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Abstract. This article reviews the recent literature on the consequences of disclosure for listed firms. Though
some studies show that disclosure is desirable for shareholders because it reduces the cost of capital, and
increases the value created, others provide more mixed results. The conclusion on the collective advantages
is even less convincing; it is not at all certain that disclosure can improve the stability of financial markets.
To explain these results, it is necessary to invoke the costs and pernicious effects of disclosure. Disclosing
information is expensive: because of the communication and audit costs, strategic information given to
competitors and because disclosure can increase managers’ suboptimal behavior. But corporate disclosure
also generates informational costs, because it is not certain that it improves the information held by third
parties. Indeed, a firm can disclose information that is false, manipulated, too complex or too extensive. In
this case, disclosure can increase information asymmetry between agents. Finally, disclosure can reduce
actors’ incentives to look for information about the firm; it can reduce the knowledge that the market has at
its disposal. Disclosure can therefore lead to an illusion of knowledge, increasing the instability of the
financial markets instead of reducing it.
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1. Introduction

At the beginning of the first decade of the 21st century, the bursting of the “new technologies”
bubble was marked by several corporate frauds: debt concealment, false announcements of good
results, and manipulation of all kinds of information. These malpractices have been considered as
proof of the failure of the then prevailing models of corporate governance, and of the dangers of a
lack of disclosure. Since then, regulation, in Europe and across the Atlantic, has responded by
attempting to impose new mechanisms of governance, and by forcing firms to disclose more
information to third parties, notably through the Sarbanes-Oxley Act in 2002 in the United States.
Lack of disclosure is once again at the heart of the current crisis, with opacity affecting above all
investment banks. The G20 major economies have highlighted the dominant role of transparency in
measures to fight the crisis. The manipulation of information, via the complexity of structured
products resold in the markets, and plain fraud, are again being investigated. Information
asymmetry between the firm and third parties, whether these are investors, creditors, employees or
the public authorities, is therefore always at the centre of actors’ concerns.

The problems of information asymmetry have long been highlighted in the academic financial liter-
ature (Berle and Means, 1932, Jensen and Meckling, 1976). These information asymmetries oppose
on the one hand those who are commonly called insiders: managers and majority shareholders, and
on the other hand the outsiders: minority shareholders, creditors, and other stakeholders. One could
also include the regulatory authorities among these outsiders, and information professionals - the
rating agencies and financial analysts. As part of a separation between the ownership of capital and
oversight, information asymmetries pose the problem of the ex post oversight by shareholders of the
choice of managers. The response provided by the traditional literature relating to corporate gover-
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nance was the definition and implementation of incentive contracts. These were supposed to solve
the following two problems: first, the cost of perfect information and, second, the inability of share-
holders to process information correctly (which is the major reason for delegating power). However,
incentive mechanisms, whose objectives are to make manager’s interests coincide with those of
shareholders, have shown their pernicious effects (see in particular Shleifer and Vichny, 1997, and
witness the Enron affair). Since the 1990s and the first decade of the 21st century, then, the solution
to the problem of information asymmetry seems to be disclosure, supported by an apparent consen-
sus between the academic literature, economic actors, public authorities and the media. Disclosure,
whether voluntary or mandatory, would have the virtue of reducing information asymmetries and of
allowing effective oversight of managers, and (re-)establishing good governance.

A rich literature about the advantages of disclosure, both for firms’ shareholders and the economy as a
whole, has flourished since the 1990s. However, very quickly, and particularly following the Sarbanes-
Oxley Act, the disadvantages of regulation that is over restrictive in terms of information disclosure
came to light. The costs of establishing disclosure, and the pernicious effects of it, have increasingly
been highlighted by a revival of the literature on the subject.

The objective of this article is to review this recent literature. By emphasizing its main results, we
provide responses to the following questions: is corporate disclosure desirable? Or, to put it another
way: is total disclosure a panacea? Should we be careful of too much disclosure? And, is there an
optimal level of disclosure?

Disclosure has been at the heart of other surveys. The closest to our work are Healy and Palepu
(2001), Verrecchia (2001) and Vishwanath and Kaufmann (1999) which provide a wide empirical sur-
vey about the consequences of disclosure. Healy and Palepu (2001) list managers’ motivations for
transparency. They raise the question of the real effectiveness of disclosure in resolving agency prob-
lems, pointing out two major problems: the credibility of the information disclosed and the real need
for disclosure for third parties. They therefore question the need and the usefulness of regulation im-
posing this disclosure. Verrecchia (2001) also studies managers’ motivations, analyzing the conse-
quences of disclosure and the kind of information that it is necessary to disclose. He emphasizes the
positive consequences of financial disclosure, which represents a solution to information asymme-
tries. Vishwanath and Kaufmann (1999) are more critical. They maintain that disclosure can increase
credit rationing and price volatility, and highlight the cost of collecting and organizing information.
They mainly consider the macroeconomic consequences of transparency at country level.

Our first contribution in this article is to build on the more recent literature, that has appeared
during the last decade and which emphasizes the disadvantages of disclosure. We also focus on
disclosure for listed companies. This is justified first by the fact that these companies are the more
acutely concerned, and second because the new legislation was intended mostly for them. The
second contribution of our review is to show how the literature has contributed to the vagueness of
the concept of disclosure, which may have added to the difficulties in implementing it, and ensuring
that it brings net social benefits. Third, we consider not only the private costs and benefits of
disclosure, but also take the social point of view into account. A fourth, contribution, is to insist on
the informational issues linked to disclosure, revealing the paradoxical effect of disclosure
obligations leading to higher information asymmetries.

We start by defining disclosure, and describing the different forms it takes (Section 2.) A
preliminary step to a clear understanding of the costs and disadvantages of disclosure is to
understand its raison d'étre (Section 3). Why do so many legislators and actors in economic and
financial life demand for transparency? We detail the benefits that the firm itself can derive from
disclosure, and then the benefits for society at large. This part is essential from a positive point of
view, for an understanding of the total impact of disclosure. It is also essential from a prescriptive
point of view. If it turns out that disclosure is beneficial both for the firm and for the economy, and
that the advantages of disclosure are both private and collective, then the need for strict restrictive
regulation will no doubt be less strongly felt. If disclosure actually induces positive external effects,



then economic analysis provides theoretical legitimacy for the legal obligation for disclosure.

We then turn to the costs of disclosure (Section 4). As before, we emphasize the costs for the firm
first. They can explain why, spontaneously, managers do not fully disclose certain information,
acting against shareholders' interests. These costs are mainly the costs of establishing disclosure,
and competitive costs. There is a third problem for shareholders: disclosure, by affecting manager’s
earnings, can change their behavior, and lead to sub-optimal decisions. A final general kind of cost,
linked to any form of regulation, is the risk of economic rent capture: in this case, the obligation for
disclosure creates a distortion of competition, generally to the detriment of smaller firms.

The final costs of disclosure are probably the most dangerous because they inhibit its primary
objective: to improve the information held by third parties. These are costs linked to by-products
that we describe as informational issues (Section 5). The fact that the firm assumes a semblance of
disclosure, voluntarily or compulsorily, can paradoxally reduce the available information. Fraud and
concealment do in fact remain possible. The firm can also manipulate information in order to make
it difficult for third parties to use it, by making it too extensive or very complex. But disclosure, by
reducing the profitability of the work of knowledge producing actors, can also reduce the amount
and quality of information that is globally available. A final potential pernicious effect is the
increase in information asymmetries between agents. In the end, these informational costs create an
illusion of knowledge for third parties, a feeling of overconfidence, which, far from resolving the
problems of financial instability and informational bubbles, can increase them.

Our conclusion (Section 6) synthesizes our results and concludes that, given the trade-off that
disclosure entails, there is an optimal level of disclosure, which in some cases may be below what
the law demands from firms.

2. What is disclosure?

In this section, we present the different forms that disclosure can take, whether imposed or voluntary,
financial or not financial.

2.1. Disclosure and transparency

The literature provides many operational definitions of the terms disclosure and transparency.
Verrecchia (2001) describes them as a mixture of definitions, each one specific to a given economic
and industrial environment, and none able to offer a general definition of the concept. On the whole,
the literature uses these two terms, which refer to the public dissemination of information (see Aksu
and Kosedag, 2006, Calderon et al., 2007), indiscriminately.

The first references on the subject mainly mentioned the concept of disclosure (Gietzmann and
Trombetta, 2003, Bushee and Noe, 2000, Lang and Lundholm, 1993, Indjejikian, 1991). Today, the term
transparency is gradually replacing that of disclosure (Aggarwal and Kyaw, 2009, Bhat et al., 2006, Yu,
2005, Anctil et al., 2004). But as the later is still the term most widely used, and because transparency is
also used in other fields with a different meaning (for example, transparency is the terminology adopted
in studies of central banking - see Blinder et al., 2008), we use the term disclosure.

Generally speaking, disclosure can be defined as the communication of information allowing
economic actors to obtain information on a firm’s activities and condition (Dubbink et al., 2008).
Another definition proposed by Bushman et al. (2004, p. 207) is “firms making available
specific information to people outside publicly-traded firms”. This second definition adds important
elements: the concepts of information asymmetry and public offering, which fuel contemporary
debates on disclosure.



2.2. Financial and non financial disclosure

Two main categories of definition of the term disclosure emanate from the literature: the standard
and the broader. This distinction is based on the opposition between financial and non financial
disclosure, voluntary and mandatory disclosure and, to a lesser extent, quantitative and qualitative
disclosure (cf. table 1).

