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Summary

Governments and businesses are being targeted by initiatives to encourage the disclosure of
informetion. Transparency is seen as a crucial organisational virtue and a means of improving
efficiency, performance and equity. Yet, initiatives to promote transparency confront unexpected
obstacles and sometimes fail to change organisational behaviour. What explains the gap between the
intuitively powerful connection linking disclosure and better behaviour, and the frequently
disappointing reality?

This note explores some theoretical and empirical factors that might help explain this “transparency
gap’ and some possible ways of closing it. First, it examines the assumptions underlying most
transparency initiatives with their foundations in economic theory and notions of good governance. It
then assesses the limitations of abstract models linking disclosure and improved organisational
behaviour by examining two transparency initiatives directed respectively at the private and public
sectors —the FTSEAGOOD index and the Global Corruption Index of Transparency International.
Finally, it identifies some circumstances when disclosure might have unexpected, or even
counterproductive, consequences and arrives at some practical recommendations for more effective
disclosure strategies.

Why “disclose’? Theoretical assumptions and ethics

At first sight, the value of disclosure should be uncontroversial. Fewwould argue that
concealing information is desirable or that secrecy is a virtue when the activities of public or
private actors impact on the public at large. Instead, it is widely claimed that disclosure
improves organisational conduct and performance because, when facts and figures are
available to the public, there are fewer opportunities for malfeasance, corruption or fraud.
Disclosure also stimulates accountability by revealing organisational or personal actions
that might have repercussions for society as awhole.

Theoretical underpinnings: the economic intuition

Economics offers a theoretical basis for promoting the disclosure of information. Perfect
information is a condition for competitive markets to deliver efficient outcomes. It helps
consumers and producers to exchange goods at equilibrium prices and allows employers
and workers to select the best match for a particular job. \When information asymmetries
exist, principal-agent theory suggests that organisations might select less talented
individuals (adverse selection) and be unable to monitor and sanction undesirable actions
(moral hazard). Good information also allows citizens, as principals, to select the best
political representatives (agents) they can find. The more information principals have, the
better decisions they make.

But disclosure is not only useful for making optimal decisions. It is also crucial for designing
incentives to shape others' behaviour. With the right information, organisations can regulate
employee’s behaviour; governments can prevent corporate misconduct; and international
agencies can encourage good practices across countries. Only with information on an
agent’s type and preferences is a principal able to design a structure of rewards to
encourage desirable behaviours.

In the realm of politics, these models suggest that the disclosure of information about
political candidates has both screening effects (for example, if candidates cannot hide their
type they will be rejected if they are lazy, incompetent or corrupt) and disciplining effects
because, once elected, paliticians will nat be able to hide their actions such as making
illegal payments.

In sum, the intuition emerging from these economic models is that when principals can
observe their agents’ characteristics and preferences, they make better choices and design
more effective strategies to condition their agents’ behaviour.




Ethics: transparency for good governance

Greater disclosure is also sponsored by theories of the relationship between states and
citizens. Citizens have responsibilities to pay taxes and respect the law. The other side of
the same coin is that governments have responsibilities to observe basic rules and
principles in order to keep the trust of their peaple. Information about government policies,
about how public monies are spent and about how public affairs are conducted are crucial
conditions for citizens to supervise the activities of their authorities. Citizens have the right
to know, not only because their money is being spent, but because they will be affected by
the application of public decisions and their enforcerment.

Within this framework, the disclosure of information about issues of public concern is seen
to be a fundamental citizen right and part of the architecture of good governance. ltis a
condition for participation in public life and a way for citizens to hold governments
responsible for their actions. In the language of rights and ethics, theories of good
governance place the flow of information at the centre of democratic processes and make it

an important guard against abuse, mismanagement and corruption.
Shedding light on transparency

Sustained by various combinations of economic assumptions and ethical principles, efforts
to promote disclosure have multiplied over the last decade. Businesses and governments
have been urged to reveal more and more information about their operations. Global
Witness, Publish What You Pay, the Revenue Watch Institute and the Extractive Industries
Transparency Initiative are a few of the better-known initiatives encouraging disclosure in
the extractive industries. Transparency International, the World Bank and the IMF have
made increased demands of public sectors around the world for greater transparency.
Businesses big and small are also striving to accommodate higher expectations of
openness in aworld in which transparency has become an essential organisational virtue.

