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# <~ 4 & : This study investigates the impact of transparency on

bank performance. Transparency is measured by bank
characteristics and country features, which considers
the internal and external transparency. Using 984
listed and still active commercial banks in 115
countries, we find both positive and negative impacts
of  transparency on bank financial performance. As
for the internal transparency, bank characteristics
show that the inherited opacity (less transparency)
of loan assets positively correlated with
performance, implying a negative impact of
transparency. Moreover, the transparency of earnings
management has a positive impact on performance. As
for the external transparency, country features
reveal that, in a country with better credit
information sharing and advanced technology, banks’
financial performance is affected negatively by
better transparency. The negative impact implies a
competition-enhancing effect of transparency.

However, the governance is positively correlated with
bank performance. It highlights the importance of
macro conditions and the role of the government.

® <~ M4 ¢ transparency, financial performance, earnings
management, information sharing, information
technology
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Abstract

This study investigates the impact of transparency on bank performance.
Transparency is measured by bank characteristics and country features, which
considers the internal and external transparency. Using 984 listed and still active
commercial banks in 115 countries, we find both positive and negative impacts of
transparency on bank financial performance. As for the internal transparency, bank
characteristics show that the inherited opacity (less transparency) of loan assets
positively correlated with performance, implying a negative impact of transparency.
Moreover, the transparency of earnings management has a positive impact on
performance. As for the external transparency, country features reveal that, in a
country with better credit information sharing and advanced technology, banks’
financial performance is affected negatively by better transparency. The negative
impact implies a competition-enhancing effect of transparency. However, the
governance is positively correlated with bank performance. It highlights the
importance of macro conditions and the role of the government.

Keywords : transparency, financial performance, earnings management,
information sharing, information technology
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£ 2 R4in g

Std. .
¥k Obs. Mean Error Min. Max.
ROA (%) 5382 1.17 3.24 -72.44 51.04
ROE (%) 5379 10.48 3344  -992.29 817.24
LOAN (%) 5372 57.18 15.57 -0.19 93.25
SECURITY (%) 5355 0.20 0.14 0 0.99
DLLP (%) 3418 0.01 0.02 -0.32 0.48
PCR 6696 4.70 11.01 0 81.3
PCB 6558 35.68 39.98 0 100
TECH 6829 85.2 38.06 0.83 209.64
WGI_VA 6881 0.20 0.91 -2.06 1.77
WGI_ps 6881 -0.18 0.96 -2.83 1.59
WGI_GE 6881 0.41 0.94 -1.77 2.41
WGI_RQ 6881 0.40 0.88 -2.21 2.00
WGI_RL 6881 0.29 1.01 -1.93 2.00
WGI_cc 6881 0.24 1.04 -1.58 2.56
Gspy en 6791 23821 42458 054  1322.60
FREEDOM 6731 54.10 19.51 10 90
o0 6488 24.76 17.35 0.93 120.15

(per100 thousand
adults)

o RER A KRILA A Lo
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% 3 B M ik

