** 0.0837***

0.00 0.00 0.00 0.00
Germany �0.0107*** �0.0125*** �0.0227*** �0.0226***

0.00 0.00 0.00 0.00
Ireland 0.0622*** 0.0621*** 0.0439*** 0.0439***

0.00 0.00 0.00 0.00
Italy 0.0122*** 0.0092** 0.0770*** 0.0769***

0.01 0.03 0.00 0.00
Netherlands 0.0150*** 0.0154*** 0.0378*** 0.0382***

0.00 0.00 0.00 0.00
Norway 0.1425*** 0.1409*** 0.0622*** 0.0616***

0.00 0.00 0.00 0.00
Spain 0.0058 0.0033 0.0516*** 0.0510***

0.18 0.45 0.00 0.00
Sweden 0.0456*** 0.0449*** �0.0119*** �0.0118***

0.00 0.00 0.01 0.01
Switzerland 0.0806*** 0.0782*** 0.0303*** 0.0303***

0.00 0.00 0.00 0.00
Manufacturing 0.0181*** 0.0168*** 0.0103** 0.0122***

0.00 0.00 0.02 0.01
Advanced 0.0031 0.0039 0.0059 0.0051

manufacturing 0.32 0.21 0.17 0.24
Services 0.0207*** 0.0197*** 0.0082** 0.0065

0.00 0.00 0.05 0.13
(Continued)
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Table 12.4: (Continued).

Long-term debt ratio Total debt ratio

(1) (2) (3) (1) (2) (3)

F-value 136.00*** 156.88*** 32.81*** 76.39*** 93.52*** 3.10**

Adj-R2 0.0704 0.0664 0.0033 0.0426 0.0425 0.0002

Notes: This table presents regression of total and long-term debt ratios using country and industry dummies as
sole explanatory variables. The excluded dummy is for the UK and primary industry. Total debt ratio is meas-
ured by the ratio of total debt (total long-term debt � debt and current liabilities � accounts payables) to total
asset. Long-term debt ratio is measured by the ratio of total long-term debt to total asset. P-values are in the sec-
ond row, below the coefficients. 28,503 and 27,078 observations are used for long-term debt and total debt ratios
regressions, respectively. Number of observations for these two sets of regressions differs due to data availabil-
ity. Primary industry: SIC code 0000-1999, agriculture, mining etc. Manufacturing industry: SIC code 2000-
2999, food, textile etc. Advanced manufacturing industry: SIC code 3000-3999, machinery, electronics, etc.
Services industry: SIC code 4000-9999, retailing, recreation, etc. (excludes finance, utilities, and regulated firms.)
***Significant at 1% level, **significant at 5% level, *significant at 10% level.

12.4.2 Country and Industry Influences

To assess the influence of country and industry effects on capital structure, we
regress leverage only on country and industry dummies, and the results are
reported in Table 12.4. We exclude the dummies for the UK and the primary indus-
try sector for country and industry sector regressions, respectively, so that the
coefficients should be interpreted as the significance of debt ratio differences rela-
tive to the UK and the primary industry sector. Regressions for long-term debt ratio
are shown in columns 1–3, and regressions for total debt ratios in columns 4–6.
Columns 1 and 4 of Table 12.4 present regressions with both country and industry
sector dummies. Columns 2 and 5 show the regressions with only country dum-
mies, and columns 3 and 6 show the regressions with only industry dummies.14

With very few exceptions, all estimated country and industry sector coefficients
are significantly different from zero for both long-term debt ratio and total debt
ratio regressions. We can explain 7.04 and 4.26 percent of the variability in long-
term and total debt ratios, respectively, just by knowing the nationality and industry
sector of a company. When the regressions are run with only country dummies,
these R2 decline slightly to 6.64 and 4.25 percent, respectively. However, with only
industry sector dummies, the explanatory power declines to 0.33 and 0.02 percent

14Our industry sector groupings follow those in Chui et al. (2002). Each industry sector group, accord-
ing to method used, can include both high- and low-leverage industries in the same sector, and more
detailed industry grouping might be used to check the robustness of these results.
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for long-term and total debt ratios, respectively, even though the joint significance
of the coefficients (F-value) is still significant. These results indicate that while
both country and industry sector effects are important, country factors (such as
differences in financial and economic institutions) seem more important than
industry factors in explaining variations in corporate debt ratios.15

12.4.3 Transparency and other Country Determinants of Debt Ratios

Table 12.5 reports the Newey-West estimations for the selected countries of firm-
specific determinants of long-term debt ratios, while Table 12.6 reports similar
results for the total debt ratios. These results show a positive relationship between
tangibility and long-term debt ratio in all 14 European countries. Consistent with the
pecking order theory, profitability is found to be negatively associated with the
long-term debt ratio in the majority of countries (10 out of 14 countries with 6 of
them significant). All of the significant relationships between size and long-term
debt ratio are positive, indicating that the larger firms are better able to carry
higher levels of long-term debt. Like the US evidence, the tax rate does not seem
to influence the use of long-term debt in most European countries. Consistent
with our conjecture, the Z-score is found to be highly significantly negatively
related to long-term debt, indicating that firms with higher long-term debt are
those with high probabilities of bankruptcy.16 Dividend payment and the use of
long-term debt are mostly found to be negatively related. We find mixed results
regarding the effect of growth opportunities on firm leverage. The long-term debt
ratio is found to be significantly positively related to growth opportunities for
firms in Austria, Ireland, and Netherlands, while the relationship is significantly
negative in Denmark, Norway, and Sweden.

Based on the results presented in Table 12.6, we find a significant positive rela-
tionship between tangibility and total debt ratio in eight out of nine countries,
where the coefficients are significant. With no exception, profitability is always
negatively and significantly related to the firm’s total debt ratio, a finding consis-
tent with the pecking order theory. There is a significant positive relationship (in
13 out of 14 countries) between size and total debt ratio indicating that the larger
firms are more able to carry higher total debt. There is weak evidence (5 out of

356 Raj Aggarwal and NyoNyo Aung Kyaw

15Regressions restricting the number of observations in all regressions to those used in the model with
highest need for information are also estimated. The results for these regressions with restricted obser-
vations are very similar to the results reported in the chapter with no change in conclusions. These
results are available from the authors.
16High Z-scores are an indication of low bankruptcy probability. It is true that there might be reverse
causality with respect to tangibility and Z-score. Leaving them out does not change our main param-
eter estimates, the estimates for transparency variables, for total debt ratio regressions.
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14 countries) of a negative relationship between the tax rate and the use of total
debt. All significant relationships between the Z-score and the firm’s total debt
ratio are negative indicating that firms with higher total debt are those with high
probability of bankruptcy. As with the results for the long-term debt ratio, the
results regarding the effect of growth opportunities on total debt are also mixed.
This ratio is found to be positively and significantly related to growth opportuni-
ties for firms in Austria, Ireland, and Italy, while the relationship is negative and
significant in Belgium, Denmark, and Sweden. Overall, these results of country-
wise regressions confirm the influence of firm characteristics on corporate capital
structure and that this influence seems to vary internationally.

12.4.4 Pooled Transparency and other Determinants of Capital Structure

In Table 12.7 we report for our sample of 14 European countries the effects on
long-term and total debt ratios of all three sets of variables: firm-level variables,
corporate transparency variables, and national financial and economic variables.
These pooled cross-country results for each set of determinants are described
next.

12.4.4.1 Firm-level determinants of capital structure Consistent with the
evidence reported in prior literature that tangible assets can be used as collateral
for long-term debt (Friend & Lang, 1988; Long & Malitz, 1985), we find a posi-
tive and significant relationship between tangibility and long-term debt used by a
firm. The coefficient for profitability is negative and always significant at less than
1 percent level for total debt ratio. This is consistent with the pecking order the-
ory that firms with higher profitability would prefer internal resources to finance
their investment opportunities before using external financing such as external
debt. This result is also consistent with the findings of Rajan and Zingales (1995),
Demirgüc-Kunt and Maksimovic (1999), Chui et al. (2002), and Fan et al. (2003).

Firm size is a positive influence on debt ratios and highly significant at the 1
percent level. One reason for this significant positive relationship may be that size
may be an inverse proxy for the probability of bankruptcy (Rajan & Zingales,
1995). Our results indicate that the influence of tax rates on firm’s long-term debt
ratio is not significant. However, we surprisingly find a negative and significant
relationship between the tax rate and the firm’s total debt ratios.

Not surprisingly, firms with higher probability of financial distress, measured
by lower Z-score, are those with high debt levels (significant at the 1 percent
level). These results are consistent with the trade-off theory of capital structure.
Surprisingly, for European firms we do not find any significant relationship
between growth opportunities and long-term debt ratio, interestingly a finding
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inconsistent with the US evidence where high growth firms have lower leverage.
However, consistent with the pecking order theory, we find a negative and
significant relationship between growth opportunities and the total debt ratio.
Firms that pay dividends, indicated by a dummy variable, tend to use less debt —
a result consistent with Frank and Goyal (2003). Consistent with the reversion to
industry mean contention in Roberts (2002), we find that the coefficient of indus-
try average leverage is positive and significant.

12.4.4.2 Transparency and national characteristics as capital structure
determinants As seen in Table 12.7, in column 2 we add the corporate trans-
parency variables to the firm-specific variables in the estimated model. Column 3
also includes financial and economic variables as determinants of corporate cap-
ital structure. While the financial disclosure levels in a country are generally neg-
atively and significantly related to the firm’s use of debt, only some of these
relationships remain significant when we control for the other national financial
and economic variables. There is a negative relationship between governance dis-
closure and firm debt ratios after controlling for national financial and economic
variables. We also find significant negative relationships between accounting dis-
closure and total debt ratios even after controlling for financial and economic
variables. We also find negative and significant relationships between long-term
debt and audit intensity and insider trading law enforcement.17 These findings
confirm the contentions made earlier in this chapter. Of the owner–manager
agency cost reducing transparency variables, we find that the governance disclo-
sure and audit intensity have the highest influence on a firm’s debt ratios. For
example, one standard deviation increase in governance disclosure and audit
intensity has approximately 3 percent reduction in the debt ratios as a fraction of
total assets, while one standard deviation increase in financial disclosure,
accounting disclosure, and anti-insider trading law enforcement leads to approx-
imately 1.5 percent decrease in the debt ratios as a fraction of total assets.