As aresult, significant changes have taken place. Legislation guaranteeing access to
information about public finances and to other government records has been enacted in
countries as diverse as Yemen, Ukraine, Peru and the UK. Transparency is the most
widely upheld ethical principle in multinational corporations’ codes of conduct? and there
has been an increase in the importance of disclosure in public discourse and the media.

However, the connection between disclosure and improved behaviour is far from
conclusive. A review of the recent literature reveals that this relationship is been questioned
in theoretical and empirical terms and that the examination of a cross-section of civil society
transparency initiatives shows a fair amount of disappointment. In this situation, there is a
need to go beyond the compelling intuitions of basic economic models and ethically sound
initiatives in order to understand why increased disclosure does not necessarily enhance
organisational performance.

What do we mean by “transparency’'?

It is useful to have a working definition of transparency before discussing its possible
consequences. Conceptually, it is too often conflated with disclosure and accountability,
and this might be part of the problem. On one hand, disclosure of information is an action or
strategy that can be adopted by an organisation or agent. It involves making information
available about the performance and strategies of the organisation. On the other hand,
transparency refers to a result or outcome that might be produced as a consequence of
increased disclosure. It reguires the provision of reliable, comprehensive, timely,
understandable and comparable information and the actual use of that information by
interested parties that can act on it and hold the organisation accountable. Disclosure is
then a necessary, but not a sufficient, condition to achieve transparency.

1 On the diffusion of access to information legislation see Pasquier and Milleneuve (2006) and Banisar
(2006).

2 Using a sample of 200 large multinational corporations, Kaptein 2004 found that transparency is
mentioned in 55% of the codes of conduct, the most mentioned value across codes.



Figure 1: Numbers of companies in the FTSE4GOOD
series since 2001

Arelated question is whether transparency is something that is to be valued in itself, or if it
is merely a means to achieve better performance or some other desired result (more
justice, less corruption, more accountability, etc). The distinction is not irrelevant. If
transparency is an end worth pursuing, it does not need to produce any particular results
beyond itself. If it is only an instrument, then it is only reasonable to pursue it if it is effective
in achieving the desired result. An important distinction is to be made between transparency
having effects, which might be positive, negative, unexpected or counterproductive, and
being effective; that is achieving exactly what is intended.

Two initiatives are considered below that are expected to improve organisational behaviour
by making information available about their “targets’. The examination of these well-known
cases is an opportunity to assess their accomplishments and to think critically about their
limitations.

Promoting transparency in practice

The FSTEAGOOD index

The dramétic increase in the number of companies listed in the FSTEAGOOD index since it
was launched in 2001 suggests that companies think that it pays to be ethical and that
there is a market for virtue (Mogel 2005). A large number of businesses now “value’
transparency and are willing to embrace responsible practices, to be part of the “ethical
club’ and to reap the reputational benefits associated with its membership. A first
impression then suggests that disclosing corporate information about social responsibility
through the FTSE4AGOOD index is inducing positive behavioural changes, as it is improving
the social and environmental standards of businesses.