(1) 2 3 (C)] 5 (6) (N (8) 9 (10) (11) 12) (13) (14) (15)
(1) LOAN 1
(2) SECURITIES -0.566*** 1
(3) DLLP 0.012 0.0017 1
(4) PCR -0.012 -0.019 0.042%* 1
(5) PCB 0.117 0.134***  0.03* -0.122%%% 1
(6) TECH 0.150%**  -0.147***  0.056%** 0.083***  0.256%** 1
(7) WGI_VA 0.124%**  0.212***  0.006 -0.111%**  0.636%**  0.204*** 1
(8) WGI_PS 0.163***  0.041*** 0013 -0.021* 0.498%**  0.485%** (.634%** 1
(9 WGI_GE 0.166%**  0.175%**  0.012 -0.104%%%  0.628%**  0.366%** 0.799%%* 0.777%%* 1
(10) WGI_RQ 0.166***  0.158***  0.001 -0.095%*%  0.671***  0.397*** 0.806%** 0.578%** 0.956%** 1
(11) WGI_RL 0.161***  0.196***  0.006 -0.132%%%  0.644%%*  0.302%** 0.805%** 0.774%** (0.968%** 0.949%** 1
(12) wel_cc 0.163***  0.160***  0.007 -0.105%%%  0.601%**  0.326%** 0.797%%% 0.794%** 0.960%** 0.938*** 0.962%** 1
(13) GDP 0.097***  0.188***  0.008 -0.157%%%  0.721%%*  0.030%*  0.476%%% 0.308%** (0.553%%* (.573%%* (5Q2%%% (498%%* 1
(14) FREEDOM g g5+ 0.051%**  0.010 -0.062*%%*  0.561%**  0.322%** 0.B51*** 0.510%%* 0.668*** 0.770%** 0.670%** 0.691*** 0.466*** 1
(15) BRANCH 0.139%**  -0.043***  0.018 0.266%**  0.373%%* 0.473%%* (558%** (476%%* (.513%%* 0562%%% 0.489%%* 0.494%%x  (.302%%%  0.482%%* 1

LRI ARG RRFELE Lo > & fo Mo L F-RE L 01,0054 0.01 -
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AT AR BAQRFRAEEILIIEFIRAE > B R0 d
4o pIFANGIESH T LI LI RERED - P g o r
DAD R E T LA > P ALY LB A HERBE LR APM o &5
AP iR LAAMELTEEmART Mo 2 A0 5 2007(% )
£ 1A e 2007 218 2 B R A 0 ERATR PR TIPTL 4 BRET GKR

A.H

“J‘*ﬁ.éi@:”f;@;ﬁﬁﬂ’ﬁ“%%# K§ $ﬁ1§/4v"ﬁ?§‘ ’; j\lﬂmmﬁ ‘J__\;:,

TR A Y e £ DR R

2 4 TR REFREERIRE

£33 Eod o & fhiscd S
NPL.. 0.0010%** 0.0014%** 0.0006***
(21.96) (8.03) (12.52)
CHNPL, 0.0012%+** 0.0014%** 0.0008***
(31.67) (9.23) (20.21)
CHTLOAN, -0.0028%** 0.0008 0.0048%**
(4.08) (0.89) (5.95)

ELLP grE b iE e S AR > NPL 5 ¥ % > CHNPL ® 2 @8 a8 o
CHLOAN 3 %szﬂéﬁéinff_ o IR BEE R H 2 B3] 3 0 Hausman e 2 Aot B ®oon Sk fsE & o
FEARP ZEHTE XY e Mo L T ¥ kE L 01,00540.01-

dOT AR O OR L T PR B 0 Flt Bt R B Y B A oc
% 2 EHGR T 0 7] Hausman fe AT H R R HEAIRG @ 6 0 R TANH
TR B EE AN ERWAS T4 88 £ 544 6 £ * PCR
B AR TR FRNG LS > £ Tfok 8RR Y PCRNES -

(ﬂ

Wi

% bk fE % s ROA 9 # R S ainvt £ ROA T IR 4pRE >
Flo s AP FA FSBEE P EFTASP RS M nf 40 M DI
BARGFFRE RO ERF L LRI RFELAE AR E RAF
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HEHEP RE M T ROAZ | o -

-

‘fg‘;"m?“%ﬂ.