Our contentions are also confirmed by the positive and significant relation-
ships between institutional trading activity, media coverage, disclosure timeli-
ness, and the firm’s long-term debt ratio. The effect of these variables on total
debt ratio is similar to that on the long-term debt ratio. Among the transparency
variables that help creditors control operating risks (and thus wealth transfers
from creditors to owners), disclosure timeliness has the highest level of influence
on a firm’s debt ratio with one standard deviation increase in disclosure timeliness

Transparency and Capital Structure in Europe 365

17Note that lower the insider trading law enforcement number, the higher is the enforcement quality
(see Table 12.1).
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leading to an average of 9 percent increase in debt ratios as a fraction of total
assets. One standard deviation increase in media coverage leads to approximately
a 7 percent increase in debt ratios as a fraction of total assets, while one standard
deviation increase in institutional trading activities leads to about a 1 percent
increase in debt ratios as a fraction of total assets.

12.4.4.3 Other country variables as determinants of capital structure The
effects of national financial and economic variables are similar for the long-term
debt or the total debt ratios. We find that high levels of stock market development
and high stock market turnover are both significantly associated with lower debt
ratios. We find a positive and significant relation between the relative sizes of a
country’s banking sector and total debt used by firms in that country. However,
we find a significant negative relationship between a country’s bond market
development and the corporate use of long-term debt confirming the spillover
effect of bond market development on a country’s stock market development
resulting in lower debt ratios. It is important to note that our measure of bond
market value includes the value of government bonds.18 As we can expect that
there are some countries where the government is a major borrower and where the
corporate bond market may still be relatively undeveloped, this variable might
overestimate the actual bond market accessibility for business firms. Countries
with higher economic growth rates are found to have a higher level of total debt.
Higher levels of inflation are also associated with higher debt ratios because in
such cases the real repayment value of debt possibly declines with inflation.19

12.5 Conclusions

European companies are scheduled to adopt international accounting standards
and conform to higher levels of disclosure and transparency in 2005. There also
continues to be much interest in the determinants of capital structure. Prior liter-
ature has examined the influence of firm-level variables and country characteris-
tics on capital structure. While some studies have examined these determinants in
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18FIBV — the source of our bond market data — reports the total market value of bonds outstanding,
which includes the value of government bonds and does not provide data on private sector bonds.
19A set of regressions restricting the number of observations in all regressions to those available for
the model with the highest need for information is also estimated. The results for these regressions
with restricted observations are very similar to the results reported in the chapter, and our conclusions
remain the same with either set of regressions. These results are available from the authors upon
request.
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various countries, others have done so across groups of countries. However, prior
studies have not included transparency variables even though it is clear that trans-
parency levels are related to contracting, agency, informational asymmetry, and
other costs that determine the optimal proportions of debt and equity in a firm.
This chapter fills an important gap in the literature as it examines for the first time
the influence of international variations in corporate transparency on capital struc-
ture variations in 14 European countries (controlling for relevant firm-level and
other country variables).

The results presented in this chapter document the significant influence of trans-
parency and other national financial and economic institutional structures on inter-
national variations in corporate capital structure. While we document the influence
of firm characteristics on corporate capital structure, more importantly this study
documents that international variations in transparency levels significantly
influence capital structure evels. We find that transparency variables that favor
equity holder rights and reduce agency costs between owners and managers such as
higher levels of financial, governance and accounting disclosures, audit intensity,
and enforcement of anti-insider trading laws are all negatively associated with cor-
porate debt levels. In contrast, transparency variables that help creditors control
operating risks (thus transfers of wealth from creditors to owners) such as disclo-
sure timeliness, institutional trading, and media coverage are associated with higher
corporate debt levels. These results have important public policy and managerial
implications. For example, these findings can influence policy regarding disclosure
regulations, and managers can use disclosure to reduce the costs of external debt
and equity.
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Chapter 13

Multinational Enterprises 
and their Lobbying Activities 
in the European Union

Amjad Hadjikhani and Pervez N. Ghauri

13.1 Introduction

Most business research is based on the implicit assumption of corporate and polit-
ical transparency and equal availability of information for all market participants
(see, for example, Bernheim & Whinston, 1986; Kirchsteiger & Prat, 2001;
Berton & Salanie, 2003). Many researchers, however, define transparency as an
ideal condition far from political and business realities (see, for example, Bushee
& Noe, 2000). They point out information specificity and asymmetry among mar-
ket and political actors, for example, as key factors behind deviations from such
ideal conditions (Johal & Ulph, 2002; Bushee & Noe, 2000). In this chapter we
follow this line of thought, and argue that firms — because of the heterogeneity in
capabilities and resources — do not have the same access to information.
Moreover, for similar reasons, firms perceive and act differently towards the same
information about government policies and market conditions.

A number of researchers in political science and management connect firms’ lob-
bying behaviour to information asymmetry (Lagerlöf, 1997; Potters & Sloof, 1996).
The early contribution of scholars like Truman (1951) and Dahl (1956) place these
activities at the heart of the political process. This chapter conceives the above-
mentioned view on lobbying and information asymmetry as an indispensable part
of multinational enterprises (MNEs). Firms exploit information asymmetries to
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gain some control of the political environment. They choose to lobby their polit-
ical environment to gain specific support that others, not engaged in lobbying
activities, cannot have. MNEs mobilise their resources and knowledge to interact
with political groups and gain benefits that strengthen their competitive position
in the international market. The fundamental research question for this chapter is
to analyse and discuss how the lobbying activities of MNEs influence the overall
transparency of markets. The overall contribution of the chapter, in terms of the
analytical framework outlined in Chapter 1, is to show how lobbying affects the
political decision-making process, and hence the political risk premium inherent
in the cost of capital.

The political actions of MNEs have become more apparent during the last
decade. The emergence of European Union (EU) has led to an increased lobby-
ing activity in Europe. MNEs have developed centralised political units and use
their specific information to direct their political actions. In order to gain access
to an EU institution, business interests have to provide specific information and
facts (basis) to the institutions that can assist them in their decision making. Here,
we can distinguish two different effects as regards the resulting transparency. In
case the action by a business interest is a joint effort to persuade politicians, then
the lobbying activity may result in increased transparency, while if it is to the
benefit of an individual firm only, the action will result in a decreased overall
transparency. In the latter case, information asymmetry is used as a tool enabling
firms to safeguard their own interest and to try to influence the decisions made
by the institutions (Bouwen, 2002; John & Thomson, 2003; Damania, 2003).
There are a number of middlemen and consultant firms that claim to assist
both sides; firms as well as EU institutions, in this — sometimes — mutually
beneficial activity. Table 13.1 presents the top 10 lobbying consultants in
Europe.

The chapter aims to describe and discuss the lobbying behaviour of MNEs in
relation to the EU, and in competition with other firms in a particular sector.
While present research on international business explains the interplay by means
of economic or institutional theories, this paper discusses the management of the
political environment through behavioural theory (Cyert & March, 1963). The
interaction with political actors is explained with business network theory
(Johanson & Vahlne, 1990; Kooiman, 1993; Håkansson & Snehota, 1995). An
integral part of this view is to focus on how the MNEs use their specific knowl-
edge and resources to gain specific benefits not available to others. Lobbying
behaviour is based on the ability of MNEs to use information asymmetry and
resource heterogeneity for their own benefit. The main contribution of the chap-
ter is that both sides, political and business actors are seen as being active in
influencing each other, and also as being embedded in relationships with others.
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The chapter is organised as follows. In Section 13.2 we discuss lobbying activ-
ities in a corporate perspective. Section 13.3 deals with MNEs, their business net-
work and lobbying behaviour. In Section 13.4 we discuss the data collection,
whereas in Section 13.5 we present our four case companies and their lobbying
activities. In Section 13.6 we then discuss the findings and Section 13.7 contains
our conclusions.

13.2 Lobbying Activities of Firms

Most business researchers, when treating governments, assume a unidirectional
influence of the political actors and that governments always aim for high trans-
parency in releasing information. They also assume that all firms have access to
the same political and legal information and adapt accordingly. While much
attention is paid to firms and their business interaction with other business actors,
the interdependencies between firms and political actors and the political activi-
ties of firms have attracted less research (Boddewyn, 1988; Ring, Lenway, &
Govekar, 1990; Buckley & Ghauri, 1999a).

Studies focused on management of the political environment range from stud-
ies assuming that management is essentially a response to transparent informa-
tion contained in governments’ policies (Conner, 1991; Korbin, 1982; Kogut,
1991; Egelhoff, 1988) to studies aimed at formulating adequate strategies to deal
with the political environment (Ring et al., 1990; Johnson, 1982). Research on,
for example, coping strategies often approach the subject as an issue of risk man-
agement (Miller, 1992), of management of country risk (Cosset & Roy, 1991;
Cavusgil, Ghauri, & Agarwal 2002), of firm–state interdependencies and indus-
trial structures (Ring et al., 1990) and of firm–state interdependencies and corpo-
rate structures (Murtha, 1991; Lenway & Murtha, 1994). All have the presumption
that transparency in market information enforces a homogeneous unidirectional
relation with political actors. This chapter questions this view and argues that
MNEs are active on the political scene. In Europe, for example, interest in these
questions has increased during the last decade because of the success of the EU
(Hooghe, 1995). In this context, lobbying activities are presumed not to neces-
sarily aim to gain direct financial support but can strive to gain influence which
will ultimately subsidise/support the firms’ business activities (Alt & Chrystal,
1983; Boddewyn & Brewer, 1994), creating disadvantages for competing firms
not involved in lobbying activities. Hence, in terms of corporate transparency this
will increase uncertainty among competitors who are themselves not involved in
approaching politicians.
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Contrary to business studies, a number of researchers in political science have
studied lobbying and information asymmetry in the market place (see, e.g., Johal
& Ulph, 2002; Epstein & Hefeker, 2003; Potters & Sloof, 1996; Berton &
Salanie, 2003; Fabella, 1991). Some researchers have approached the issue from
the point of view of the state, in for example development economics
(Maddison, 1991; Esping-Andersen, 1985) and/or regional economics (Hanf &
Toonen, 1985; Nowtotny, Smith, & Trebling, 1989). The main actor in these
studies is the government, and the issue of concern is the impact of government
on firms. Some research on governance (see, e.g., Streeck, 1992; Fligstein, 1990)
explains the failure of the political hierarchy in terms of non-transparency and
information asymmetry. It introduces internal dynamics and differentiated social
systems as factors that make centralised political control more difficult. These
different strands of thought in political science are interesting since they, simi-
lar to this study, assume that MNEs are active when dealing with the political
environment.

Here we argue that lobbying is related to exchange of information. For exam-
ple, firm A may provide strategically important (macro) policy-relevant informa-
tion to G (the government). G, through its policies, may then redistribute income
and incentives between firms A and B by providing corporate policy relevant
information to A and not to B (Lagerlöf, 1997). Hence, the interplay between G
and firm A affects not only the behaviour of A and G, but also the behaviour of
firm B and the market and political positions of A and B.