There are two major categories of disclosure: financial and non-financial. Financial disclosure
corresponds to the most standard definition of disclosure (see Stanga, 1976, for one of the first
definitions of this kind of disclosure, including only information relating to financial management).
Financial disclosure refers to information relating to company accounts. More recent definitions
also include information relating to the interests of a company’s shareholders, such as stock options
or managers’ pay (Healy and Palepu, 2001).

Non-financial disclosure is less circumscribed and therefore less closely defined. It includes
information relating to the company’s social and environmental responsibility as well as
information relating to the firm’s operating methods or to managers’ health (Healy and Palepu,
2001). For example, Marshall, Brown and Plumlee (2007, p. 46) have defined “voluntary
environmental disclosure” as “non financial information relating to environmental issues beyond
what the law requires”. Their definition indicates a possible distinction between financial and non-
financial information and also between mandatory and voluntary disclosure (these two categories
are often related).

2.3. Voluntary and mandatory disclosure

Analytically we can distinguish voluntary from mandatory disclosure. Voluntary disclosure is
generally presented as a measure of self-regulation or as a response to the expectations of
stakeholders and civil society for more disclosure (Chandler, 1997).

Mandatory disclosure results from legislation or regulation. For example, since the 1970s,
regulation specific to publicly-traded companies has been established in the United States, under the
supervision of the Securities and Exchange Commission (SEC), strengthened in 2002 by the
Sarbanes-Oxley law which applies to all companies listed in the American market (e.g. Gillis, 1978,
Forker, 1992, Romano, 2005). One piece of information that often forms part of the mandatory
disclosure of different western legislative systems is managers’ pay, disclosure of which is supposed
to increase management efficiency (Lo, 2003).

Disclosure is not only called for by shareholders and investors to analyze the relevance of their
investments, but also by the other stakeholders, particularly for information about corporate social
and environmental policies. Disclosure for potential shareholders and investors is usually financial
and mandatory, while that for other stakeholders is most often voluntary and non financial (see table
1.). Some new regulations tend to remove this distinction.

2.4. Quantitative and qualitative information

Disclosure can be either quantitative, when it is based on quantifiable elements (for example, the
disclosure of managers’ pay), or qualitative (for example, the company’s social responsibility
policies). Financial disclosure assumes a large amount of quantitative data while non-financial
disclosure is mainly based on qualitative data. Nevertheless, with the increase in disclosure linked
to governance, mandatory financial disclosure increasingly includes qualitative data, for example
information relating to managers’ health.



Table 1. Comparison of the two categories of definitions of disclosure

Standard definitions

Broader definitions

- Financial disclosure
- Mandatory disclosure

- Mainly quantitative

- Directed towards potential shareholders and investors

- Non-financial disclosure
- Voluntary disclosure

- Mainly qualitative

- Directed towards stakeholders in the broad sense

Table 2 shows definitions of disclosure used in the academic literature. As the table shows, one of
the difficulties in determining a general definition of the term is that definitions are adapted by
authors to the specific contexts they study.

Table 2. The different definitions of the concept of disclosure

Definition or model proposed References Characteristics Themes

Disclosure of financial information through | Billings and Capie Financial Information asymmetry
annual reports or other official documents (2009) Voluntary Effectiveness of
addressing the issues of financial Henry (2008) Quantitative information
management but not management practices | Hill (1981) Annual report

or corporate social responsibility. Stanga (1976)

“Information on the key areas for Branch and Rubright | Financial or non- Information asymmetry
shareholders to evaluate the company’s (1982) financial Effectiveness of

future financial performances” (Gaved Gaved (1998) Mandatory information

(1998), p.122). This definition refers both to | Forker (1992) Quantitative or

financial and non financial information Qualitative

likely to have an impact on financial results.

“Accounting activity involving human and Haniffa and Cooke Financial Accounting activity
non human resources or techniques as well (2005) Voluntary or

as the interaction between the two”. Perera (Perera, 1994) Mandatory

(1994) p.268, quoted by Haniffa and Cooke
(2005) This definition does not give any
detail on the resources and techniques
mentioned, nor to whom they are addressed.

“Non mandatory information contained in
managers’ speeches and in the analysis of

the annual report (Eng and Mak (2003)
p-328).” Although Eng and Mak (2003) do
not expand this definition any more, this
could have been extended to forms of
publications other than the annual report.

Black (1991) Financial Voluntary | Voluntary dissemination
Eng and Mak (2003) | Quantitative or of information

Shafer (2004) Qualitative Management

Stiles and Taylor communication

(1993)

generated by a particular
event

Disclosure true to reality and made at an

opportune moment, relating to financial and

operational information, including
information on the history of the firm and

on its strategic objectives.

Bauwhede and

Willekens (2008) financial Increase in disclosure
Holder-Webb, Voluntary or Annual report
Cohen, Nath, and Mandatory

Wood (2008) Qualitative or

Ernst (2004) Quantitative

Uang, Citron,
Sudarsanam and

Financial and non-

Freedom of information

Taffler (2006)
Dissemination of information on internet Bergof and Pajuste Financial and non- | Information for
sites allowing stakeholders to easily access, | (2005) financial stakeholders
analyze and understand information. Durnev and Kim Voluntary Information asymmetry
This definition of the term disclosure is not | (2007) Qualitative or Internet use
further specified, but one can understand Kelton and Yang Quantitative
that it includes information from the annual | (2008)

reports as well as quarterly information and
other quantitative data.

Dissemination of information linked to an

Ho, Tower, and

Financial and non-

Dissemination of




event or to a program specific to the Barako (2008) financial information linked to a
company. (There may be planned events Karamanou and Voluntary particular event
such as the publication of annual reports or | Vafeas (2005) Qualitative
unexpected events such as the replacement Kent and Stewart
of key posts or others). (2008)
Laidroo (2009)
Mohd Gazali and
Weetman (2006)
Rose and Rose
(2008)
Dissemination of information relating to the | Andres and Theissen | Financial and non- | Disclosure
company’s results and its governance, (2008) financial Information asymmetry

including financial and non financial data Clarkson, Van Mandatory Effectiveness of
aimed at expanding the opening up of the Beuren, and Walker | Qualitative and information
company and of the markets in general. (2006) Quantitative
Craighead, Magnan,
and Thorne (2004)
Kenyon (2008)
Parum (2005)
Dissemination of information by the firm on | Akhigbe, Martin, and | Financial and non- | Effectiveness of
its financial and non financial performance | Newman (2008) financial information
in order to increase efficiency, reduce Bauwhede and Voluntary or Information asymmetry
information asymmetries and improve the Willekens (2008) Mandatory Improvement of stock
firm’s stock market performance Cai, Keasey, and Qualitative and market performance
Short (2006) Quantitative
Khurana, Pereira,
and Martin (2006)
Dissemination of information relating to the | Aksu and Kosedag, Financial Information asymmetry
profitability of the firm and to other factors | (2006) Voluntary Reduction in risks
aimed at reducing the particular risks (risks | Cianci and Falsetta, Qualitative and Improvement in stock
particular to the firm to which the market is | (2008) Quantitative market performance

not subjected) and to make the information
more effective

(This definition refers more particularly to
investors anxious to evaluate the condition
of the firm and the risk premiums needed
for investment and information linked to
inopportune claims or to errors that are
voluntarily corrected)

Djankov, La Porta,
Lopez-de-Silanes,
and Schleifer, (2008)
Ferreira and Laux,
(2007)

Ferreira and
Rezende, (2007)

Dissemination of information to third
parties in order to draw the appropriate
conclusions relating to the financial and
operational efficiency of the firm and to
determine economic actors’ other concerns

Ali, Chen, and
Radhakrishnan
(2007)

Bushman, Piotroski,
and Smith (2004)
Chevallier, Ielpo, and
Mercier (2009)
Rawlins (2009)

Financial and non-
financial
Voluntary
Qualitative and
Quantitative

Effectiveness of
information
Improvement in stock
market performance

3.  The private and collective advantages of disclosure

In this section, we examine why disclosure is currently desired by private actors and public
authorities. What are the expected benefits for the firms themselves, and for their shareholders? What
are the advantages of this for the community?

3.1. The private benefits of disclosure

Disclosure, whether it is imposed on the firm by regulation or supplied voluntarily by the firm gives
shareholders advantages. First we examine the private advantages of disclosure, that is, the
advantages of insiders as opposed to collective advantages, which concern the other stakeholders



and the whole of the economy. Then we explore the different reasons for this, which can be
synthesized in three groups: reduction in informational problems, changes in managerial behavior
and modifications of investors’ behavior.

3.1.1. Demonstrating the private advantages of disclosure

In accordance with financial theory, disclosure established by managers is beneficial to shareholders
if, in the end, it creates shareholder value. How can we measure this value creation empirically?
Four methods have been used in the literature: event studies to assess the market’s expectations of
value creation; measures of the changes in the cost of capital resulting from more disclosure;
quantification of the difference in share valuation linked to disclosure and finally, estimates of the
additional investments created by disclosure.

e Event studies

Event studies one method used in order to verify whether disclosure creates value. Of course, as with
any event study, the response of the share price takes account of shareholders’ expectations and not,
ex post, of the real creation of value. There will be a positive cumulative return if shareholders expect
that the advantages for the firm will exceed the costs of disclosure, particularly the costs of setting this
up, which we discuss below. Two kinds of events are examined in the literature: establishing new
regulation (for example the introduction of the Sarbanes-Oxley Act - see Akhibe and Martin, 2006 -
or the disclosure obligation introduced in 1964 in the United States - see Ferrell, 2007) or the firm
spontaneously changing its disclosure policy (for example the change in accounting standards, which
Marquardt and Wiedman, 2007, consider to be a reduction in disclosure).