However, there are two puzzles to be explained. First, the drive to be ethical seems to be
uneven acrass companies and much stronger amongst large corporations: the majority of
those in the FTSEAGOOD list are also FSTE100 companies. This perhaps suggests that
the stakes are higher for large companies if they are perceived to be irresponsible — they
are more visible and can be punished more severely than small firms —or perhaps it is that
being ethical is rather costly and that only large companies can afford it. In any case, all
corporations do not feel equal pressure to join the FTSEAGOOD. The second puzzle
concerns the relative performance of the socially responsible companies. Since the
FTSEAGOOD listing was created, the listed companies have slightly underperformed the
FTSE100 index. One reason might be that the FTSEAGOOD does not accept tobacco
producers, weapon manufacturers, owners/operators of nuclear power stations and those
mining or processing uraniunm® —and these have been among the best performers on the
stock market over the past few years. Perhaps more surprisingly, the analysis of 167
studies of socially responsible companies’ profitability found only a weak association
between social responsibility and good financial results. Moreover, the minor correlation
that did exist could be explained by “deep pockets:’ large companies can afford to be
socially responsible.# Markets appear not be responding as expected to greater
transparency; nor are they discouraging the production of goods that might be considered
undesirable, even if the public is aware of their destructive consequences. However,
corporate misdeeds can be costly to companies if people find out. If there is little to gain
from greater transparency, and much to lose, the incentives companies have to be
transparent must be complex at best. Hence, even if the enthusiasm to become and retain
recognition as an ethical company is driving up social standards in certain companies,
efforts to improve organisational behaviour through corporate “transparency’ appear to have
limits.

3 For details of the construction of FTSEAGOOD, visit wwwy.ftsedgood.com or http:/Awwv.sustainable-
investment.org/indizes/6 indize 2.htmi

4 Study by Joshua D Margalis & Hillary Anger Elfenbein “Do well by doing good? Don't count on it
reported in the Harvard Business Review January 2008.




Table 1. Trends in Government Corruption: The Extremes of the Table

Top Ten: Persistence of Good Habits

Number of Countries Number of years in top ten
6 10years
4 6-9years
3 25years
1 1year
Total Number of Countries: 14
Bottom Ten: Erratic Behaviour
Number of Countries Number of years in bottom ten
0 10years
4 6-9years
19 25yeas
15 1year
Total Number of Countries: 38

Source: Transparency Intemational, Global Cormuption Perceptions Index 1998-2007.

The Corruption Perceptions Index

Transparency International’s Corruption Perceptions Index (CP) is the most widely cited
index tracking public sector performance on corruption. It assesses countries worldwide by
aggregating the perceptions offered by risk agencies and country analysts and ranking the
consequent measures of corruption in a particular year. An examination of CPI results
across time reveals some interesting patterns. Table 1 presents information on the best and
worst performers during the past ten years. The two groups behave in very different ways.
The same countries feature amongst the ten least corrupt year after year: a number of
Scandinavian countries with New Zealand and Singapore every single year and a few other
European countries in most years. Overall, the least corrupt countries in the world forma
stable and consolidated group: only 14 countries have been in the top ten in the last
decade.

In contrast, the volatility of the ranking of the ten most corrupt countries across years
suggests a very different story. No country has been amongst the ten most corrupt for the
whole decade; 15 countries have been ranked in the bottom ten only once and nine only
twice. Atotal of 38 countries have been amongst the bottom ten at some point over the
decade. In summary, the group of worst performers is in constant flux and their ranking in
previous periods provides no guide to their position in the future.

How much has the CPI improved public sector behaviour around the world? The stability of
the best performers suggests that these countries have processes in place to contain
corruption whether or not information about them is “disclosed.” They might not need the
incentives of being in an “honours list’ to eschew corruption; and it is unlikely that their
behaviour would deteriorate if the CPI stopped being published. On the other hand, it
would be plausible to believe that the shame of being at the bottom of the table would be an
incentive for change. It might mobilise the domestic media, public opinion and, in
democratic societies, the opposition palitical parties. It could provide an opportunity for civil
society organisations to campaign and, at least for some time, make public officials feel
uncomfortable. However, it is difficult to know if the pressures to improve would be as
urgent or effective if a country were not at the bottom, but ranked somewhere in the middle.