Lobbying is vital for the firms when exercising influence on political actors but
it requires resource commitment and knowledge to achieve a better competitive
position. Firm A organises its activities (commits resources and coordinates activ-
ities), collects information not only on G, but also on others with whom the gov-
ernment is interdependent. Firm A is also interdependent with those who are
related to G. Firm A’s knowledge about those that G is dependent upon can affect
its persuasion power to convince G and to gain specific benefits. For example, as
Rasmusen (1992) expresses, G always trades off the cost of acquiring and pro-
cessing information against the benefit of being re-elected. Lobbying behaviour,
as illustrated in Figure 13.1, is an outcome of information asymmetry in the mar-
ket, and it reflects firms’ resource commitment and knowledge.

The behavioural aspects permit us to understand how firms act to manage the
non-transparent environment by lobbying. Lobbying behaviour is seen as a
dependent variable which is determined by A’s resources and knowledge, but
also the resources and knowledge of B and G. We argue that the lobbying behav-
iour of firm A is rooted in a business network context in which A, B and G are
embedded.

Multinational Enterprises and their Lobbying Activities 375
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13.3 MNEs’ Business Network and Lobbying Behaviour

The business network approach, which has its origin in social network and behav-
ioural theory, has been extensively explored in international business studies
(Buckley & Ghauri, 1999b, 2004; Forsgren, Hägg, Håkansson, Johanson, &
Mattsson, 1995), however, it rarely touches the political relationships of the firms
in their international market. We emphasise that MNEs are dependent on actors
in their political environment, and that these actors are also dependent on the
MNEs. The relationship may be particularly strong as firms make investments
that affect groups like the media or others with whom politicians have inter-
dependent relationships (Jacobson, Lenway, & Ring, 1993; Hadjikhani, 1996;
Ghauri & Holstius, 1996; Damanian & Frederiksson, 2003). Political actors, in
seeking legitimacy (Eliassen & Kooiman, 1993), incorporate values from these
groups into their decisions. Thus, in this network, the business and political actors
are interdependent, not only on one another but also on actors surrounding them
as their activities influence all of them (Boddewyn, 1988; Boddewyn & Brewer,
1994; Georgiou & Roberts, 2004).

As argued by Keillor, Boller, and Ferrel (1997), a knowledge and resource
commitment model can be explored for an analysis of the behaviour of firms in
their political environment. In this model, the principal obstacles are discussed in
terms of a resource commitment connected to learning about the foreign market.
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Figure 13.1: Lobbying behaviour and information asymmetry.
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By increasing political knowledge, the perceived risk of market investment
declines and market business commitment increases. Commitment can be
explained in terms of the size of investment towards the counterpart alone or by
studying the links of tangible and intangible investments towards the partner and
its network (Ghauri, 1999; Denekamp, 1995; Scott, 1994; Becker, 1961).
Intangible commitment towards the network, referred to as ‘idiosyncratic invest-
ment’ (see Andersson & Weitz, 1992), reveals the fact that commitment in one
relationship can spread to other relationships. Following this view, business
actors in their interaction with political actors, gain experience and information
about the values and activities of others in the network — such as certain inter-
ested parties or the media — and behave accordingly. This means that each busi-
ness actor has a specific relationship with political actors that is dependent on the
business actor’s political commitment and knowledge. The relationship is not
focal but includes all connected actors.

In this exchange relationship, MNEs require rules and supportive measures
distributed by governments, and governments gain legitimacy as these enterprises
satisfy the people and other groups to whom they are responsible. The interaction
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between the two requires the adjudication of conflicting interests, but also pro-
vides the condition for exploring options and sharing common values (Hult &
Walcott, 1990). As Figure 13.2 illustrates, the alternative behavioural options for
the political actors are either coercive or supportive, and can contain general or
specific influence (Boddewyn & Brewer, 1994; Kobrin, 1982; Hadjikhani &
Ghauri, 2001).

Adaptation applies to the given political rules according to which enterprises
adapt their behaviour (Miller, 1992; Makhija, 1993). Influence means negotiation
and co-operation (Boddewyn & Brewer, 1994), where firms aim to gain support
for their activities. By the development of knowledge and commitment, the
process of change in political behaviour proceeds from adaptation to influence.
Firms with a low level of knowledge and commitment rely on the first mode of
political activity, which considers internal change in order to adapt business activ-
ities to the political rules. The alternative applies to the act of changing the coun-
terpart’s behaviour, namely, in overcoming the political rules which govern the
enterprise’s business activities. The final outcome of the management’s decision
becomes an antecedent to the firm’s commitment and knowledge and the activi-
ties of political actors.

13.4 Method for Data Collection

In this section, we will discuss four case companies and their interaction with the
EU political system. Our four MNEs have undertaken direct investment in several
EU countries, starting decades ago.1 The direct investments in more than 100
countries by our four case companies have forced them to be active in their polit-
ical environments. The case companies consist of two Swedish MNEs, which are
former state-owned companies and with an assumed close relationship to the
political sphere (Telia and SAS) and two companies that are top global actors
(ABB and Ericsson). All four companies are listed on the Stockholm Stock
Exchange and have dual listings.

The information in the case studies is based on both primary and secondary
sources from the beginning of 2000. For the MNEs, the primary information was
collected via interviews with 11 Swedish managers in Brussels and with four
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1We have chosen to focus on four case companies since prior research experience indicates that the
subject “the firms’ lobbying with political actors’ is a sensitive area as many firms are unwilling to dis-
close information on this topic to outsiders. Firms which are successful in their lobbying activities
tend to keep the relationship out of sight of public opinion, and those who are less successful are afraid
of negative publicity.
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bureaucrats in the Commission. Besides these, other interviews were conducted
with managers in Sweden and also with Swedish representatives in the EU.
Companies were asked specific questions about specific lobbying activities. The
exploratory nature of the study demanded in-depth semi-structured interviews,
which were all tape recorded and transcribed (Ghauri, 2004). The secondary data
were collected from brochures and information released by these firms on their
political operations in the EU, and also through published information provided
by the EU.

13.5 Empirical Study: The Four Cases

13.5.1 Telia

Telia (Sonera) is a Swedish public company in the telecommunications industry
with a turnover of more than 1 billion and 27,000 employees. More than 75% of
the firm’s total sale is raised in EU countries. Therefore, political decisions and
co-operation with EU politicians are recognised as an important activity by the
firm. After 1990, one vital issue that started to change the telecommunications
market in Europe was the liberalisation of the market. Traditionally, the govern-
ments had a formal monopoly in the telecommunications market, but during the
course of the 1990s, direct and indirect restrictions were torn down. The liberali-
sation process, which started around 1995–1996, practically started to function in
1998. Telia’s manager argued that the processes of liberalisation and harmonisation
had improved the technology and quality of the products and the service to cus-
tomers. But, from their point of view, the technology and also the market are very
complex and the handling of such issues by politicians may create complications.

According to Telia’s managers this market cannot be handled without advanced
knowledge and an appropriate strategy towards non-business groups. This is even
more so now when the political decisions are delegated from the Swedish govern-
ment to the EU. Abolishment of monopoly and increasing competition forced
Telia’s managers to develop new strategies and invest resources to manage political
matters in the EU. In response to the perceived need to manage the relationship
with the politicians, and also to handle the media and the political environment
more generally within the EU, the company started a Market Development (MD)
section with 10 people. This section has an important position in the firm as it is
in charge of monitoring and influencing political decisions in the EU, and also
customers in this market. The manager is to connect the section to other units
within Telia (like technology development and production), to different units in
the EU bureaucracy, and to other interest groups, such as, media.
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For political lobbying they use a variety of contacts with lawyers, parliamen-
tary staff, committees and commissions and Swedish representatives and minis-
ters in the EU. To engage in the discussion platform within the Open Market
Platform (OMP) committee, which deals with the telecommunication market,
Telia’s political group needs a wide and deep technological, market and legal
information. Besides these, the manager emphasises the importance of social con-
tacts. He explained that most of his time, more than 50%, was devoted to engag-
ing in seminars, social gatherings and calls. The manager explained that the
contact network is personal and it is always the personal chemistry that will gov-
ern the way it will function. Representatives can be changed and we, he explained,
always follow the process and build a new contact net.

The manager explained that the task of the MD section eventually is media-
tion between different internal and external groups; i.e., to bridge a gap
between the firm’s competency and the needs of the groups in the environment.
The most important task of the section, particularly for the manager, is to
become connected to business and non-business groups, which have
specifically to do with the telecommunications market. On the Commission
level, DG 13, 4, 3 and 1 were useful for co-operation and exchange of infor-
mation. Among other political groups, Telia also has a close relationship with
the Swedish representatives both in the EU parliament and committees. Besides
political actors, the non-business group to which Telia attached a particular
importance for lobbying was the media. The media was used as an outlet for
information — specifically to customers — about new products. The manager
explained that the needs of and pressure from the customers usually affect the
decisions of EU politicians.

There are more direct contacts with certain DGs dealing with the telecoms
market. In the case of deregulation of the communication traffic in Europe, for
example, a new directive proposal was needed. Since the telecoms market is
complex and requires specific technological and market knowledge to under-
stand, committees in the EU were obliged to cooperate with the MNEs. This was
done using the OMP platform, with managers from Telia and a number of other
telecoms operators playing a leading role. The OMP, as mentioned earlier, is the
platform for sharing and discussing views within the industry in order to form ad-
hoc committees that have information exchange with the Commission. Telia’s
approach was to show that the Swedish model was a well-functioning model. The
manager’s aim was to show that through private judicial agreements between the
parties, the functioning of the telecoms market can be improved. By arguing that
this ‘agreement model’ has worked well in Sweden, and using the Swedish tele-
coms company Tele2 as an example, the manager attempted in 1995 to persuade
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others to use this model as well. The Directive was discussed within the OMP-
group and at the same time within the Commission. A new forum for these types
of discussions has arisen, in the so-called European Interconnection Forum. The
forum has a paid membership system for operators, and discussions are carried
out similar to that of the OMP platform.

The parent company can, to a certain extent, affect the opinion at home and get
support from the media and from politicians. The MD manager, on the other
hand, typically deals with informing European media about the telecoms market.
Media often visits the manager in order to get correct information. For represen-
tatives of the media, the telecoms sector is often perceived as difficult and com-
plex. Similarly, it is vital for the politicians in the EU to have concrete
technological and market information to make adequate political judgments. It is
important to have knowledge of the distinctive characters/traditions within
different countries, as well as of the products and the needs of customers.