Most of the studies reveal the expected result: that the increase in disclosure creates value for
shareholders, while opacity destroys it. This is true whether the disclosure is voluntary or imposed by
regulation. However, it has to be noted that event studies are relatively rare. The reason for this is no
doubt the difficulty of clearly determining the date on which the market knows that disclosure policy
will change. For example, Akhibe and Martin (2006) consider six different events, beginning in April
2002 with the adoption of the Oxley bill by the House Financial Services Committee and ending in
July 2002 with the promulgation of the law.

e Measuring the cost of capital

Does disclosure allow a firm to reduce the cost of its capital? There is a rich literature on this issue,
but the question is sensitive because of measuring the cost of capital (e.g. Botosan 2006). The cost
of capital depends, in fact, on the profitability rate required by shareholders. Yet this is not directly
observable, as it depends on expectations of share prices and dividends: the equilibrium price of a
share covers such a value because it provides shareholders with the profitability that they require,
given their expectations of dividends and future share prices. In particular, the ex post profitability
of the share does not represent a satisfactory estimate of the profitability required. An indirect
estimate, based on a theoretical relationship, is therefore needed.

Several methods exist, the top two of which are based on the fundamental CAPM (Capital Asset
Pricing Model) relationship and on an evaluation model of the share (Discounted Dividend Model -
Botosan and Plumlee, 2002 for example — or Expected Earnings Growth Valuation Model - Cheng
et al., 2006 - Botosan, 2006) Expectations of the share price and dividends are needed, and those
supplied by financial analysts are often used (see Francis et al., 2008).

The great majority of the studies show that greater disclosure allows firms to reduce their cost of
capital. Some studies arrive at the opposite result, and to explain this they point to the increase in
the resulting share price volatility. We return to the implications of this for cost of disclosure later.



Valuing firms

Another expression of the positive effect of disclosure is an increase in share prices. We do not
discuss here the increase following the announcement of a rise in disclosure, and which is the
subject of event studies. We are concerned with a better long-term valuation, which disclosure
allows. Better valuation is of course linked to a reduction in the cost of capital: a lower requirement
for profitability by shareholders leads to an increase in the share price, all things being equal.
Goncharov et al. (2006) show that German firms that comply with the regulation relating to
disclosure (according to the 'comply or explain' principle) enjoy a higher share price, over a period
of a year. Patel and Dallas (2002) show that a firm’s disclosure (measured by Standard & Poor’s
rating) increases the price to book ratio, that is the relationship between the market value and the
firm’s book value. MacNeil and Li (2006) demonstrate a very interesting result: not respecting
regulation is punished by a lower share price valuation, unless the results announced by the firm are
very good. This leads us to think that investors seek information when things go badly. Restricting
ourselves to positive impacts for the time being, it seems that most of the studies show that greater
disclosure increases firms’ valuation.

e Measuring investments financed thanks to disclosure

Finally, a last demonstration of the benefits that a firm can gain from its own disclosure is the
additional investments that it may be able to implement. Khurana et al. (2006) measure the part of a
firm growth that is financed externally. They show that the more transparent a firm is, the higher
this share will be. The underlying idea is that disclosure facilitates external financing, and
investments and growth. Similarly, Utrero-Gonzalés (2006) shows that a strong regulatory
requirement for disclosure is expressed by lower debt levels: greater disclosure would allow firms
to raise equity capital more easily.

To sum up, it seems that, whatever the methodology, the empirical literature shows that a policy of
disclosure can have positive effects for the firm itself, in terms of value creation, a fall in the cost of
capital, better share valuation and greater possibilities for investment. But what are the sources of
these positive effects? Three main sources have been revealed in the literature: the reduction in
information asymmetries, i.e. the improvement in information held by third parties, the change in
managers’ behavior and the change in investors’ behavior.

3.1.2. Improvement in information held by third parties

The reason why disclosure generates private benefits is that it improves the information held by
third parties from which the firm will benefit, whether this information is favorable or not. This
reduction in information asymmetries between the firm and third parties drives the private
advantages mentioned above. But it can apply directly, as we will see here, or indirectly, via the
behavior of opposing actors, as we will see later. How can this reduction in information asymmetry
be obtained? And how can its direct impact be measured?

e Improving financial analysts' forecasts

A more accurate forecast by financial analysts represents evidence of a real improvement in the
information acquired through increased disclosure. Furthermore, it constitutes the guarantee that
this surplus information is correctly processed, and that it is converted by analysts into information
that is directly usable by investors. The accuracy of financial analyses is measured ex post by
comparison with the real profitability of shares. In an international comparison, Bhat et al. (2006)
show that regulation favoring disclosure vis-a-vis governance improves the accuracy of forecasts.



Through an inter-firm comparison, Hope (2003) shows a positive link between the quality of
financial forecasts and the firm’s degree of disclosure. Byard and Shaw (2003) expand this result by
showing that the disclosure of annual and quarterly documents increases the quality of forecasts; but
private discussions between analysts and managers don’t. This observed improvement in analysts’
forecasts will not be directly profitable for the firm, but indirectly, via the surplus information (or
confidence) that it gives participants in the financial market.

e Reducing informed trading

One of the first effects of better information is the reduction in information asymmetry that prevails
among investors. The microstructure of the financial markets offers plenty lessons in this respect.
Some actors (informed agents) have relevant information about the firm’s activity while others
(uninformed agents) do not. This asymmetry allows informed agents to make profits to the
detriment of uninformed agents, through the trading of shares known as informed trading. Market
makers increase their bid-ask spread to protect themselves from informed trading. If disclosure
succeeds in reducing information asymmetry, then it reduces the volume of informed trading, and
the market makers’ bid-ask spread. This reduction in the bid-ask spread represents a factor in
reducing the cost of capital, which is beneficial to the firm.

By measuring the volume of informed trading, it is possible to know the effectiveness of disclosure
in reducing information asymmetry. One of the methods used consists of analyzing the range of
market makers in order to uncover the part relating to the existence of information asymmetries in
the financial markets. The initial results of the literature took in this direction: Hasbrouck (1991),
for example, shows a reduction in informed volume following the introduction of Regulation Fair
Disclosure in 2000. But more recent studies do not confirm this result. For example, Collver (2007)
shows that the volume of informed trading does not decrease following announcements (earning
announcements) made by managers, after disclosure regulation was introduced. Therefore this may
not reduce information asymmetry in the financial market, as we expand on in Section 4.

e Reducing the beta of the share

Enhancing the information received by investors in the financial market allows them to improve
their expectations in relation to future share prices. Increasing information reduces the uncertainty
to which investors are subject. Hence, a reduction in the informational risk premium should be
observed. More precisely, the more transparent a firm is, the more actors in the market have
information that is specific to the share. In this case, share developments will depend less on the
general market trend, and more on reasons peculiar to the firm. Thus, the share price is less
correlated with trends in other shares; its market risk, or systematic risk, decreases. The share’s
market risk is measured by beta. A lower beta signifies a reduced shareholder demand for
profitability, and therefore a lower cost of capital. Lambert et al. (2007) theoretically show that
greater accounting disclosure reduces the firm’s cost of capital via the fall in the share’s beta.

This result has been verified empirically, notably by Patel and Dallas (2002): a more transparent
firm (measured as such by Standard and Poor’s) benefits from a reduction in its beta. Ferrell (2007)
and Lambert et al. (2007) also show that disclosure leads to a reduction in the volatility of returns.
Akhigbe and Martin’s (forthcoming) analysis is more qualified. They also observe a reduction in
long-term risk. But it is the total risk and the specific risk share that decrease, and not the systematic
risk. Shareholders’ demand for profitability will therefore not be influenced by disclosure in the
long term. On the contrary the authors observe an increase in three types of risk in the short term:
total, specific and systematic. If uncertainty is reduced in the long term, on the contrary it is
increased in the short term. And the beta, so in fine the cost of capital, increases in the short term.



3.1.3. Investors’ behavior and increased share liquidity

The fall in the cost of capital is also explained by increased share liquidity. Diamond and
Verrecchia’s (1991) theoretical analysis shows that more disclosure increases market liquidity, by
reducing information asymmetries and the volume of informed trading. In fact, informed trading
produces a strong variation in the share price. However if information is diffuse, the price variations
will be smoothed out, and the market will be more liquid. Increased liquidity attracts investors to
the market. The market makers will therefore increase the price at which they offer the share, which
leads to a fall in the cost of capital. Coates (2007) puts forward another argument: the role played
by confidence. According to Coates, the introduction of the Sarbanes-Oxley Act allowed fraud to be
reduced and managers to gain private benefits. Once investors fell more confident, they become
more numerous. The market becomes more liquid, which, according to Coates, is expressed by a
greater quoted depth, and by a reduced bid-ask spread. The depth of the market is its ability to
absorb offers to buy and sell without a sudden variation in price. It can be measured by the size of
the order book, for example. The cost of capital could then decline.