Although the technical characteristics of the CPI (and the FTSEAGOOD index) limit their
usefulness for time series analysis, as in the case of FTSEAGOOD companies, the CPI
does not seemto have the same effects across cases. A country’s context, history and
perhaps even the performance of ather countries (neighbours, rivals, models, etc.) may be
as important as its current CPl score in understanding to what extent disclosure incentives
are likely to be effective. However, more light might be shed on the effectiveness of
“disclosure’ by analysing the trajectory of countries over time using better measures than
supplied by the CPI.

The intricate connections between disclosure, transparency and improved behaviour

The two case-studies presented above point to some of the reasons why transparency
initiatives may have not been completely successful. They also provide some evidence that
suggests the need for a more complete theory of disclosure. In particular, they suggest a
move away from assuming necessary connections among these three concepts towards
identifying the conditions under which disclosure generates transparency and improves
behaviour.

The two case-studies also show how the same disclosure initiative may have quite different
effects on different agents (companies and countries). Some may feel compelled to improve
their practices while others may not. This calls for special attention to the mechanisms by
which disclosure works at the level of individual cases —the “microfoundations of
behavioural change”, so to speak. A crucial factor is what psychological and emotional
responses disclosure provokes and whether they might or might not trigger changes in
behaviour. Does disclosure elicit shame, a fear of reputational loss or a feeling that it has
been unfair or irrelevant?



If individuals are not affected by the way they are perceived, exposure will be an ineffective
instrument to encourage better practices. When do organisations or agents improve their
behaviour as a result of disclosure? The following factors may be significant.

Who provides the information?

The basic economic models presented above assume that agents control the flow of
information about themselves: it is up to an organisation to reveal or conceal its
characteristics. This assumption is questionable now that information providers are diffuse
and include the media, private rating agencies and millions of bloggers around the world.
The subjects of the enquiry no longer control the information being collected and
transmitted. This loss of control presents new challenges to organisations who are being
reported and also to the public at large. People now not only have to consider the content of
the information they receive, but also the information providers’ incentives and motivations.
Diffuse providers add a new level of complexity to the task of assessing the quality of
information. They have their own agendas and perspectives which influence the way
information is presented and the conclusions drawn. In particular, the media has emerged
as the “fourth power.” Its influence over public opinion is profound. An important research
agenda for the future includes the analysis of controls over the media, how competitive it is
and how independent it remains from political or economic power. These factors are all
likely to affect the scope, quality and accuracy of the information being “disclosed’. Although
the CPI holds a virtual monopoly over the international assessment of corruption, its
independence is widely cited as a mark of its quality.

Who uses the information and for what purpose?

Disclosure may be more effective in changing behaviour if the information is equally
available to all interested parties. If particular groups have more opportunity to access, or
more capacity to use, the information than others, they might be tempted to use it for
private purposes or to resist changes in behaviour. A recent US law which requires
legislators to attach their names to any earmarked funds they spend in their constituency is
atelling example of this issues. By disclosing who is getting what from each legislator, the
lawwas intended to promote transparency, reducing the number of pet projects and
exposing pay-backs from campaign contributions. However, the results were unexpected.
Constituents became bolder in demanding particular projects and the value of earmerked
funds increased. Just as disclosure may help good-government groups and voters to
monitor what their representatives are doing, it also “allows organized interest groups who
feed off the federal budget to ensure that the representatives whose election campaigns
they support are bringing home the bacon [... ] and whether the result is good or bad (on
net), is unpredictable and doubtless varies across contexts.”. The effects of disclosure are
clearly linked to who uses the information and for what purpose. If some groups have more
and better access to information, disclosure might increase their advantage over others.

What type of informetion is available?