13.5.2 SAS

Scandinavian Airline System (SAS) is the Scandinavian airline carrier with own-
ership stakes by the Danish, Norwegian and Swedish governments. In 1992,
when the question of deregulation of the airline industry became a serious issue
for EU politicians, SAS realised that there was a need to get closer to the deci-
sion makers. The head office decided to make investments in political lobbying
and, among other activities, opened a political unit in Brussels. In total, the firm
has engaged 14 people for this function, two of whom are located in Brussels, six
in Sweden, and the rest in other European countries. The task of the unit in
Sweden is to assist the unit in Brussels, for example by providing information or
by negotiating with the Swedish politicians involved in the EU’s political deci-
sions. The political questions with which SAS is concerned cover areas such as
the rules for flying time, consumer protection laws, taxes, competition law, pric-
ing and environmental issues. Prior to Swedish entry into the EU, SAS already
had experience in political questions like deregulation because — as mentioned
above — the company is listed but still partially state-owned with ownership
stakes by the governments of Denmark, Norway and Sweden, and thus has had to
network with these three governments.

The main job of the unit in Brussels is to collect information and exercise
influence on the rules before a proposal is sent to the Council of Ministers. To
gain support for the suggestions, the unit first of all works with committees from
the Commission and then with the Parliament. The unit also discusses the pro-
posals with Swedish and Danish representatives in the EU. The manager
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explained that his duties are, among others, to engage in formal and informal
meetings and to follow the media and the protocols.

More than 40% of the staff’s time is spent in formal meetings, and 20% is
devoted to informal activities like involvement in social arrangements (2–3 times
a week). The remaining time is devoted to studying protocols, media, competition
and consumers. One fundamental area mentioned by the manager is that of
building and maintaining social relationships. The contacts are nurtured in social
meetings aimed at assisting the co-operation. Engagement in informal clubs or
parties is recognised as being an important part of the political process.

The acceptance of a proposal for discussion in a committee is related to how
a proposal adopts the EU’s political values. If a political question is not actu-
alised by the EU or the media, the managers should collect enough technical and
market information to convince the Commission that there is a need for a polit-
ical decision in the interest of the consumers. The case of ‘ground handling’ is a
typical example. The aim of SAS was the deregulation of ground handling for
flight slots. SAS aimed at acquiring the freedom to be able to buy flight slots
from different sellers. In London, for example, the airlines could choose from
7 to 8 alternatives. The SAS argument was based on the economic effect of
deregulation. The decision could reduce the costs for the airline industry and
subsequently reduce the prices and increase the quality of the service to the
passengers.

The initiative was taken by SAS in 1992/1993, long before the issue was dis-
cussed in the media or in any political institution. The SAS manager realised that
competitors like Lufthansa and KLM had a similar view and, accordingly, they
decided to act together. They formed an ad-hoc group to put forward a suggestion
to the DGVII and DGIV in the Commission. The committee involved in the ques-
tion agreed and made the proposal to the Commission, since the proposal was in
line with the consumer welfare policy. The proposal was sent to Parliament, but
there, the Social Democrats and some other business groups resisted. The Social
Democrats did this because they were against deregulation in general, while
interest groups, like flying slots sellers, were against it because this type of dereg-
ulation would give more freedom to the airlines.

13.5.3 ABB

ABB is an amalgamation of a Swedish (Asea) and a Swiss (Brown Boveri) engi-
neering companies. The manager of the political unit in Brussels explained that
the relationship with political actors in the EU is one of the most important areas,
especially for products such as the generation of power supplies. In 1993, ABB
established a political unit engaging 15 people. Besides these people, five others
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in different European countries were taken on to deal with political matters. The
main interest of the manager is to cover political issues like: (a) R&D and proj-
ects to develop new products; (b) deregulation and harmonisation of the market;
(c) The White Paper — outlining the EU’s energy policy for the year 2020; and
(d) environmental questions like the reduction of chlorides in Central and Eastern
Europe, the echo-audit, standardisation, EMAS (environmental certificate), and
general social and economic questions like employment. The sections in the
Commission, which deal with these issues, include DGIII for industry, DGXI
for environment, DGXII for R&D, DGXVI for energy and DGXIV for public
procurement.

In ABB’s political unit, there are nine people whose main task is to collect the
market, technological and political information needed to make proposals. The
first important knowledge criterion mentioned by the manager is about the EU’s
bureaucratic function, i.e., the position of different people and the changes in their
positions. He follows the daily news and incidents, since questions such as those
involving chlorides or nuclear energy risks or alternative energy sources are usu-
ally also discussed in the media. The unit checks the public opinion in the media
in order to give strength to the proposals passed on to the Commission. In addi-
tion to the influence that the unit aims to achieve in order to change the political
rules, another primary goal is to obtain financial funds distributed by the EU for
different projects.

The manager stated that one of the reasons for having a person responsible for
political issues in Sweden is to maintain contact with the Swedish politicians
active in the EU. Since the power of the EU Parliament is increasing, ABB’s polit-
ical unit is also working towards a close relationship with members of Parliament
from 7 to 8 EU countries, which have mutual interests in questions like the energy
policy and the environment. The task is to gain support not only in the
Commission, but also in the European Parliament and the Council of Ministers.
The effort is always accompanied by engagements in social meetings. According
to the managers, this social investment is necessary in the periods both before
and during negotiations. For an R&D project, for example, these contacts have
both a continuous and a sporadic nature. They intensify when there is, or will be,
a project.

ABB is a renowned international firm and one of the biggest companies in
Europe. This facilitates social contacts and increases the credibility of the pro-
posals. At the time of the interview, Percy Barnevik, the former Managing
Director of ABB, was the chairman of the Competitive Advisory Group in the
EU. This naturally facilitated the negotiation of ABB’s proposals. The role of
ABB, in the context of its high-tech products and declaration of social responsi-
bility in terms of employment or environment and future vision, has strengthened
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the position of the ABB’s political unit. When a political issue has a general
nature and is for the benefit of several competitors, then ABB acts as an industry
group. For instance, all the competitors co-operate in Euroelectrics to propose
future general plans for nuclear power.

The group in Brussels devotes 50% of its time to collecting information and
informing groups and units related to the issues in question, and 50% of its time
to external meetings and discussions. According to the manager, the relationships
with these organisations and the social contacts with politicians are necessary, but
it is the specific knowledge of the market, the industry and the technology that is
the basis of affecting any political decision. One major task of the unit managers
is to identify and explain the socio-political benefits of the proposals. In the case
of ‘Success story 95’ for example, the technical solutions, along with the politi-
cal and socio-economic applications of the proposal ensured that ABB succeeded
in receiving SEK 15 billion from EU funds. The manager explained that it was
because of these and the position of ABB’s managing director in EU’s political
organisation that the firm received such a fund. Figure 13.3 explains the lobbying
activities of ABB in the European Union.

13.5.4 Ericsson

Ericsson is a well-known telecoms firm that belongs to the global top five in its
industry. At the end of 1990, due to the increasing political role of the EU in the
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telecommunications market, Ericsson decided to establish a unit in Brussels. The
main task of the unit was to collect information and lobby on strategic issues like:
(a) the liberalisation of the telecommunications market, which started at the end
of 1980s; (b) the rules applying to mergers and acquisitions of telecoms compa-
nies; and (c) the harmonisation and mutual recognition of telecoms product stan-
dards (for example, if a product is tested in Sweden, it should also be accepted
in other EU countries). One person with experience of foreign political affairs
is responsible for the unit and he co-operates with 10–20 market co-ordina-
tors/experts in Sweden. To develop a proposal, the manager involves those
experts who possess the relevant technical and market knowledge. The manager’s
political task is: (a) creating and maintaining relationships with the EU’s political
units, i.e., contact with politicians, the treatment of political issues and the super-
vision of political decisions concerning the telecommunications market in coun-
tries like the United States; and (b) mobilising resources in Ericsson when a
political proposal or decision is being processed.

On each issue, the manager deals mainly with the specific political section
of the Commission. For technology and the treatment of product standards and
the future telecommunications market, he deals with DGXIII; for the interna-
tional markets with DGI; for industry in general with DGIII; for competition
customs duties with DGIV and DGXXI. The political members of the commit-
tees lack detailed knowledge of the telecommunications market and technology,
and thus depend on Ericsson and other companies in this field. Ericsson’s tech-
nical knowledge of, for example, Intellectual Property Rights (IPR), compelled
the Commission to ask the company to co-operate and to make technological
suggestions.

The manager studies official journals, financial releases and cover reports on
IT. This task takes up more than 15% of the manager’s time. Some duties have a
social nature, such as the engagement in formal social arrangements and meet-
ings, specifically those which are arranged for people from the telecoms industry.
But the manager explains that these contacts are mainly activated when a politi-
cal issue is at stake, i.e., there is a problem of continuity in the contacts. The time
spent in social and official meetings is 60%, including phone calls. The crucial
factor is his and his colleagues’ technological and market knowledge when explain-
ing problems and suggesting solutions. Accordingly, the manager has to collect
information about issues such as the customers’ needs, the competitive rules, cus-
toms duties and new political suggestions and decisions.

The name of Ericsson as a big international firm, in conjunction with its estab-
lished social contacts, facilitates the initiation of an issue. The GSM standard,
which covers a large part of the telecoms market, and the technological develop-
ment of the mobile phone, which has now become more adapted to the consumers’
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needs, are well known to the political members. These elements facilitate negoti-
ations on issues such as standards for sub-contractors and the future development
of products and the market. Since the committees may also involve competitors,
the more technological and market knowledge a company can apply in order to
convince the committees’ political members, the more influence it can have on the
content of the proposal suggested by the committees to the Commission and to
the Parliament.

When a decision will produce benefits for several companies, they set up an
ad-hoc group and involve industry groups in Brussels to reinforce the proposal.
Competitors in the industry can, for example, co-operate temporarily on political
questions like liberalisation and state subsidies. The ITA (Transatlantic Business
Dialogue), for example, which aimed to eliminate the customs duties for IT prod-
ucts between the US and the EU, involved all the competitors in Europe working
together to lobby politicians into drawing up new customs rules. A committee
with 30 people from different countries was established. The committee engaged
political groups, industry groups and experts from firms like Ericsson and Nokia.
The result was presented by representatives from DGXIII and DGI to the
Parliament and Council of Ministers, and finally led to the political decision
between the US and the EU.