These theoretical results are largely confirmed by empirical studies. Leuz and Verrecchia (2000)
thus show that the adoption of IAS standards, supposed to increase the firm’s accounting disclosure,
does indeed lead to a lower bid-ask spread and to a higher transaction volume (linked to the depth
of the market). In the same way, Heflin et al. (2003) show that the higher the firm's disclosure, the
lower its bid-ask spread. Even if, at the same time, the market depth is lower, overall liquidity
increases with disclosure, something that is also confirmed by Krishnamurti et al. (2005).

3.1.4. Change in managerial behavior: better governance and a fall in agency costs

One of the objectives of disclosure regulation is to improve corporate governance. Thanks to better
information given to third parties, supervision of management can be carried out more efficiently.
The decisions taken by the executive will therefore be more in line with shareholders’ interests, and
agency costs will be reduced.

The theoretical literature is relatively consensual on this point. According to Barlev and Haddad
(2003), the passage to fair value accounting should enable these objectives to be achieved, while
Hermalin and Weisbach (2007), for example, emphasize supervision of the executive management
by the board. Moreover, improving the decisions taken by managers affects the cost of capital.
Lambert et al. (2007) show that managers reduce their private profits, that is, they secure part of the
cash flows. This therefore reduces the correlation between the company’s cash flows and those of
other firms (correlation caused in particular by attempts at concealment); the share beta and
therefore the company’s cost of capital are lower.

Empirical demonstration of the fall in agency costs is difficult. Studies resort to proxies, or to indirect
methods of taking these costs into account. Khurana et al. (2006) (see above) interpret their result in
this way: According to them, a more transparent firm reduces its agency costs. It can therefore resort
more easily to external financing (see in particular the pecking order theory of Myers and Maljuf,
1984). This explains why Khurana et al. (2006) observe a positive link between corporate disclosure
and growth. In the same way, Marquardt and Wiedman (2007) explain their result in terms of agency
costs. Changing the method of accounting entries produces negative cumulative returns because it
increases agency costs. Finally, in a study concerning the subsidiaries of multinational firms, Hope
and Thomas (2008) suggest measuring these costs by the strong growth in exports achieved by these
subsidiaries. This policy is considered as an over-investment, and therefore as a suboptimal decision
for shareholders. The authors show that if the multinational firm is transparent about its profits by
geographical zone, these over-investments are reduced. For Hope and Thomas as well, then,
disclosure is a source of reduction in agency costs.
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All in all, disclosure seems to improve the information held by participants in the financial
market. The financial analyses are more accurate and information asymmetries are reduced between
the firm and the third party, and between participants in the market. Governance works better,
agency costs are reduced, and decisions taken by managers are more in line with shareholders’
interests. Investors are attracted, and the liquidity of the share increases. Finally, the cost of capital
falls thanks to three main factors: the increase in share liquidity, the reduction in uncertainty for
investors, and the watering down of possible private benefits for managers. But none of the studies
confirms these mechanisms and it is not certain that disclosure is systematically conducive to such
idyllic scenes.

3.2. The collective advantages of disclosure

We now consider the advantages that disclosure offers for all the firm’s partners and for civil
society. The three main advantages are to avoid financial scandals, to increase the stability of
financial markets and to limit informational bubbles.

3.2.1. Avoiding financial scandals

One of the supposed collective advantages of disclosure is avoiding financial scandals by adopting
good governance and by firm’s civic-minded and socially responsible attitude.

Transparent corporate governance should avoid the risk of financial scandals for large companies.
Holder-Webb, Cohen and Wood (2008) try to verify this assertion. They note that the last few years
have been marked by regulatory action that led to the development of corporate governance. These
are responses to financial incidents caused by limits to some managerial practices. Defenders of
corporate governance and institutional investors have in fact called for strengthened governance
based on voluntary disclosure. Holder-Webb, Cohen and Wood (2008) study the disclosure of a
sample of 50 American firms from 2004. They find significant differences in the structure of
governance. Small firms provide less information on their independence and their procedures for
selection, supervision and management (including whistle-blowing procedures). In contrast, large
firms supply more information about their independence standards, audit committees, their
management supervision systems and whistle-blowing procedures. However, compared to small
firms, large ones do not appear to have superior information about their environment. The results
again raise questions at the heart of the financial scandals of the last few years, particularly relating
to the difficulty of complying with regulatory demands and the problem of conflicts of interests
between managers and directors.
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Table 3. Summary — Expected consequences of disclosure — Theoretical literature

References Type of literature Definition of disclosure Expected consequence

Reduction in agency costs, improvement in management efficiency, improvement in

Barlev and Haddad (2003) Accounting Passage to fair value the information held by shareholders and employees
. Introduction of the Sar- Reduction in fraud, private benefits for managers
Coats [V (2007) Economic study banes-Oxley Act Increase in the depth of the market and reduction in the bid-ask spread
Diamond and Verrecchia . Information given to the fi- | Increases share liquidity, therefore attracts investors, therefore increases the share price
Market microstructure . .
(1991) nancial markets and reduces the cost of capital
Hermalin and Weisbach Information given by the .
(2007) Corporate governance manager Better oversight of the manager by the board
Lambert ez al. (2007) . . . Fall in the cost of capital via the fall in covariance between the company’s cash-flows
Market microstructure Accounting disclosure . o .
and those of others (directly and via investment choices)
Table 4. Summary — Consequences of disclosure — Empirical literature
References Sample Measurement of transparency Explained variable Measured impact of
disclosure
i i i Introduction of the Sarbanes- Oxley law i Positive
Akhigbe and Martin (2006) American financial firms in . . - y Cumulative abnormal returns o
2002 Detail of financial conditions (event study) Positive
‘hi ) an £ " Short term total, specific and Positive
Akhigbe and Martin American financial firms Introduction of the Sarbanes-Oxley law systematic share risk
(forthcoming) before and after 2002 : : 5
Long term total and specific share risk Negative
Bhat, Hope and Kang (2006) Firms from 21 countries, Disclosure relating to governance. Details of financial analysts’ forecasts Positive
- HOP & from 1992 to 2002 Index by country y
Botosan (1997) American industrial firms in | Disclosure 1pdex bassad on the voluntary disclosure Cost of capital Negative
1990 of information in annual reports
S ) Disclosure index based on annual reports Negative
American industrial firms - - - - - . —
Botosan and Plumlee (2002) from 1985 to 1996 Disclosure index based on information provided Cost of capital Positive
during the year
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Disclosure in annual and quarterly reports

Positive
Byard and Shaw (2003) American firms - - - - Details of financial analysts’ forecasts

Private information given to analysts by managers n.s.

Cheng et al. (2006) American firms from 2001 Financial disclosure Cost of capital Negative
to 2002
The largest capitalizations of Announcements made by managers followin,
Collver (2007) the NYSE from 1999 to : y manag & Volume of informed trading n.s.
disclosure regulation
2002

) ) ) o Volatility of returns on the OTC Negative

Ferrell (2007) American firms in 1964 Introduction of disclosure obligation in 1964 - —
Cumulative abnormal returns Positive

Francis et al. (2008)

American firms in 2001

Disclosure index put together by the authors from
financial reports and corporate tax returns

Cost of capital

Positive if not
corrected

Zero if corrected by

Goncharov et al. (2006)

German firms in 2002 and
2003

Degree of respect for disclosure regulation

Hasbrouck 1991

American firms

Disclosure Rate

Heflin et al. (2003)

American firms

Disclosure Rate

Hope (2003)

Firms in 22 countries in
1991 and 1993

Degree of disclosure of annual reports

Hope and Thomas (2008)

American firms over 10
years

Geographic earning disclosure

Khurana et al. (2006)

American firms between
1984 and 1994

Disclosure rating given by financial analysts

Krishnamurti et al. (2005)

Firms from emerging
countries cross-listed in
2000

Disclosure scores developed by Credit Lyonnais
Securities Asia (CLSA)

Leuz and Verrecchia (2000)

German DAX 100 firms in
1998

Adoption of IAS standards

performance

Share valuation Positive
Volume of informed trading Negative
Quoted depth Negative
Bid-ask spread Negative

Share liquidity (overall impact) Positive
Details of financial analysts’ forecasts Positive
Agency costs Negative

Positive

Company growth financed externally

Bid-ask spread Negative

Share liquidity Positive

Bid-ask spread Negative

Trading volume Positive

MacNeil and Li (2006)

FTSE 100 firms from 2000

The fact of not respecting disclosure regulation

Share valuation

Negative, unless
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good results

to 2004
Marquardt and Wiedman Issue.rs of contingent Change in the financial reporting requirements for Cumulative abnormal returns .
(2007) convertible securities from contingent convertible securities (event study) Negative
2000 to 2004
. i i Share valuation Positive
Patel and Dallas (2002) American firms in 2003 S&P's ranking -
Share beta Negative
Picou and Rubach (2006) American firms from 1994 . Cumulative abnormal returns (event .\
Announcement of change in governance Positive
to 2000 study)
Debt leverage Negative

Utrero-Gonzalés (2006)

International comparison

Degree of demand for regulatory transparency
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The recent fraud scandals (Enron, WorldCom, Global Crossing, Xerox, Adelphia, Global Crossing,
Parmalat, Lucent, Tyco etc.) have eroded public confidence in financial reporting. Audit are usually
undertaken to avoid problems related to the credibility of financial statements. Yet, according to
Rezzaee (2004), fraud and scandals have undermined public confidence in the audit process.
Rezzaee explains that false statements have generated losses of more than $500 billion to investors
in recent years. This has resulted in a loss of credibility in the financial statements.