3

INHREP RS G 0 AL R ELPHAT AL T EET
P 2 ROA ZIRA » B o 85 TR A FRAZ SR R > @ 8
(7R gL B4 0 F @ 4L ﬁﬂ’?é_ffﬁﬁ’” P Bt 0 2 BEY 5
@7 HF SRR I SN A R PR R RS T I

b

=

a7

7L ©
# 5 BPRHROARFL G RE% _NPCREZB* TRAERK
% i A B C D E F
LOAN 0.022%%%  0.022%**  0.023%*  0.023%**  0.023***  0.020%*
(3.14) (3.04) (3.22) (3.22) (3.27) (2.83)
DLLP B5.7TAR* 55Ok GG 83FAK GG gIkmk G5 TGRAK GG GArkk
(46.68) (46.85) (46.65) (46.69) (46.59) (46.76)
PCR -0.0002  -0.003 -0.001 -0.001 0.001 -0.002
(0.02) (0.32) (0.07) (0.07) (0.14) (0.18)
TECH -0.023%%%  0.022%%*%  -0.023%%*  -0.022%%%  -0.023%%*  -0.023%**
(7.09) (6.82) (6.85) (6.53) (6.87) (7.08)
WGI VA 1.357%*
- (2.14)
WGI_PS 0.754*
(3.03)
WGI_GE 0.219
(0.49)
WGI_RQ 0.504
(1.17)
WGI_RL -0.487
(0.97)
WGI_CC 0.935***
(2.72)
GDP 5.534%*%  §OQ2¥K* 5 AQYRkk  530LRAX 5 JTQKKK 5 g5k
(6.50) (5.90) (6.43) (6.08) (6.21) (6.80)
FRDDEOM 0.010 0.012 0.012 0.012 0.011 0.012
(1.34) (1.56) (0.51) (1.51) (1.47) (1.55)
BRANCH 0.041%%%  0.041%**  0.040%**  0.038***  0.043%**  0.041%**
(2.90) (2.89) (2.68) (2.62) (3.04) (2.86)
CRISIS -0.022 0.010 -0.014 -0.022 -0.024 -0.0001
(0.31) (0.13) (0.19) (0.31) (0.33) (0.01)
7 0.5866 0.5874 0.5858 0.5860 0.5859 0.5871
Obs 3116 3116 3116 3116 3116 3116

o RETAE WAL A Lo NEHFF AR B3 Hausman & R B 200k g £
FEIAPN 2B UM K MY, o PPN U4 7 B ¥k S 0.1,0.05 4 0.01 -
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267 I aEHHc: ROE B2 % » L G| m REF 20 > L Zap
FI AR BT B A SRR B ZAE LSNP ?é_f% * 2%
Fo pRFEP RIS FTAPHE RO SR EL S p > Eipipika
BMEFMHA B2 fifff]-'}élf‘l.z?é 4 %t ROE (@, 8 B % o
£ 68PRAHROE B2 3% % M PCR:E? FRAAESEK
% 8 A B C D E F
LOAN 0.291**  0.283*  0.301**  0.208%*  0.298**  0.232*
(2.24) (2.17) (2.32) (2.31) (2.29) (L.77)
DLLP -1.833 -10.97 -6.597 -6.452 -7.789 -2.933
(0.05) (0.31) (0.19) (0.18) (0.22) (0.08)
PCR -0.265 -0.318*  -0.292 -0.293 0322  -0.307*
(1.46) (1.74) (1.60) (1.62) (1.74) (1.69)
TECH 0.278%*%%  0261%**  -0.253%%%  .0210%%*  -0.283%** -0 277%%*
(4.60) (4.31) (4.15) (3.39) (4.65) (4.60)
WGI_VA 28.41**
(2.44)
WGI_PS 12,91+
- (2.82)
WGl GE 15.42%
- (1.87)
WGI_RQ 33.29***
(4.22)
WGI_RL 14.69
(1.60)

WGl cC 25, 27%%*
- (4.01)
GDP TRTLFF* BBLLARY  TLTTRRR BQAQRRR  T7.71NNKX 8D ATRNX

(4.71) (4.17) (4.58) (3.71) (4.89) (5.23)
FRDDEOM -0.115 -0.082 -0.082 -0.084 -0.082 -0.081
(0.82) (0.59) (0.58) (0.60) (0.58) (0.58)
BRANCH 0.202 0.203 0.074 -0.031 0.170 0.185
0.77) (0.78) (0.27) (0.12) (0.65) (0.71)
CRISIS -0.448 0.146 -0.116 -0.670 -0.106 0.114
(0.34) (0.11) (0.08) (0.51) (0.08) (0.09)
7’ 0.2025 0.2031 0.2016 0.2063 0.2013 0.2058
Obs 3113 3113 3113 3113 3113 3113