13.6 Discussion

These cases, despite their belonging to different industries and describing politi-
cal actions in different years, have some crucial similarities. All firms acted to cre-
ate and use information asymmetry to gain specific gains from the political actors.
The information asymmetry was due to: (a) market imperfection, as all informa-
tion and knowledge is not equally distributed among actors in the market;
(b) firms committing different types of resources and building a variety of rela-
tionship networks. Asymmetry in knowledge and resource commitment created
different types of relationships with the political actors. While firms in these
cases benefited from their organisd resource commitment and specific knowl-
edge, those of their competitors that were not involved in lobbying missed the
privilege. All the case companies used their resources and knowledge in advance
to exert influence before decisions were made. The specific support from the EU
that these MNEs gained depended on the commitment and knowledge they
expended on lobbying the bureaucrats and politicians in the EU. The presence of
information asymmetries caused differences in firms’ knowledge and resource
commitment.
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The cases reveal new facts, which enhance our understanding of lobbying in
business networks, where information is not fully transparent. They further pro-
vide new knowledge on business networks comprising of both business and polit-
ical actors. Below, the results will be discussed in more detail under three
different headings: (1) horizontal and vertical relationships; (2) the political capa-
bility of the firms in terms of their commitment and knowledge; and (3) ‘political
agenda’ and idea-generation.

13.6.1 Horizontal and Vertical Relationships

This study contributes to unlocking the lobbying black box and provides a
framework for deeper study of the lobbying process. The cases of four MNEs
manifest the complexity of the issues and also disclose how firms intentionally
and openly aim to manage their political environment. In addition, the cases also
reveal how lobbying interconnects the business and political markets with each
other. Contrary to the earlier research, the chapter makes clear that firms in their
lobbying activities are embedded in networks containing both political and busi-
ness actors.

We adopt the view that business networks can be divided into a horizontal
and a vertical dimension. While the vertical dimension refers to business actors,
which have value-added business exchanges, the horizontal dimension refers to
a non-exchange business relationship. Research on, for example, industrial net-
works (Hipple, 1988; Håkansson & Snehota, 1995), relationship marketing
(Bitner, 1995; Sheth & Parvatyar, 1993), triadic relationships (Havila, 1996),
and networks in the context of product and technology development
(Håkansson, 1987) is limited to the study of vertical relationships. The four
cases above, on the other hand, illustrate the importance of horizontal networks
in firms’ business relationships and as determinants of their competitive advan-
tage. The four cases disclose how all the firms used their business and indus-
trial competencies not only along the vertical dimension but also in their
relationship to the political actors as well as to competitors along the horizontal
dimension.

The cases also show that to study lobbying, the market must be divided into
the two interconnected business and non-business markets. The inclusion of
actors like the government into the network increases our understanding of how
MNEs are embedded not only in business networks, but also in non-business net-
works. We argue that the study of lobbying enforces our view that business networks
are composed of vertically and horizontally connected relationships. Thus, a
network is a set of connected relationships that can support or hamper a focal
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relationship, depending on whether a dyadic relationship is affected by the wider rela-
tionships positively or negatively (Hart, 2004; Duck, 1993). One connected
relationship can support, while another can hinder.

The cases above reveal that the degree and type of firms’ lobbying actions
depend on their political commitment and knowledge. As illustrated in Table
13.2, the firms acted at different times, with different purposes and used a variety
of resources. The fundamental purpose of the firms was to influence and to avoid
the costs of later adaptations. Firms with low commitment and knowledge have
to incur both internal adaptation costs and the costs of a weakened competitive
strength in the market. This is consistent with the view of an indirect inter-
dependence between the political and business markets. The lobbying strengthens
the firms’ influence, co-operation and partnership (Boddewyn & Brewer, 1994;
Coen, 1999; Damania, 2003), and commitment in social interactions with politi-
cal actors (Hadjikhani & Ghauri, 2001).

13.6.2 Political Capability of the Firms

As illustrated in Table 13.2, all the investigated firms recognised political activi-
ties as a critical part of their market interaction. The four MNEs had several years
of experience in political activity and had made significant organisational com-
mitments. This commitment extended not only to Brussels, but also to other
European countries. Telia, SAS and ABB, for example, had organised groups and
people in several foreign countries to influence politicians. The cases illustrate
how MNEs in their relationships with EU politicians mobilised both internal and
external resources to influence political decisions.

In earlier studies, companies are generally seen as homogeneous units con-
strained by governments (see, e.g., Jansson, Dagib, & Sharma, 1995; Ghauri &
Holstius, 1996; Bouwen, 2002). Our case studies present a completely different
picture. The homogeneous behaviour can only be seen as referring to smaller
firms as they all display rather defensive behaviour (Hadjikhani & Ghauri,
2001). The four MNEs, on the other hand, had an offensive proactive strategy.
Their activity was geared towards influencing the decisions before they were actu-
ally made. Co-operation and negotiation tactics were used to obtain the desired
results. The discussion of the cases also reveals the specificity of the mana-
gerial behaviour of the firms. Each of the four MNEs had specific agendas
and the task was to gain specific political support (see below). The aspect of
specificity is different to that proclaimed in studies of risk (Miller, 1992; Ting,
1988; Shubik, 1983) or on firm/state interdependence (Egelhoff, 1988; Porter,
1990; Ghauri & Buckley, 2002). While the main effort of the smaller firms is
generally to gain information about political decisions affecting their export
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activities (Hadjikhani & Ghauri, 2001), the MNEs in these cases made big com-
mitments in several foreign countries to influence the political actors in
Brussels.

13.6.3 Political Agenda for Lobbying

The notion of a ‘political agenda’ for lobbying has its origin in the recognition
of a network arena for political activities. This is an arena in which business
actors are related to non-business actors in the processing of political decisions,
which impede or support the business activities. The notion is based on the net-
work approach but is similar to Boddewyn and Brewer’s (1994) view of a polit-
ical market functioning parallel to the business market. However, applying the
concept of a ‘political agenda’, the analysis of the four case studies shows that
the relationships were issue related (as briefly mentioned above). For each polit-
ical proposal, the political units needed information from experts and other inter-
ested parties in society. The relationships were activated to subject a specific
political question for lobbying, and for new questions the MNEs activated another
relationship. The fundamental task for all the MNE cases was to propose a tech-
nologically and socially appropriate agenda to the committees. The more genuine
the idea of satisfying the EU’s political units and their norms, the more specific
the political support they gained. The lobbying agenda is also needed to sat-
isfy social and economic groups connected to the political actors. Thus, they
were to generate an idea and convince the EU politicians and their associated
groups.

The firms lacking political commitment can become followers of the political
rules. As the cases disclosed, the committees and Commission members had
shortcomings in the technological knowledge required to generate ideas, which
could reflect the needs of business and social groups. This made them depend-
ent on the MNEs’ and their specialists’ having this competence. This means that
firms that were not involved in lobbying or not encouraged to lobby were at a
disadvantage.

As discussed above, the view of a political agenda basically divides the
entire business activity into two different but interwoven areas (McLeay,
Ordelheide, & Young, 2000; Boddewyn, 1988). One is the business arena,
which considers the interaction with business actors, and the other is the polit-
ical one, which involves the interaction of business and non-business actors.
The political outcome is attractive to MNEs for several reasons (Etzioni, 1988).
It creates winners and losers (Alt & Chrystal, 1983), and can reduce the organ-
isational costs (Boddewyn, 1988). In case political actors are not transparent in
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their information, the firms involved in lobbying automatically achieve a better
competitive position.

13.7 Concluding Remarks

This chapter studies lobbying from a network perspective. We argue that there are
two types of networking activities: business and political networking. Lobbying
is an essential, legitimate and distinguishable activity, which supplements busi-
ness activities. To capture lobbying activities, the study introduced the concepts
of commitment and knowledge. Firms’ commitment and knowledge in both busi-
ness and political markets are complementary and exist side by side. As an out-
come of idiosyncratic relationships, the commitments in both areas diffuse and
affect the relationships in each area. The higher the international business com-
mitment, the greater the firm’s legitimacy among people and political actors in the
foreign markets, and the more influence the firm will gain. The greater the extent
of lobbying, the more privileged the firm is in its business activities. Consequently,
while some studies refer to the homogeneous (Miller, 1992) or unidirectional
impact of government regulations (Hart, 2004; Kogut, 1991), and others adopt a
dyadic view (Boddewyn, 1988, Ring et al., 1990; Jacobson et al., 1993), this
study explores another dimension of business–political relationships. In accor-
dance with the idea of the role of specificity in the network, we argue that the
variation in managerial behaviour is explained by the differences in the firms’
commitment and knowledge in the network, which in turn, to some extent, is
based on the size and the resources of the firm. Table 13.3 explains the activities
of MNEs in terms of these key variables.

Our case studies indicate the proclivity of MNEs to influence political deci-
sions before they are made, and not after, which is contrary to studies per-
formed by Boddewyn (1988) and Jansson et al. (1995). The act of exerting
influence, either as a result of political actors’ shortcomings or to acquire a
competitive edge, is argued to be connected to the specificity in the relation-
ships with the commercial and political actors. The more political knowledge
and commitment an enterprise has, the more influence it gains and the more
specific support it can receive. Consequently, it can be argued that a low level
of political knowledge and commitment leads to low levels of influence and the
enterprise will perceive the relationship with political actors as coercive.
Furthermore, distinguishing the political network from the business network
leads to another conclusion, which concerns the issue of the political agenda. In
the process of gaining specific support from political actors, the function of the
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business actors is typically to generate proposals, which can convince political
actors. The success of this agenda depends on the management’s ability to
incorporate not only unique business resources and knowledge, but also the
needs of the political actors and others on whom the political actors depend,
such as consumers and media.

Contrary to an industrial network (Ford, 1990; Axelsson & Easton, 1992;
Ghauri, 1999), the network in this study is contingent upon a situation, in which
the position of political actors is not stable or transparent, and in which the val-
ues of the connected actors are changing. The network defined for this study com-
prises a set of actors — enterprises, media, governments, specialists, public
opinion — linked to one another in various exchange relationships where their
positions and relationships are dynamic. The interaction of these elements creates
a loose network (Weick, 1979; Orton & Weick, 1990). More than 30% of the
managers’ time was devoted to finding out about the political actors’ positions,
about newcomers and new ideas released in the media and about the competitors’
political activities. The commitment to new relationships, including social rela-
tionships, is one managerial device to keep networks alive. Lobbying is thus a
legitimate process of relationship building among political and business actors
and is no longer considered as covert activities or operations.

From our study of lobbying in this chapter follow several strategic managerial
implications. First of all we can question the assumption of political actors as pro-
ducers of given business rules. The view of unified and hierarchical power of
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Table 13.3: Political knowledge and commitment and variety of actions.

MNEs

Commitment High foreign political organisational and social 
commitment, idiosyncratic investment.

Knowledge High previous political knowledge, high social and technical 
knowledge, high knowledge on institutions and high 
knowledge on specific questions. High knowledge of how 
the rules will affect the firm’s business operation.