One of the main objectives of the disclosure of financial statements is to inform internal and
external users on the economic and financial situation of an organization. After the pioneering
works of Ball and Brown (1968) and Beaver (1968), there was a consensus that the disclosure of
financial statements reduces the information asymmetry between internal and external actors. Since
then, it has been accepted that the information published in the financial statements is both useful
and credible.

It had become urgently necessary to find mechanisms to fight against fraud (Tuner, 1999).
Information technology can be useful. It can change how the financial statements are prepared,
tested and used (Zhao, Yen and Chang, 2004). Thus, Flowerday and von Solms (2005) suggest that
auditors are developing new technologies to verify the financial reports. The idea is with the use of
technology, auditors and accountants can develop more transparent mechanisms. These
informational mechanisms should then allow better financial statement audits to be established and
frauds to be prevented.

We note that corporate social responsibility (or CSR) based on transparent financial communication
serves as a defense for the company seeking a “financially compliant” and ““socially correct” image.
Gelb and Strawser (2001) report that many studies have shown that firms that provide more
information and which are more transparent succeed in reducing their costs of capital further than
others. The authors try to verify empirically another explanation: firms resort to disclosure because
it allows them to be recognized as a socially responsible company. This status is highly coveted for
its usefulness in communicating an ethical image to shareholders and consumers. Gelb and Strawser
(2001) examine empirically the relationship between corporate disclosure assessed by the
AIMRCIC (Association for Investment Management and Research Corporate Information
Committee) and indicators of social responsibility provided by the CEP (Council on Economic
Priorities). The results indicate that there is a positive relationship between the level of disclosure
and corporate social responsibility. Firms that engage in socially responsible activities provide more
information and disclosure than firms that are less focused on promoting social objectives. These
results favor the idea that increased disclosure is a socially responsible form of behavior.

Some approaches also consider that corporate social responsibility based on disclosure improves the
financial results of the “ethical” company. DeTienne and Lewis (2005) note that several studies
have shown that in the opinion of shareholders, disclosure and CSR soften the negative image from
which some companies can suffer tin the eyes of the public. The authors focus in particular on the
Nike Company. The global dimension of multinational companies makes the public increasingly
aware of the importance of social and environmental conditions in developing countries. Hence the
need and the requirementto be transparent, ethical and socially responsible are constantly
increasing for these global actors (Robertson and Nicholson, 1996). These criteria have become
firms priorities. They are as important as production, financing and the marketing of products and
services. Firms should find a balance between CSR’s moral demands for disclosure and the
constraints of profitability imposed by the business world. DeTienne and Lewis (2005) point out
that much recent research concludes that ethical operations are profitable. Indeed, more and more
investors study the annual trends in CSR practice within firms before investing in them.

Finally, CSR based on disclosure improves shareholders, consumers and employees loyalty. Firms
that are transparent and explain their sustainable development practices can increase investor
loyalty and strengthen their reputation, as well as the value of their brand (Clikeman, 2004). In the
end, the costs of being socially responsible are minor compared with the losses from damage to the
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environment, the negative attitude of employees, consumer boycotts or product recalls.

But corporate social responsibility, as reported by Holder-Webb, Cohen and Wood (2008), is not felt
in the same way in large and small businesses. Transparent financial reporting on CSR is desirable
within corporate firms in order to serve their interests and their quest for an image of a "socially
correct" firm. Probably due to different financial and communication strategies, the effect would be
different in small businesses.

3.2.2. Increasing the stability of financial markets and reducing the bubbles

The second collective advantage of disclosure lies in the financial stability that it provides. In order
to preserve the security, and strength of the banking system, and to ensure the stability of the
financial system, the banking supervisor should facilitate disclosure. The regulator collects a large
amount of information on the financial institutions. He examines the balance sheets, operations and
their management. He studies reports drawn up by the banks. There is a very high cost to collect
this information. In the United States, the supervisor spent almost $3 billion for that purpose in
2005 (Prescott, 2008).

This information is useful for anyone who wants to carry out a financial operation. But it remains
confidential and the supervisor does not want to disclose it or to authorize the banks to disclose it
without his approval.

Given that this information is costly to collect and that the market can usefully use this to reduce the
risks, Prescott (2008) asks why not require the supervisor to disclose it or to authorize the bank to
do so voluntarily? Such disclosure would help potential investors to assess a financial intermediary
and would avoid the costly duplication of the collection of information and analysis.

Prescott estimates that retention of information and lack of disclosure are dangerous for the stability
of the system. Yet the information that concerns market security is like a public good, in that it is
useful for everyone. . Indeed, its use by one person does not reduce its value for someone else.
Moreover, banking crises are less likely to happen in financial systems producing comprehensive
financial reports characterized by disclosure. Tadesse (2005) shows that market discipline ensures
the stability of the financial systems and markets in countries that adopt such reports. He also
examines the impact of banking disclosure in limiting the systemic risk of a banking crisis. In a
study on the banking systems of 49 countries during the 1990s, he shows that the instability of
systems and the underlying risks are lower in countries that ensure the promotion of financial
information disclosure.

The third collective advantage of disclosure is its ability to reduce information bubbles and to relate
the valuation of the firm to its fundamental value. Disclosure can reward firms that go to the
financial markets. Akhigbe and Martin (forthcoming) show significant changes in the evaluation of
risks for the financial markets following the adoption of the Sarbanes-Oxley law in the financial
services sector. The authors conclude that the financial market rewards firms that are strongly
transparent and that have a high level of governance, and conversely.

The market therefore favors firms that play the disclosure game. Bushee and Noe (2000) indicate
that the firms that accept greater disclosure are owned by the largest international investors, who are
attracted by the quality of their information. These investors have a long-term view of investment
and therefore they do not apply volatility to the returns of the firms acquired. However, the annual
improvements in disclosure encourage transitional holdings by institutions, characterized by
strategic purchases of the short-term “hit and run” type, leading to volatility of returns.

Over a long period, disclosure remains essential for firms that pass through the financial market and
who desire stability in their results. Few empirical studies have looked at the impact of disclosure
requirements on the capital markets. Ferrell (2007) points out that the disclosure requirement for
firms listed on the stock market represents the heart of securities regulation in the United States.
The author empirically analyzes the impact of disclosure requirements on volatility and stock
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market returns. The study concludes that mandatory disclosure is associated with a spectacular
reduction in the volatility of stock market returns.

World Bank economists in particular have endorsed the virtues of disclosure as regards financial
stability. Vishwanath and Kaufmann (1999) point out that promoting greater disclosure is directly
aimed at financial stability. It contributes to the development of sound institutional infrastructures,
drawing up standards and reliable accounting practices, improving incentives to disclose
information and reducing to the minimum perverse incentives produced by safety nets, such as
deposit insurance.

Transparency has undeniable advantages. Over a long period, it is essential for companies that can
afford it. However, the quest for transparency presents a cost that not all organizations can bear. As
such, the collective net benefits may be questioned, a problem to which we now turn.

4. The costs of disclosure

This section sets out the costly aspect of disclosure. This was not necessarily observed in the first
generation of papers, but is has become more and more apparent in the literature. The common
assumption among economists and observers is in fact that more information improves the working
of the market and, beyond this, the economy. If the benefits of disclosure can be real, as we have
seen, however, an evaluation of the costs of disclosure still allows doubts to persist about the net
benefit to be expected (see Coates, 2007, Litvak, 2007, or Zhang, 2007, the latter showing that the
Sarbanes-Oxley law has actually had a negative outcome). As an illustration, it should be noted that
the financial managers’ view coincides with such doubts, as the results of some surveys reveall:
surveyed in 2006, 85% of finance directors still thought that the costs of the Sarbanes-Oxley law
were higher than its benefits.

4.1. Practical costs

As for corporate governance, the very fact that there is no definitive consensus concerning the content
of disclosure, and that its definition (and firms’ obligations on this matter) varies in space and in time,
allows us to think that disclosure leads to costs that the political decision-makers are more or less
ready to impose on their firms (without ignoring the fact that through lobbying these can make known
their ability to bear these costs). In relation to corporate governance, Doidge et al. (2007) thus show
that national characteristics explain the variance in existing measures more than firm characteristics.
A country’s level of development matters much more than the legal environment or the level of
financial development. Doidge et al. (2007) also show that firms’ characteristics are nevertheless more
important in the case of developed countries, and for firms in developing countries that have access to
the international market. Moreover, there is also variance in governance scores for developing
countries. There are therefore no norms or standards for governance.

To put it more bluntly, the question is the following (see Admati and Pfleiderer, 2000): if disclosure
1s so positive, why do firms not engage in it spontaneously? The sheer fact that firms have been
forced to reveal information by one (or more) specific pieces of legislation is in itself revealing.

For an economist, the reason for such behavior is found in the costs of revealing information. The
very cost of producing and disseminating information cannot be ignored. Even if the permanence of
the legal obligation allows procedures to be standardized and economies of scale to be
implemented, the direct cost of disclosure remains a factor. Bethel (2007) thus quotes the EDGAR
information system used by the Securities and Exchange Commission (SEC), through which the
equivalent of three million pages passes every day, knowing that before this system existed, every
page could be obtained at a cost of $0.15. The fact that since 2000 the SEC has moved from a
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periodic information system to a continuous system strengthens this trend still more.