The disclosure of some types of information is less costly than others. This may introduce
misleading biases. First, some things are more easily measured and reported. For instance,
it is simpler for governments to measure and disclose information about primary school
enrolment rates than about how much children are learning, the capabilities they are
developing or other indicators of educational quality. The problems of the type of
information made available also affect private sector performance. It is certainly easier to
count the number of codes of conduct a company has signed than to observe their actual
practices. Although information on enrolment rates and codes of conduct is valuable, it
might be directing public attention away from more important issues. Second, some
information may be costly to report on grounds of “sensitivity’. Many governments believe
that announcing policy intentions early runs the risk of a poorly informed and damaging
debate rather than providing early soundings of its acceptability and opportunities for
improvement. Information related to national security is often concealed on the grounds that
it would inform agents antagonistic to the state.

5 The example was taken from Garrett and Vermeule (2007)
6 Vermeule, Adrian (2007), “The Perverse Effects of Transparency?’ Oxford University Press Blog
August 21, 2007. Available at http:/blog.oup.com/2007/08/congress/ Last accessed on 30/11/07.




Paradoxically, access to more information can increase misleading biases and distorted
perceptions instead of reducing them.

In which issue-area is disclosure being promoted?

Disclasure might be more effective in some issue-areas than others. For instance, the
efforts of the Extractive Industries Transparency Initiative (EITI) are focused on encouraging
the disclosure of companies’ payments to governments. This type of disclosure may be
more effective because the information required is precise (the amount of money
transferred), easily measured (in currency), requires very little interpretation (transactions
are either legal or illegal) and have clear sanctions (illegal transactions are penalised). In
contrast, if disclosure involves qualitative evaluations of a process or a practice, where
indicators of good and bad behaviour are not completely consensual and there is a variety
of sources offering conflicting information, there is room for different opinions and the matter
becomes more controversial. In these circumstances, the influence of disclosure on
behaviour may be muted.

What is the structure of incentives to change behaviour?

Information disclosure is more likely to work when sanctions are in place to penalise bad
practices or behaviours. However, the sanction has to be defined in a way that affects the
organisation in question and is enforceable. Using economics jargon, if incentives are
irrelevant for the parties concerned, they are non-binding constraints and so they will not
affect the agent’s behaviour. An example of a non-binding constraint is the case of the
introduction of a compulsory disclosure of criminal records by politicians in India. It appears
that almost 40 per cent of paliticians in India have a criminal record but exposing their past
behaviour had no effect on election results. Voters decided that the new information was
not relevant for their choice of palitician. Behaviour is only affected if incentives are binding
and agents include theminto their calculations. This is increasingly the case inthe
disclosure of financial information and the associated penalties in place to sanction
corporate wrong-doing. However, the common assumption that the disclosure of bad
behaviour will result in a costly loss of reputation does not always hold true. Clearly it was
not the case for Indian paliticians in the example above. It may also not be the case for
governments near the bottom of the CPI. If individuals, companies or governments value
their reputation highly, then disclosure is likely to be more effective than if they do not. In
the latter case, disclosure may be no more than “cheap talk.’

Conclusions: developing more effective transparency initiatives

It is often taken for granted that disclosure improves behaviour. Although ethical and
theoretical intuitions support this assumption, there is increasing evidence that matters
might not be so straightforward. This note advances a number of points that contribute to a
better understanding of the conditions under which disclosure leads to better behaviour.
First, it makes explicit the assumptions underlying the connections and conceptual
distinctions between disclosure and transparency. Second, the cases of the FTSEAGOOD
and the Corruption Perceptions Index show both the potential and the limitations of two well
known initiatives aimed at improving behaviour. Finally, it suggests that disclosure might be
a necessary but insufficient condition for a change in behaviour. Disclosure is more likely to
be effective when conditions relating to the context in which disclosure takes place are met,
when the actors involved in disclosing and using the information are independent, objective
and competent, and when disclosure is linked to a set of sanctions and rewards. The use of
resources might be improved if transparency initiatives were concentrated in circumstances
where they were most likely to be effective.
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