Political actions The major activity is to influence. Political interactions with
Swedish and foreign political actors in Brussels and other
countries, interaction with other technical and legal units.
Connecting the internal organisation capacity to the 
external needs.
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political actors is true only for cases where a firm comes short in its political
knowledge and commitment or disregards the benefit of managing the political
environment. Firms that have a high level of commitment and knowledge also
have the opportunity not only to manage but also to influence their political envi-
ronment effectively. Our findings thus emphasise the importance of ‘political
competency’ — the ability of the firms to mobilise and devote resources in deal-
ing with political actors.

Another managerial implication relates to the influence on political decisions.
Studies in international business typically largely disregard the lobbying activi-
ties of MNEs and stop at a discussion of the coerciveness of political actions.
Adaptation strategies are presented as means to respond to the coercive actions of
the political actors, and a large number of studies have presented a variety of
ways to measure political risks. This study instead emphasises lobbying as a form
of co-operation between the political and business actors. The co-operation
between these actors is based on a mutually beneficial exchange. Political actors
have shortcomings in, for example, market and technological knowledge and busi-
ness actors need stability and rules supporting their business. Thus, the lobbying
view illuminates the aspect of mutual gains and influence in co-operation between
these two different types of actors. In case all actors in a particular market are
involved, the transparency of markets will increase.

The third implication is the importance of a proactive strategy — to try to
influence the political decisions before they are made. The identification of firms’
activities as idea generation for a political agenda implies that management devel-
ops activities to convince the political actors. The purpose is to generate mutual
benefits for the two parties and to gain a competitive advantage over competitors.
Firms applying such influence aim to gain specific support and protect themselves
from the cost of passive political adaptation. Knowledge about the political actors’
needs and about other actors who become influenced by new political rules, can
give a privileged position to the firms when managing their political relationships.
The result of the lobbying activities of these firms is a lowered overall transparency
of markets.

The final implication is related to the maintenance of a political network char-
acterised by a loosely coupled structure. Lobbying activity extends beyond just
relationship with political actors. It integrates other business and non-business
actors that somehow contribute or hinder the business activities. This also means
that firms in their international market, besides managing their business networks,
also have to manage their political networks. These two networks are interwoven,
but management of the political network subsidises the business activities, and
the higher the political competence to manage the political network, the more
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specific will be the gain and competitive advantage. As a result the overall trans-
parency of markets will decrease.
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Chapter 14

Corruption and Foreign Direct
Investment: Japanese FDI Inflows 
into the European Union, 1996–20021

Andrew Delios, Ram Mudambi and Pietro Navarra

14.1 Introduction

In this paper, we focus on a particular dimension of transparency: corruption. We
raise the question: What is the nature of the link between corruption and foreign
direct investment inflows? Prior research has pointed to both positive and nega-
tive influences of levels of corruption on levels of foreign direct investment (FDI)
inflows. The basic idea behind much of the analyses is that corruption represents
a cost: it increases the uncertainty associated with an investment opportunity,
which in turn increases the cost of capital and hurdle rates of return for an invest-
ment. All other things equal, this increase in the cost of investing will result in
lower levels of investment. At the same time corruption has been thought of as an
opportunity, where a firm’s managers can exploit weaknesses in a nation’s insti-
tutional environment to gain advantages in competition.

Before addressing the issue of the net effects of corruption, it is important to
recognize that corruption is just one dimension associated with the transparency
of a nation’s institutions. National institutional environments comprise the formal
rules of a nation as defined by its political and legal institutions as well as the

1This research was supported by NUS Academic Research Grants (R-313000–052–112 and R-313-
000-063–112).
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informal rules, as they extend from the social and cultural dimensions of a coun-
try. Corruption is a key aspect of the transparency of a nation’s political and legal
institutions and therefore, has an impact on the level of political uncertainty and
risk and the burden of regulation as it is related to the extent of market liberal-
ization. Each of these dimensions in turn can influence the levels of FDI inflows,
yet each of these dimensions is not separate from one another.

Indeed, corruption is often thought of as extending from, or being a conse-
quence of, other dimensions of a nation’s institutional environment. The role
played by the regulatory state in the economy has been generally acknowledged
as one of the major sources of corruption (Shleifer & Vishny, 1999; Rose-
Ackerman, 1999). The political and bureaucratic allocation of scarce resources
through an elaborate system of permits and licenses provides fertile ground for
rent-seeking activities that in turn favor the emergence and development of illicit
behavior. If excessive regulation stimulates corruption, then policy measures such
as deregulation and privatization might reduce levels of corruption, through
reductions in opportunities for private rent seeking by public officials (Rose-
Ackerman, 1988; Bliss & Di Tella, 1997).

Corruption, in this line of reasoning, emanates from the interaction of corpo-
rate decision-makers on the one hand and politicians or regulators on the other.
To the extent that politicians/regulators are able to extract legal rents or illicit
payoffs from firms, this interaction has a direct bearing on the cost of capital and
cash-flow forecasts (see Chapter 12). Pursuing this chain of reasoning, the burden
of the regulatory state (of which corruption is a part) leads to a higher cost of cap-
ital, a lower incentive for firms to invest (see Chapter 9), and consequently, a
lower economic growth rate (see Overview Figure, Chapter 1). In this chapter, we
focus on the effects of corruption on investment decisions by foreign firms, i.e.,
on FDI.

Although, the intent of our study is not to investigate how corruption levels
can be reduced by market liberalization reforms (when those reforms reduce the
regulatory burden in an economy), these points do relate to the idea that corrup-
tion is not only just one dimension of a national environment, it is a dimension
that could plausibly be a consequence of other dimensions. If this is the case,
then it is possible that any observed relationship between corruption and FDI
inflows might be spurious, or at least contingent on other dimensions of the envi-
ronment. FDI inflows could possibly be influenced by a dimension that is corre-
lated with corruption levels, or with a dimension that is thought to be a causal
precursor to FDI inflows. We investigate this point in this study, both conceptually
and empirically.

The chapter is organized as follows. In Section 14.2 we review the relevant back-
ground literature on corruption, domestic and foreign investment and economic
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growth. Then we move to a discussion of corruption and its correlates in national
institutional environments, which is followed by our arguments about the
expected relationships between corruption and FDI. In Section 14.3 we turn to an
examination of these ideas using the empirical context of Japanese FDI into
European countries. Both aggregate world FDI inflows and subsidiary establish-
ments by Japanese firms are found to be insensitive to the level of corruption in a
European economy. Instead, the level of government effectiveness is found to be
the element of the institutional environment most closely tied to FDI inflows. In
Section 14.4 we conclude that the influence of corruption on economic outcomes
such as FDI inflows, needs to be considered in a broader context including a more
comprehensive consideration of a nation’s institutions. If this is not the case, the
strength of inferences about the influence of corruption, will be less conclusive.

14.2 Literature Review

One of the most notable features about prior research on corruption is how it has
been connected to the economic growth prospects, and the current economic
states, of a nation. Much of the research arrives at the conclusion that corruption
is negatively related to the level of economic activity and to the potential for
future economic growth of a country.

The existing research, as coupled with anecdotal evidence, is conclusive on the
point that corruption does matter. Corruption can exert its impact through its
influence on individuals, corporations or the policy-making apparatus and admin-
istration of a nation. One of the leading sources for cross-national research on
corruption raises the important point that when key decisions are determined by
individuals that have little concern for the consequences of their decisions for the
state and the wider community, the consequent political, economic and social
costs are high (Transparency International, 2000). There is some evidence that a
country’s cultural roots affect individual decision-making in this regard
(Robertson & Watson, 2004).

Corruption, when it emerges, can shift motivations of individuals from the
state to those that are self-serving. Corruption has been stated to exert a negative
influence on a state by compromising a nation’s entire integrity system that
includes the judiciary, as well as the legislative and executive branches of gov-
ernment (Pope, 2000). Individuals and the society in general, in countries char-
acterized by having high levels of corruption can suffer the consequences of
corruption in a variety of ways. If corruption is prevalent in an economy, capital
that should go into social programs, or to either directly or indirectly aid individ-
uals, can be funneled into the pockets of corrupt officials.

Corruption and Foreign Direct Investment 401

Ch014.qxd  3/8/06  7:50 PM  Page 401



More specifically, corruption can have significant economic ramifications.
Corruption can have a detrimental effect on a country’s income distribution and
in turn can worsen poverty (Gupta, 1998). Corruption has also been found to neg-
atively influence capital accumulation. Further, it can decrease likelihoods of
receiving capital from international agencies by threatening the efficacy of exter-
nal stabilization programs (Asilis, 1994). In terms of business activity, Mauro
(1995) found that corruption lowers private investment, which in turn, reduces
economic growth.

Not all work on corruption reaches the conclusion that it impedes economic
growth (Fitzpatrick & Kenison, 1999). Leff (1964) and Huntington (1968), raised
the point that corruption serves as a facilitator that enables investors to avoid
bureaucratic red tape and thus expedite the development of a project and thereby
spur economic growth. Again, such a perspective concerns private domestic
investment in a country, whereas the setting for our analysis is foreign direct
investment.

14.2.1 FDI and Investment: An Overview

Domestic investment and foreign direct investment are important factors in eco-
nomic growth. In the last decades of the 20th century, countries experienced
increasingly greater reliance on FDI. Between 1973 and 1995, inward FDI grew
from $25 billion to $315 billion (U.S.), which was faster than the growth of world
trade of goods (Drabek & Payne, 2001). Further, developing and transition
nations are particularly interested in attracting foreign capital since domestically
sourced funds are often insufficient to finance their investment needs (Drabek &
Payne, 2001).

Research from several theoretical perspectives has raised the point that trans-
parent economic policies, free of corrupt activities, are vital for foreign investors,
and for encouraging FDI inflows. Drabek and Payne (2001) outline several rea-
sons why corruption can impede FDI inflows. Most of the arguments on the link
between corruption and FDI focus on costs. Additional costs are incurred when
firms are forced to contend with a lack of information that initially should have
been fully available and disclosed to any potential investor. When bribery becomes
a requirement for potential investors, risks increase and the costs of non-compli-
ance increase (Drabek & Payne, 2001). Firms will only assume additional risks if
the rewards are adequate. Additional costs due to corruption are likely to impede
the flow of FDI into a country.

It has been pointed out that the ‘cost’ and ‘risk’ dimensions associated with
corruption are distinct. If corruption only entails higher costs (e.g., bribery),
this need not affect firm risk if the returns from engaging in corrupt practices
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are predictable. If this is true, corruption will only lead to higher prices, but have
minimal effects on investment. However, if the returns from dealing with corrupt
practices are unpredictable, the risk of doing business increases. There is evi-
dence that it is the ‘risk’ or unpredictability aspect of corruption that affects
investment levels (Campos, Lien, & Pradhan, 1999).

In response to the costs and risks of corruption, firms avoid conducting busi-
ness in nations characterized by corruption. In emerging economies where the
legal and regulatory framework does not sufficiently exist to prevent such corrupt
activities, companies simply would not invest. Legal provisions against corrup-
tion and bribery in particular, can induce FDI flows (Drabek & Payne, 2001).