In the same way, as Coates (2007) points out, the direct costs of implementing the Sarbanes — Oxley
law can seem low ($1,000 in 2004 for the monitoring costs required by the new institution
overseeing auditors, the PCAOB). But firms do not disclose the costs involved in ensuring
compliance for their documents and procedures, and the auditing costs have increased considerably
since the beginning of the decade (The reasons for this are not especially clear, whether it is to do
with the passage of the Sarbanes—Oxley law or the reduction in competition following the collapse
of Andersen, see e.g. Asthana et al., forthcoming). The figure of 1 million auditing costs by billion
of revenue is often quoted by the press, with annual reductions (that can be attributed to initial fixed
costs and to economies of scale) varying from 15% to 40%. As for the indirect costs (linked to the
opportunity cost of the managers concerned, to growing risk aversion, etc.), they are more difficult
to measure, even if we can think that they can disappear over time as long as the actors assimilate
the law (Verrecchia, 2001, Coates, 2007).

Moreover, we can assume (as do Admati and Pfleiderer, 2000) that the more details is required from
firms, the more the cost of producing the information increases. Furthermore, looking at the
situation from the viewpoint of the recipient of information, it would be possible to argue that more
accurate information is not necessarily less costly to assimilate, even if it can be easier to decipher
(see Myers and Majluf, 1984, for a discussion linked to this point). The written rules (the Plain
English rules prescribed by the SEC in 1998 for example) do not necessarily lessen this problem.
The temptation to use information distributed by some firms to evaluate other firms whose activity
(or value) is correlated with the one disseminating the information, leads to an amount of
information that is lower than the social optimum. In this case, forcing firms to reveal information
can be useful, on condition however that the regulation is adapted to the firms’ characteristics (i.e.
size, membership of a sector and so on), which obviously makes it more difficult to define, or even
to apply.

The "financial industry” case, studied by Akhigbe and Martin (2006) is moreover enlightening on
this point. The authors study the impact of the Sarbanes-Oxley law in order to assess whether
recommendations aimed at reducing the opacity of financial statements have, in net terms, been
costly or beneficial. The choice of the sector studied is linked to an assessment of a higher than
average opacity (see Morgan, 2002, for example). Akhigbe and Martin’s estimate of gains is based
on an evaluation of the variation in value for the shareholder, and on the hypothesis that this
variation should be lower in sectors in which the information or compliance will be the most
difficult to produce. (The hypothesis of a link between disclosure and shareholder value has been
verified by Bloomfield and Wilks, 2000, in particular, see Section 2). The authors show that there
are wealth creation effects in the financial industry, apart from investment brokers. But their
estimates reveal that the gains are not explained by variables linked to disclosure, but by those
linked to governance. While encouraging clear differentiation of the impacts of these two concepts,
these results do not show net gains associated with disclosure. The positive results that Akhigbe and
Martin (2006) associate with disclosure derived in fact from a grouping of variables. It is therefore
relatively surprising that the authors do not question their data more, as their separate impact leads
to a neutral or negative impact on disclosure, and jointly to a positive impact.

More broadly, some studies show that if some legal measures favoring transparency increase the
dissemination of information, the quality and the quantity of the information disseminated is not
necessarily improved, hence an increased cost of capital for firms and their shareholders. See for
example Ahmed and Schneible (2007) and Collver (2007): The two studies concern the impact of
Regulation Fair Disclosure, enacted by the SEC in 2000, which defines the kind of information that
should enjoy the maximum circulation, rather than selective circulation. Such results therefore argue
in favor of very sophisticated regulation of the measures and targeted coverage in terms of the sector,
the size of firms, etc. This obviously creates doubt about the relevance of this type of regulation.

Here again, implementation of the Sarbanes—Oxley law provides a useful point of reference for
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analysts, and the results converge to estimate that the cost of disclosure falls more than
proportionally on small and medium-sized enterprises, in view of the fixed costs to be borne to
implement the procedures and publications required by the law (Holmstrom and Kaplan, 2003).
Thus, both Engel et al. (2007) and Kamar et al. (forthcoming) show that the smallest firms tend to
withdraw their stock market listing or abandon market entrance, anticipating the costs of complying
with the new law. However, the results relating to the influence of the law on the entry or exit of
foreign firms are more ambiguous (see for example Litvak, 2007, and Doidge et al., 2008, for
contrasting results). Wintoki (2007) also shows a more negative impact on small firms, young firms,
those whose activity is narrower, who are facing more uncertainty, etc.

These results on the application of the Sarbanes—Oxley law agree with those obtained on the SEC’s
implementation of rules changing the obligations to notify transactions in the securities markets,
between 1999 and 2000. It emerges from Bushee and Leuz’s study (2005) that, following the
introduction of new rules, smaller firms with lower external financing requirements prefer to
transfer to less formal markets than to bear higher disclosure costs. In the same spirit, the results of
Gomes et al. (2007) reveal an increase in the cost of capital for the smallest firms at the time of the
implementation of Regulation Fair Disclosure by the SEC in 2000.

The costs of disclosure are therefore not only high, but they are not distributed in an equal fashion
because the smallest firms, and some sectors of activity, bear the costs of this more heavily. The
"one size fits all” approach is probably deficient. In the same way, defining the "good” rules relating
to disclosure is not simple at all, which is confirmed, for example, by Rodrigues and Stegemoller
(2007). These authors analyze the rules of the SEC relating to the announcement by a listed
company of the acquisition of a non-listed company. According to recommendations defined by the
SEC, listed firms should communicate their acquisition strategy if the target is significant in terms
of size. Even with the SEC’s definition of what represents a "significant” target, the authors show
that 80% of acquisitions that are not classified as significant nevertheless have significant effects on
the valuation of acquiring firms.

4.2. Competitive costs

The fact that the rules about disclosure are probably not appropriate for all the companies that they
cover increases their problematic nature as regards fair competition.

Indeed, as transparency leads to the disclosure of information, competitors can use this strategically;
leading to an erosion of the firm’s competitive advantage (Admati and Pfeiderer, 2000). Other
strategic partners (unions, suppliers, subcontractors and so on) can also use the same information
against the firm. Therefore its negotiating power is reduced. We note that this last point is more
difficult to evaluate. The disclosure of information on the financial health of, let’s say, Wal-Mart,
can increase the incentive for its employees to unionize. The net social benefit of this change in the
balance of power is difficult to assess: if unionization leads to an increase in salaries and sales
prices, this would be done at the expense of consumers. Estimating the net gain is therefore an
empirical question.

On the other hand, it is clear that the same rule applied to all firms, whatever their age, their financial
condition, their capital structure, their size, etc., imposes a differentiated cost, offering a strategic
advantage to some at the expense of others. Here again, the net result is probably difficult to evaluate,
but there is nothing to indicate that this is necessarily positive as regards disclosure rules.

4.3.Governance costs

The potential costs of disclosure within firms, in terms of governance and managerial behavior, are
now being taken more and more into consideration in discussions. Indeed, a very large part of the
literature shows that an increase in disclosure allows a reduction in information asymmetry, and
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therefore agency costs (see for example Aggerwal and Kyaw, 2009; Hope and Thomas, 2008;
Huang and Zhang, 2008; Attiq, Fong, Gadhoum and Lang, 2006). Some authors are, however,
modifying this position.

Coates (2007), analyzing the costs linked to the establishment of the Sarbanes-Oxley law, suggests
that the mandatory increase in disclosure involves two potential costs. On the one hand, opportunity
costs are generated because of the additional time spent by managers and their teams on producing
the information. On the other hand, greater risk aversion results from pressure to provide stricter
financial standards. Coates (2007) nevertheless considers that these costs would only be linked to
establishing the new information required, arguing that the additional attention required from
managers and their teams is only necessary when new measures are implemented, and that risk
aversion reduces once the degree of the increase in responsibilities has been better understood.

For some authors, the costs of governance linked to the increase in legal obligations on disclosure
can go well beyond those identified by Coates (2007). Leuz, Triantis and Wang (2008) draw on a
study analyzing the effects of the Sarbanes-Oxley law, demonstrating that the cost resulting from
the law increases the tendency of managers to make their activities opaque in order to protect their
private gains and to reduce external monitoring, in particular when the legal and regulatory
protection of investors and managers is weak. Strengthening demands on disclosure even leads
some firms to withdraw their stock market listing and so exempt themselves from most of the
disclosure obligations — see for example Leuz et al. (2008); Coles (2008); Coates (2007).

A certain number of studies have also confirmed that managers analyze the cost of disclosure.
Duemes and Knechel (2008) show the existence of a negative relationship between managerial
ownership rights and disclosures linked to internal controls. A second study confirms that the
presence of a large number of owners with no link to the management reduces the negative
association between voluntary disclosure, the separation of cash flows from operations and
regulation (Lee, 2007).

Perhaps the question is not so much one of disclosure as one of the level of disclosure. Hermalin
and Weisbach (2007) show that there is an optimal level of disclosure. As well as the cost of
producing information, and the problem of disclosing information to competitors or to the regulator,
the increase in disclosure required by the law is changing relationships between the board of
directors or the supervisory board and managers and their teams. It is certain that the increase in
disclosure allows the board of directors or the supervisory board to have better supervision of
directors. But that can also generate reductions in profit, accelerate the turn-over in managers in an
inefficient way and increase the remuneration of managers who demand compensation for a career
that 1s more unstable because of the increase in risk. Furthermore, the risk that managers will falsify
information to their advantage increases.

4.4.Regulatory capture

If it is difficult to define optimal rules on disclosure, even in a second-best world, existing rules
should attract firms and capital to the markets for which these rules are defined. But such a
measurement of the usefulness of rules (even without mentioning the optimality) remains limited to
firms and their owners. Yet if the vision is extended to all stakeholders, the definition of rules
becomes still more difficult.

As Smith (2007) comments, many of the losers in the Enron affair were not shareholders of the
firm, but employees, suppliers or others. The impact of the loss of firm value should not only be
measured by Enron’s shareholder value. Not to mention the fact that the most spectacular
bankruptcies sometimes lead to intervention by the State (Savings and Loans yesterday, Fanny Mae,
Freddy Mac and AIG today), which give all taxpayers a vested interest in defining adequate
transparency rules.

Of course, it is much easier for firms to organize themselves into lobbies to try to influence the
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definition of rules. The phenomenon of regulatory “capture” by agents who are the most concerned
by its application has been known since Olson (1966). Stigler (1971) and Peltzman (1976), then,
have developed the theory by integrating the diversity of interest groups, the rule becoming the
outcome of the strategic game between the different groups concerned. The rule cannot therefore
comply exactly with what would agree with the social optimum.

Consequently, as Mulherin (2007) notes, we must distrust the illusion of Nirvana already indicated
by Demsetz (1969): we should avoid comparing a positive cost linked to regular market activity
with a zero cost of government intervention. For Mulherin (2007, p. 433), this sophism is
particularly likely to be present in the case of the Sarbanes—Oxley law, which aims to resolve the
agency costs of corporate governance using public agents who are apparently benevolent. The risk
of regulatory capture increases the possibility, beyond the theoretical and practical difficulties
already reported, that the defined rule has unexpected negative consequences, despite all the
apparent good intentions. In this context, the fact that small firms are consistently losers in the
regulatory game accords with Peltzman and Stigler’s predictions, as the large firms are better able
to organize themselves and to influence the definition of rules than the smaller, younger firms.

5. The informational issues of disclosure

As well as the costs of establishing disclosure, there are others, more problematic regarding the
objective sought: informational costs. Indeed, some recent studies, in the methodological tradition
of those mentioned in section 2, show that it is not certain that disclosure imposed by regulation
actually increases the information held by the financial markets. The microstructure of financial
markets allows us to know the size of informed trading, and thus the degree of information
asymmetry between the different participants. Collver (2007) shows that disclosure regulation has
not caused a reduction in informed trading, and therefore that it has not improved the information
available to the market. Several studies observe a significant volume of trading following
announcements made by companies but, according to Collver (2007), this trading volume is not due
to better overall information for investors, but to the significant increase in the volume of activity
that the financial markets have experienced in the recent period, independently of regulation.
Trading is “rumored” and not informed. Using measurement of the volume of informed trading,
Ahmed and Schneible (2007) show that American regulation imposing disclosure has reduced the
average quality of information available in the market. Indeed, this regulation has only had an
impact for small firms and innovative firms. And if the information asymmetry affecting them is
effectively reduced, it is at the expense of the overall level of information available.

Why such results? Why should imposed disclosure not create information for participants in the
financial market? Worse still, why should it be a source of destruction of information? Several
arguments are at work. First, the obligation to disclose information does not do away with the
problem of fraud. It also do not deal with information that does not fit with regulation, manipulation
and excessive disclosure, which creates a gap in information disclosed compared with what is really
necessary for market investors to base their decision. Moreover, disclosure reduces agents’ incentive
to seek information because it reduces the benefit that they can derive from it. It is possible
therefore that the overall volume of information available decreases. It is also possible that the
information available is distorted, to the detriment of small companies in particular. Finally, and
most seriously, disclosure can generate an illusion of knowledge, a feeling of over-confidence, and
may have consequences as serious as the lack of disclosure.

5.1.Fraud and concealment: when disclosure does not provide information

The first problem is that it is not certain that disclosure, whether it is voluntary or imposed, actually
provides information for the financial markets, and this for several reasons.
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5.1.1. Fraud and concealment

Disclosing information does not mean disclosing true information. Fraud remains a threat that
hangs over investors, as the experiences of the last decade have shown. Referring to US cases of
frauds in this period, Rezaee (2005) analyses the reasons, the means and the consequences of com-
municating falsified accounting documents, which in the huge majority of cases requires the collu-
sion of leading managers and auditors (Enron is the prime example). In the case of WorldCom for
example, the managers, the finance director and the auditors were complicit in publishing fraudu-
lent accounting documents. The objective was to overestimate results, so that shares were over-val-
ued and difficulties concealed. Responsibility is shared between “greedy” managers, “irresponsible”
governance and “incompetent” auditors (Rezaee, 2005). This fraud led to the bankruptcy of World-
Com and charges against its managers.

It is thus clear that imposing disclosure is not enough to avoid fraud. According to Rezaee (2005),
better governance is necessary, notably with independent directors, as well as re-establishing real
oversight by the auditors. This point is moreover an integral part of the Sarbanes-Oxley Act. Cria-
do-Jiménez et al. (2008) study the implementation by Spanish firms of the obligation for a commu-
nication on environmental reporting. They show that the companies try to conceal information that
is unfavorable to them. The more regulation requires disclosure, the more companies establish con-
cealment strategies that are complex to detect and to prove. Criado-Jiménez et al. believe that this
reveals a first perverse effect of the requirement for disclosure.

5.1.2. Limit of regulation

A final argument fuels the theory that disclosure does not necessarily increase the information
disclosed by the firm to third parties. Principally, in regulation, it is not mandatory to communicate
elements that are off-balance sheet. Auger and Lander (2008) point out this problem, emphasizing
another perverse effect of regulation: firms are encouraged to develop their off-balance sheet
activity, to escape their legal obligations on disclosure.

5.2.Manipulation and too much disclosure: when disclosure does not give relevant
information
So disclosure is not necessarily synonymous with more information given by the firm to investors.
But it is also possible that the information the firm gives investors is not the information they need.

5.2.1. From information to knowledge

The question posed here is about how the information received by the investor is transformed into
usable knowledge, that is, knowledge that can be used to value the firm. In fact, in the end, disclosure
is desirable in order to allow shareholders to exert control, by voting or by leaving, and to justify their
decisions about the purchasing and selling of shares. The objective of disclosure is not to give real and
exhaustive information, but to enable investors to value the share and to assess the firm’s ability to
create value. For Fagotto et al. (2006), there is only real disclosure if the information provided by the
company is used by the person who receives it in daily decision-making. For Indjejikian (1991),
disclosure only has value if investors understand and interpret the information they receive.
According to his theoretical analysis, the less investors are able to process the available information,
the more firms should be transparent, that is to say, to provide quality information.

5.2.2. Manipulation, complexity and too much disclosure

As well as fraud, firms have a formidable tool in disclosure, perhaps the more pernicious because it
is perfectly legal: to make the information provided unusable. How? First by manipulating it. The
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first kind of manipulation, perhaps the oldest and the best known, is accounting manipulation: using
accounting standards in order to reveal the most favorable balance sheet. For example, the method
that consists of omitting all the unfavorable accounts and cleaning up the balance sheet, in a year in
which results are poor. The results can only improve subsequently. There are also strategies to
smooth out the results. Thanks to a survey carried out amongst corporate managers, Graham et al.
(2005) even show that managers go as far as sacrificing long-term profits in order to smooth out
their results. The objective is to transfer information on future profits to shareholders, and to avoid
price volatility. This point is extremely important: for a long time, managers have known two
things. First, being completely transparent creates volatility, which is desired by neither investors
nor companies. Second, being completely transparent provides less information on the firm’s ability
to create value than a policy of smoothing out results or dividends. Transparency can lead to infor-
mation being destroyed. Moreover, investors are not misled: Lang and Lundholm (1996), using
American data, show that shareholders poorly receive a sudden increase in the frequency of disclo-
sure. In the same way, Botosan and Plumlee (2002) find that while firms’ cost of capital decreases
with the disclosure of annual reports as we saw earlier, it is increased by an over-active communica-
tion policy over the year. Here, the argument is simply that of “too much information kills informa-
tion”; more mundanely, the manager tries to “cloud the issue”. Too much disclosure therefore con-
stitutes another, legal, strategy to conceal the information.

Finally, the complexity of the information provided allows some concealment. This is Damodaran’s
argument (2006). He emphasizes the discretionary power companies have over the financial infor-
mation they disclose. In particular, they can choose to make it complex and therefore difficult for
investors to use. One method consists of frequently changing the accounting methods used
(Damodaran shows that the market punishes this practice). Another, which accords with the idea of
too much disclosure, is to multiply the number of items appearing in the balance sheet, making it
difficult to read, or to multiply very detailed and incomprehensible notes at the foot of pages.
Damodaran (2006) also considers the number of pages of the financial report to be a factor of com-
plexity: the relevant information will be difficult to find.

If the company provides information that is too extensive, or too complex, investors will be unable
to use it, and disclosure will be pointless. Again, disclosure is not synonymous with more
information given to third parties. But how is the information processed? How is it transformed into
knowledge?