Conversely, corruption can reduce FDI inflows as multinational firms that
seek to do business in an environment where corruption abounds are placed in a
precarious position. They either accept the corruption as necessarily being the
price of doing business and compromise ethical conduct, or they can be sub-
jected to the ramifications of failure to partake in the corrupt necessities of a
nation. Either way, corporate decision-makers face difficult choices, with the
consequent choice often being that corruption impedes FDI inflows (Habib &
Zurawicki, 2002).

14.2.2 Political Institutions and Economic Policies

In addressing the issue of whether and how corruption influences FDI, we begin by
identifying the institutional context in which corruption and other elements of a
national institutional environment are embedded. Work on national institutions
makes the basic but important point that institutions regulate the process of decision-
making at the national level, which in turn affects policy changes (McCubbins,
Noll, & Weingast, 1989). These institutions represent the rules of the game in which
public officials formulate their policy choices.

Over the last 10 years a new theoretical and empirical literature in economics
has developed dealing with the analysis of the role played by political institu-
tions in shaping economic policy (Mudambi, Navarra, & Sobbrio, 2001). In this
intellectual endeavor political institutions are seen as the rules of the game that
determine the incentives and constraints that policy-makers face when they
interact in the creation of collective choices (Brennan & Buchanan, 1986). They
are designed externally, made explicit by legislation and regulations and are for-
mally enforced by an external authority such as the government or, more gener-
ally, the state. Examples of this type of institution are civil law, the form of
government and the electoral system (North, 1990; Furubotn & Richter, 1998).

Several scholars, mostly from the field of economics, have analyzed the politi-
cal micro foundations of economic policy focusing on the role played by electoral
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rules and regime types on the process of collective decision-making. In the main,
they have focused on the effects of political institutions on macroeconomic poli-
cies such as taxes, public spending and income re-distribution (Austen-Smith,
2000; Milesi-Ferretti, Perotti & Rostagno, 2001; Persson & Tabellini, 2003). In
contrast, international business scholars have focused on the effects of formal and
informal institutions on international investment and trade. These studies have
examined the effects of politico-economic institutional differences on a wide
variety of international expansion strategies such as the choice of entry mode and
the dynamic of entry strategies, the probability of survival and, most relevant to
this study, the magnitude of investment in a nation (Henisz, 2000; Delios &
Henisz, 2000).

With respect to the entry decision (FDI inflows), cross-national variation in
the institutional environment adds uncertainty to new foreign operations that in
turn raises the hurdle rate of return and discourages entry. Facing this situation,
investors are more likely to enter countries where the future policy regime is
relatively easy to predict (Loree & Guisinger, 1995; Gastanaga, Nugent, &
Pashamova, 1998; Wei, 2000). Unstable policies lead to variability in the pol-
icy decision-making process. Such political instability produces uncertainty,
both about the policy decisions taken by the outgoing government and about the
policies likely to be initiated by the incoming government. Such political insta-
bility can exacerbate the effects of such well-known problems as the obsolesc-
ing bargain (Vernon, 1971; Ramamurti, 2000, 2003). This is because, a new
government is even less likely to be bound by commitments made by a multi-
national enterprise (MNE) investor than a continuing one. Such turbulence on
the political front has motivated researchers to take a close look at the impact
of political instability on international business (Vernon, 1971; Mudambi &
Navarra, 2003).

Consistent with the ideas we laid out in the introduction to this study, political
instability is only one of the institutional characteristics influencing market strate-
gies in international business. Another important determinant of firm behavior in
international exchanges is the sensibility of a given country’s political institutions
to lobbying (see Chapter 13). Several scholars have suggested that in countries
with more easily manipulated political regimes; the attainment of substantial eco-
nomic returns depends more heavily on political activities (Dailami & Leipziger,
1998; Zelner & Henisz, 2000; Henisz & Zelner, 2001).

This brief overview highlights how the rules governing the process of public
decision-making play a crucial role as they constrain the set of available policy
choices and, thus, influence decisions taken by firms, including the foreign invest-
ment decision. As we discuss in the next section, related dimensions can influence
levels of corruption in an economy.
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14.2.3 Economic Regulation and Corruption

Economic regulation is one of the policy decisions that matters the most for the
functioning of an economy. This issue concerns the extent of state intervention in
the market economy and the degree of discretionary power of bureaucrats.
According to the traditional public interest view (Pigou, 1947), economic regula-
tion should be considered as the response to market failures ranging from monop-
oly power to externalities. These inefficiencies can be alleviated through benevolent
governmental intervention. However, many scholars criticized this approach as
unrealistic and questioned the appropriateness of assuming a government com-
posed of selfless public servants (Stigler, 1971). This alternative view suggests that
regulation is essentially a redistributive process influenced by self-interested indi-
viduals who want to gain specific benefits by means of governmental intervention.

This ‘public choice’ view of regulation sees it as a political process in which
specific interest groups express their demands for political intervention as a way
of redistributing rents to themselves. This theory predicts that different groups in
the polity, according to their size, strength and organization, try to capture the reg-
ulatory agency to appropriate the rents generated by public intervention in the
market (Tullock, 1967; Peltzman, 1976; Becker, 1983). According to this approach,
the assignment of licenses for monopolies over new technology, quotas for imports
of certain products or regulation that affects competition in a given industry, and
lucrative public sector contracts typically involve both political and economic
logic. As the role of politics in these assignments increases, substantial financial
and managerial resources are diverted from economic activity to political rent-
seeking (Bhagwati, 1982). This shift in resource allocation implies lower invest-
ment in tangible economic assets and greater investment in political assets. These
political assets may even be used to protect illegitimate activities like grey and
black-market operations.

Although with minor exceptions, it is widely recognized that well-established
market institutions, characterized by clear and transparent rules, fully functioning
checks and balances and a robust competitive environment reduce rent-seeking
opportunities and, in turn, the incentives for corruption. Less competition leads to
a situation in which firms enjoy higher rents so that bureaucracies with high con-
trol rights over them, such as tax inspectors or industry regulators, have greater
incentives to engage in malfeasant behavior (Bliss & Di Tella, 1997). Ades and di
Tella (1997, 1999) found that corruption is higher in countries where domestic
firms are sheltered from foreign competition by natural or policy-induced barri-
ers to trade, with economies dominated by a small number of firms with low lev-
els of product market competition and where antitrust regulations are not effective
in preventing anticompetitive practices.
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As the preceding review has identified, corruption levels in a nation are con-
nected to several other dimensions of the institutional environment. These dimen-
sions can be thought of as precursors to corruption, or as dimensions that tend to
be highly correlated with corruption levels. Our next section extends this point to
examine how corruption might or might not be connected to FDI inflows based
on the consideration of a separate institutional dimension as influence of FDI
inflows.

14.2.4 Corruption and FDI

It has been suggested that MNEs cope with corruption by either avoiding loca-
tions where they encounter it or by adjusting their entry modes to reduce their
exposure (Doh, Rodriguez, Uhlenbruck, Collins, & Eden, 2003). For the former
case, avoidance would lead to lower FDI inflows, as if corruption pervasiveness
grows, MNEs are more likely to choose arm’s length entry strategies.

On the other hand, as the arbitrariness of corruption increases, MNEs are more
likely to engage with local partners who bring an understanding of the corruption
framework in which they expect to operate. Further, the MNE itself has a better
understanding of the corruption framework in the host country when it is similar
to that of its home country (Aharoni, 1966; Oliver, 1991). In both these cases,
bringing knowledge of the local corruption environment reduces the risks associ-
ated with engaging with it.

Given this potential strategy for coping with corruption, does increasing cor-
ruption reduce the level of FDI? The evidence here is mixed. Several studies have
failed to find a significant link between the extent of corruption and the level of
FDI (Hines, 1995; Wheeler & Mody, 1992). However, more recent studies tend
to find a consistent negative effect of corruption on FDI location decisions (Wei,
2000; Habib and Zurawicki, 2002). Hence, the first test we conduct in our analy-
sis is to identify whether corruption is connected to FDI inflows into European
countries.

The second test we conduct is to see if corruption is connected to FDI inflows,
even when given the presence of a parallel but conceptually distinct dimension of
the institutional environment. The additional dimension we consider is govern-
ment effectiveness. As we have pointed out in our earlier review, corruption can
be found in situations where regulation is burdensome and the government bureau-
cracy tends to be more ineffective in terms of increasing the costs of business, and
reducing firm efficiency. In such a situation, the government can be thought of as
being ineffective, or perhaps more clearly, corruption is just one indicator of gov-
ernment effectiveness, where government effectiveness has the more fundamen-
tal influence on FDI inflows.
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14.3 Methods

14.3.1 Sample

Our sample comprises the entries of Japanese firms made into various European
countries across two time periods. Kaigai Shinshutsu Kigyou Souran-Kuni Betsu
(Japanese Overseas Investments — by Country), a publication of Toyo Keizai
Inc., provided our data on FDI inflows. Japanese Overseas Investments enabled
us to identify whether a Japanese firm established a subsidiary in a given country
in a given year. To compile a list of aggregate Japanese FDI inflows into our sam-
ple countries year wise, we examined the list of Japanese foreign subsidiaries
found in eight editions. Toyo Keizai compiled these data from information gath-
ered in annual surveys of the overseas operations of listed and non-listed Japanese
firms. We used the 1986, 1989, 1992, 1994, 1997, 1999, 2001 and 2003 editions
to construct our longitudinal profile of Japanese FDI inflows by country.

After compiling our subsidiary-level data of Japanese FDI inflows, we drew
data on regulatory environment from secondary sources. The data sources
included the World Bank, UNCTAD, the United Nations Development Program
(UNDP), and the European Union (EU). The complete list of variables and
sources is provided in the Data Appendix. Using these sources, we were able to
compile data on 43 European host countries, with the period of study being
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Table 14.1: Summary statistics.

Variable Mean S.D. N

Endogenous Variables

FDI (US$ million) 10240.2 23779.2 83
Japanese entries (number) 12.8256 26.649 86

Exogenous Variables

GDP (US$ billion) 226.728 431.904 85
Per capita GDP (US$ ‘000) 14.099 8.97406 85
EU member (dummy) 0.581395 0.496224 86
EU new member (dummy) 0.232558 0.424941 86
Government effectiveness 0.536047 0.975268 86
Control of corruption 0.609991 1.02256 86
English fluency 0.255814 0.438877 86
R&D expenditure (% of GDP) 1.32178 0.91607 73
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1996–2002. In Table 14.1, we provide the summary statistics relating to all the
variables used in this study.