5.3.Reduction in the incentive to create information and decline in the level of information
available: when disclosure destroys information

The distinction between information firms provide and knowledge investors can use drives us to
question the production of this knowledge. Work on processing and interpretation is needed, for ex-
ample to move from a 300 page financial report to expectations of price. Some actors play a particu-
lar role in this respect: financial analysts and agents informed about the financial market. It is they
who have the strongest incentives to look for information, as they derive a direct benefit from it: fi-
nancial analysts, by selling the knowledge that they have produced and informed agents by making
gains at the expense of uninformed agents.

5.3.1. The role of financial analysts

Financial analysts play a fundamental role in producing knowledge in the financial markets. Indeed,
a high number of investors, in particular small shareholders, have neither the time nor the necessary
competence to interpret the raw information provided by the firm. They therefore delegate this task
to financial analysts. Thus Lang and Lundholm (1996) in particular, using American data, show that
the most transparent companies are those which are monitored the most by financial analysts. As we

23



have seen above (see paragraph 2.2.), these companies benefit from more accurate forecasts of their
result, and a lower heterogeneity between these different forecasts. The information is therefore im-
proved. But other recent studies lead to a more qualified result. Thus, Tong (2007) shows that if the
most transparent companies do indeed benefit from higher quality forecasts, they suffer from a fall
in the number of analysts. Indeed, greater communication by companies reduces the incentive for fi-
nancial analysts to invest in an informed way: the profitability of the investment is lower, as the in-
formation is more easily accessible for all. Finally, improvements in the available information
which results from regulation on disclosure are weak, even zero.

5.3.2. The role of informed agents

The idea here is quite similar: acquiring knowledge requires costly informational investment by in-
vestors. Boot and Thakor (1998) consider that, as well as viewing the information disclosed by the
firm, agents can look for costly information themselves. They will only do this if they can benefit
from it, thanks to a transaction at the expense of uninformed agents, i.e. those who have not made
this informational investment. If firms increase their disclosure, trading with uninformed agents will
be less beneficial. The incentive to look for information is therefore reduced. Finally, more disclo-
sure leads to less available information, and therefore less information transmitted in the share
price. According to Boot and Thakor (1998), it is not certain that it is in shareholders’ interest for
the company to be too transparent.

Verrecchia (2001) also takes up this idea. Unlike Lang and Lundholm (1996) who envisaged a represen-
tative investor, Verrecchia emphasizes the heterogeneity of participants in the market. If the cost of ac-
quiring information is heterogeneous (because of different competences, of access to different informa-
tion etc.) then Boot and Thakor’s argument (1998) fully applies. Disclosure will reduce the information
that is globally available; this phenomenon is near the Grossman-Stiglitz paradox.

To conclude, we emphasize that a similar mechanism affects market liquidity. Diamond and
Verrecchia (1991), or again Heflin et al. (2005), show that disclosure increases liquidity, and so
reduces the profit that market makers are hoping for. Disclosure reduces the incentive of market
makers to drive the share, and can therefore reduce liquidity. Finally, the impact of disclosure on
liquidity and therefore on the cost of capital is ambiguous.

5.4.Distortion of available information: when disclosure increases information
asymmetries

If the transformation of information provided by the firm into usable knowledge requires time,
competences, money, and heterogeneous agents, then corporate disclosure will not reduce
information asymmetries but will rather increase these. This problem will be more pronounced for
small companies, creating a distortion between firms.

5.4.1. Distortion between informed agents and uninformed agents

The microstructure of financial markets again contributes interesting empirical elements. For
example, Kim and Verrecchia (1994), studying trading volumes at the time of announcements made
by managers, show that this disclosure increases information asymmetries. Indeed, the
announcements will be transformed into knowledge that is usable by agents capable of processing
the information that they contain. The latter will transform this into private information, a source of
informed trading and profits.

Barron et al. (2005) confirm this result: the information announcements made by managers during
the year create information asymmetry in the market. This enables us to explain Botosan and
Plumlee’s result (2002) mentioned earlier: such announcements increase the cost of capital because
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they increase information asymmetry between investors.

5.4.2. Distortion between shareholders in large companies and shareholders in small
companies

The role of financial analysts in the production of knowledge has another consequence: an asymmetry
between large and small companies. Botosan (2000) shows that for large companies that are already
the focus of attention for several financial analysts, the strength of disclosure does not have an impact
on the cost of capital. On the contrary, the gains from disclosure are highest for small firms. Analysts
provide little information about them, and communicating allows them to reduce their cost of capital,
because that will really provide information for the market.

Gomes et al. (2007) observe an opposing result. Regulation on disclosure in the United States has
created a contradictory distortion, by prohibiting “selective communication”, which consisted of
disclosing information to certain financial analysts and institutional investors before making it
publicly available. The loss of this advantage made monitoring small companies comparatively
uninteresting for financial analysts. The work of financial analysts focuses more on large companies,
to the detriment of small companies that, as a result, see their cost of capital increase. Once again,
regulation on disclosure works to the detriment of the smallest companies (See Section 4).

5.5.11lusion of knowledge and overconfidence: when disclosure gives an impression of
knowing

Finally, it appears that corporate disclosure does not inevitably lead to shareholders having better
knowledge of the company’s ability to create value. It is possible that the company discloses false
information, conceals important information, or manipulates information to make it more favorable.
It is also possible that the company communicates very frequently and in a very complex way, to
make it more difficult to interpret the information provided. Furthermore, as disclosure makes the
informational investment of financial analysts and informed agents less profitable, it is possible that
it reduces the information that is globally available. Finally, because of the heterogeneity of agents’
ability to process information, it is possible that information asymmetries are increased between
shareholders.

The fact that communication by companies does not create knowledge or even that it reduces the
information available to shareholders is very pernicious. When companies do not communicate
much, shareholders know that they do not have information at their disposal, and, as we have seen
in particular with Boot and Thakor (1998), they will try to acquire this in a costly way. Managers
will try, through credible signals like smoothing results or dividends, to supply information on
future profits. But if shareholders have the impression of having information, because of an
imposed or voluntary communication policy, they will be much less vigilant. They will simply have
an illusion of knowledge, rather than a real knowledge. They will therefore take decisions wrongly
believing that they have the relevant information. They will be overconfident: they will think that
they have good share price expectations, whereas they are mistaken; they will under-estimate their
capacity for error. As Tsoukas (1997) and Ripken (2007) emphasize in articles reflecting on the
dangers of disclosure, too much information can reduce knowledge and understanding, and thus
reduce the rationality of decisions.

This excess of self-confidence by participants in the financial market fuels speculative bubbles, and
destabilizes the markets, as behavioral finance shows and the current crisis illustrates. Imposing
disclosure, far from providing the financial stability desired, can on the contrary cause crises.
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6. Conclusion

The aim of this article was to review the recent literature relating to the consequences of disclosure.
In the light of its results, two major conclusions emerge.

First, it seems that the advantages of disclosure for shareholders are easier to show than its
advantages for the economy as a whole. Indeed, disclosure allows a firm’s cost of capital to be
reduced, providing a better valuation of its shares and stronger growth, via different channels. The
improvement in financial analysts’ forecasts guarantees better market knowledge of the firm. Thus,
there is less informed trading, and the market makers bid-ask spread is reduced. This phenomenon
is increased by higher share liquidity and the arrival of new investors, attracted by disclosure.
Furthermore, as expectations on the future share price improve, the beta is reduced, as is the cost of
capital. And of course, as disclosure improves governance, the discipline imposed on managers
allows the profitability that shareholders require to be reduced. However, negative elements
restrict the interest in disclosure for shareholders. Setting up disclosure is costly, because to
produce, certify and circulate information has a significant cost. Furthermore, circulating strategic
information can be harmful because it is beneficial to competing firms. Finally, if the company
becomes transparent, managers lose private benefits. They will therefore develop strategies to keep
part of the benefits in spite of everything, making their activities opaque. The result is ambiguous in
terms of governance and optimality of management decisions.

It is of course still more difficult to show that disclosure improves the financial stability of the
financial markets or that it limits the appearance of informational bubbles. If some studies show that
transparent companies benefit from less volatile shares in the long term, very few succeed in
showing an overall macro-economic benefit. If it turns out that disclosure does not have positive
external effects, it will become more difficult to justify the legislation that imposes it. This is
fundamental and all the more true if such legislation generates economic rent capture, at the
expense of small companies.

The other major conclusion is that it is not at all obvious that disclosure, whether mandatory or
voluntary, actually increases the knowledge that economic actors have of the company. First, being
transparent does not necessarily mean providing information, since third parties are not shielded
from disclosures of fraudulent information or the concealment of important information.
Furthermore, current regulation does not include all the data relating to the firm; it is not obligatory
to communicate the off-balance sheet, which can be essential to measure a company’s real risk.
Second, it is not certain that a firm will give investors the information they need to take decisions.
The company can manipulate the information communicated; it can deliberately make it more
complex, or it can make it very extensive and difficult to interpret. Transforming information
communicated by the company into knowledge usable by investors requires a great deal of work. If
disclosure makes this work less profitable for financial analysts and informed agents, it is possible
that the overall knowledge of the company will be reduced. Finally, as some investors are better
than others at this processing, disclosure can increase the asymmetry of information that exists
among the different shareholders. What will happen if third parties do not have more information
while companies display a policy of disclosure? Investors are victims of a knowledge illusion. They
think they know the company but this is not the case. They will therefore show an excess of self-
confidence when deciding whether to buy or sell: they will under-estimate the probability that they
are mistaken. Such behavior, far from reducing the instability of financial markets, risks increasing
information bubbles, and may worsen their consequences when they burst.
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