14.3.2 Analysis and Results

Two levels of analysis were undertaken, related to the effects of political risk
on inward FDI in Europe. The first (macro) level focused on aggregate FDI
inflows into European economies. The second (micro) level focused on firm-
level decisions on entry through setting up country subsidiaries. In order to
isolate the effects of political risk, FDI and entry decisions were estimated first
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Table 14.2: FDI inflows (Regressand: FDI).

Panel Estimates — Fixed Effects Model

Regressor Parameter Estimates (‘t’ stat.)

MODEL 1  MODEL 2 
Location variables Location and 

only institutional variables

GDP 23.13 (2.24)** 19.70 (1.98)**
Per capita GDP 9.72 (0.03) �103.86 (0.11)
EU member 11555.21 (1.97)** 12169.06 (1.54)
EU new member � 9019.55 (1.51) �8619.14 (1.55)
R&D expenditure 3267.10 (1.42) 5448.45 (1.43)
Government effectiveness – 19101.05 (2.08)**
Control of corruption – 18203.38 (1.45)
English fluency – 2045.68 (0.22)
Fixed effects:
1997–1998 �10765.18 (1.88)* �9889.25 (0.78)
2000–2001 403.27 (0.07) �528.59 (0.04)
Diagnostics
Adj. R2 0.3596 0.3675
F stat.; (d.f.) 7.55 (6, 64) 5.52 (9, 61) 

(‘p’ value) (0.0000) (0.0000)
Log-L �801.2716 �799.1252
Restricted Log-L �820.2742

Notes: Estimates significant at the 10 and 5% levels are marked with * and **, respectively.
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with only location variables (Model 1) and then with location as well as insti-
tutional variables (Model 2). This procedure enables us to capture the net or
marginal effect of political risk. A similar approach is adopted in Mudambi and
Navarra (2003).

Institutional variables change relatively slowly. Hence, we collapsed our data
into two panels, 1996–1999 and 2000–2002. These two periods also correspond
relatively well to the business cycle that underlies the macroeconomic data in our
sample countries. The Hausman test indicates that the fixed effects model is the
preferred specification in all cases.

Estimates of macro FDI flows are presented in Table 14.2. Both models are
significant overall as measured by the F statistic and R square indicates that the
fit is good. Market size as measured by gross domestic product (GDP) emerges
as a significant determinant of FDI inflows in both Model 1 and Model 2, but per
capita GDP is insignificant. EU membership is significant and positive in Model
1, but this significance disappears in Model 2. In its place, government
effectiveness appears significant, suggesting that EU countries may have more
effective government services and policies than non-EU countries. The control of
corruption has a positive effect, but it does not reach significance. English fluency
is not significant.

Estimates of micro-level entry decisions are presented in Table 14.3. Again
both Model 1 and Model 2 display overall significance and good fit to the data.
In fact, the fit is considerably better than that of the macro FDI inflows. The esti-
mates of Model 1 mirror those for the macro data. The estimates of Model 2
diverge in several ways. First, per capita GDP appears to be significant and neg-
ative. This may be capturing a wage effect, whereby countries with high levels of
per capita GDP are also high-cost locations for conducting international opera-
tions. Second, the control of corruption is not close to significance and its sign
is reversed. Third, English fluency is highly significant and positive, suggesting
that an English fluent workforce is considered a positive factor by Japanese
multinationals.

We note that entry decisions are bounded below by zero, i.e., the simple
panel estimates are likely to exhibit truncation bias. As a robustness check, we
present non-linear maximum likelihood Tobit estimates that incorporate a left
truncation point at zero. These estimates are presented in Table 14.3 as Model 3.
It will be seen that while the Tobit estimates suggest a significant truncation
effect, the estimates with regard to all the key variables are very close to those
of Model 2. The fact that the two estimation methodologies (least squares and
maximum likelihood) provide us with comparable results, gives confidence in
our findings.
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Finally, we note that our sample includes a significant number of countries that
were part of the former USSR. Systematically different levels of government
effectiveness and corruption in these countries could drive our results. Hence, we
re-estimated our models including a ‘Soviet’ dummy. None of our results were
affected when this dummy was included in the specifications shown in Table 14.3.
The ‘Soviet’ dummy itself was statistically insignificant, with the inclusion of this
dummy not improving the overall fit of the models. Our results are hence robust
to this specification change.
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Table 14.3: Japanese entries (Regressand: Japanese entries).

Regressor Panel Model Tobit Model

MODEL 1 MODEL 2 MODEL 3 
Location Location and Location and 

variables only institutional institutional 
variables variables

Parameter Estimates (‘t’ stat.)

GDP 0.05 (5.02)** 0.05 (9.55)*** 0.05 (8.70)***
Per capita GDP �0.10 (0.78) �1.43 (2.34)** �1.08 (1.65)*
EU member 5.02 (1.81)* 0.78 (0.13) 9.19 (1.25)
EU new member 1.70 (0.51) 0.76 (0.12) �1.01 (0.14)
R&D expenditure 1.45 (0.84) �0.44 (0.14) 0.95 (0.26)
Government effectiveness — 18.29 (2.09)** 20.47 (2.05)**
Control of corruption — �6.35 (0.86) �13.06 (1.51)
English fluency — 14.27 (2.36)** 18.81 (2.62)**
Fixed effects:
1997–1998 �1.80 (0.49) 12.42 (1.70)* �0.16 (0.02)
2000–2001 �1.91 (0.50) 12.60 (1.77)* �2.43 (0.52)
Sigma — — 16.78 (10.31)***
Diagnostics
Adj.R2 0.6501 0.7035 —
F stat.; (d.f.) (‘p’ value) 23.30 (6, 66) 19.99 (9, 63) —

(0.0000) (0.0000)
Iterations — 4
Log-L. �305.6840 �297.9396 �239.1198
Restricted Log-L. �347.1918

Notes: Estimates significant at the 10, 5% and 1% levels are marked with *, ** and ***,
respectively.
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14.4 Conclusion

Our study examines a basic but fundamental aspect of transparency in the capital
formation process, ‘Does corruption influence the level of FDI inflows into
European countries?’ Our answer is that it does not. This answer aligns with part
of the corruption–FDI literature, but it stands in contrast to the bulk of the work
on corruption and FDI, that has found the extent of corruption to be negatively
related to FDI inflows.

In contrast to this work, we find that FDI inflows tend to be strongly related to
the level of government effectiveness in a nation. We observe this result for both
dollar aggregate inflows of foreign direct investment as well as for counts of sub-
sidiary establishments by Japanese investors in Europe. Given that we obtain
results from two separate samples using different measures of FDI inflows, we
take greater confidence in the robustness of the results.

Our work suggests that research on corruption and its influence on FDI
inflows need to be staged in the broader context of the various related dimen-
sions of the institutional environment in which corruption levels are ultimately
determined. Doing so permits a better understanding to be developed of the
influence of corruption on FDI inflows and other economic outcomes. The same
research strategy also permits scholars to begin to disentangle the influences of
individual dimensions of national institutional environments. Such an
approach, when broadly applied, can perhaps yield better insight into what are
the most fundamental determinants of economic activity, such as FDI, in indi-
vidual countries.

This approach is particularly important when examining FDI inflows, or other
outcomes, on a worldwide basis. Analyses of the relationship of FDI and corrup-
tion at a worldwide level have tended to find a strong negative influence of cor-
ruption on FDI inflows, yet in a European context, we have failed to find such a
relationship. One reason for this could be the persistently low levels of FDI in
numerous countries worldwide that have low GDP levels, low GDP growth, high
political uncertainty, poor government transparency and effectiveness, and high
corruption. Any of the aforementioned variables, aside from corruption, could
lessen motivations for FDI, yet any empirical study that explores the link between
corruption and FDI on a worldwide level will likely find a negative influence
because of the persistence of low levels of FDI in sets of countries that have these
characteristics.

The European setting provides a useful sampling alternative, as the economies
we examine (as listed in the Data Appendix) do not have a large set of poor eco-
nomic, political and legal infrastructure countries, which can drive empirical
results in a worldwide sample. In this sense, we can obtain a better isolation of
corruption’s influence on FDI inflows by limiting our sample.
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With our limited sample, and our observation of a null effect for corruption
on FDI, can we conclude that corruption is neither good nor bad? We cannot
interpret our results to such a qualitative appraisal of corruption. Instead, we
interpret our results to indicate that corruption reflects other institutional dimen-
sions of an economy that have a more fundamental influence on FDI inflows.
Ultimately, as with all dimensions of an economy, and of a competitive environ-
ment, firms will develop strategies to contend with the costs and uncertainties
created by those dimensions. Firms will have differential capabilities to accom-
modate these costs and uncertainties, which suggests that firms will respond in
strategically different ways to these dimensions. A logical next step is to identify
and analyze the characteristics of a firm that might align with an ability to
effectively manage corruption levels in an environment, such that entry might be
more feasible for one type of firm in a corrupt environment as compared to other
types of firms.

An analysis that focuses on firm-level heterogeneity provides the firm-level
counterpart to our investigation of country level determinants of FDI inflows.
Aside from this potential avenue for future research, we must also note that our
measure of corruption only picks up activities that are illegal under each coun-
try’s system of laws. It is possible that by widening the definition of corrup-
tion to include rent-seeking activities that are technically legal, like various
forms of lobbying, significant effects on FDI may be obtained. While such an
exercise is fraught with measurement problems, it remains a fruitful avenue for
research. Indeed, an attempt along these lines appears in Chapter 13 in this
volume.

To conclude, we contend that simple corruption–FDI inflow investigations
overlook the complexity of dimensions in an institutional environment that can
have a contemporaneous influence on FDI inflows. As evidence in support of
this idea, when even just one of these dimensions is considered, we find cor-
ruption to not have an observable influence on levels of FDI inflows into
European countries.

A direct implication of this finding is that European countries oriented toward
achieving economic growth at least partly through securing higher shares of FDI
inflows need to work toward observable improvements in policy environments.
Directives and actions aimed at ostensibly reducing the prevalence of corruption,
at least as our analysis indicates, would likely be less effective than addressing
institutional weaknesses that create opportunities for corruption. Actions addressed
at improving government effectiveness, appear to have a strong effect at stimu-
lating FDI inflows, or at least creating a more appealing environment in which to
situate investment. Our analyses suggest that, common with popular press and
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anecdotal accounts, new EU members are the states that need to make the most
progress on the effectiveness of their governments. A second set of actions, which
states could address are the institutional antecedents to corruption. As institutions
are strengthened and corruption is reduced, we will see reductions in uncertainty
levels for foreign investors, a reduced capital cost of investing, and a consequent
strong stimulus to foreign investment levels, which can themselves, be a positive
influence on economic growth levels.
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