BT EE RRFELEL

/I_
EERIE CE L A

15

o ILE HEFR F THCA] B 3 0 Hausman g T T F Tk k i
GEEE %, %% fo * w4 7 8% K 5 0.1,0.05 47 0.01 -



#7®%PCR:EZ%AZHN NN H o HfrP g manck g i
PCR e % 4alk » @ PCB ez 3~ th#icBg ¥ & f > Barthetal. (2009)3% % > #p >t
PCR:PCB # #{ % BuliciehF e gL { 4 kikeniz® T > 285 PCB
'"ﬁfﬁ‘-‘* e K { S EP i T Flpt PCB & ROA e o B 1 'E 2

TP R L gk 0 b f I8 5% % 27 Houston et al. (2010)% I 13 % A F 7 i &2
AEERFIE e MR 2 o ¥ R FIER Y chi8 L% Hc? 0 F] 5 Houston
AR ORI B R e 2

Y
__E'}_ o

etal. (2010) % * & 7 5 & i3
282

a—

BREF 2 FaniBid

L7 qrd 8¢ 0 H i SECHAE MYt B £ 50 6 i % L KAp
R I R A A 8 R 2RI HE O LT R RIS 4

WALF S Y HoananE B o

Morgan (2002) ;25 ac#ifr 2 HFALERAFIEP - BALEFTE >
AT h AR 2 SRR ARG LES T A ARG Y R TR
* AL Lb'é‘ AT RBRAIMFTADREE AFELNELGT AL L AERK

FHREERT  HEZFT AL ROAZK FM % 511 ROE A2 %
FRFAFELBEAEYEL PCRF - FEX A2 ROE ¥ L ApM (¥ kF
90% ) - #2 Jones etal. (2013) s/ % — 3% o

16



4 73P A ROABEL 3 8% PCB 37 FRAZRK

% i A B C D E F
LOAN 0.024%%*  0.023%**  0.024**  0.024%%*  0.025***  0.022***
(3.34) (3.22) (3.40) (3.39) (3.43) (3.0)
DLLP -56.00%**  5E2LFFF .5GOSFFK  5EOGFFF  -5B.02%F*  -56.08KF*
(46.76) (46.94) (46.75) (46.77) (46.68) (46.84)
PCB 20.022%%%  0.021%*%*%  -0.021%%%  -0.020%**  -0.020%%*  -0.020%**
(3.95) (3.94) (3.81) (3.67) (3.66) (3.72)
TECH -0.018%**  -0.018*%**  -0.018%**  -0.018%**  -0.018%**  -0.019%**
(5.14) (4.96) (5.01) (4.92) (5.15) (5.19)
WGl VA 1.481%*
- (2.29)
WGI_PS 0.802
(3.21)
WGI_GE 0.403
(0.90)
WGI_RQ 0.514
(1.17)
WGI_RL -0.167
(0.34)
WGI_CC 0.956***
(2.66)
GDP 5.027*%%  45Q8%**  GOBERRR 4927k §OSTRRK 5 341%wx
(5.79) (5.22) (5.81) (5.59) (5.76) (6.12)
FRDDEOM 0.011 0.013 0.013* 0.013* 0.013* 0.03
(1.44) (1.64) (1.66) (1.67) (1.65) (1.62)
BRANCH 0.046%*%  0.045%**  0.043%**  0.042%%%  0.047***  0.045%**
(3.25) (3.20) (2.89) (2.90) (3.29) (3.16)
CRISIS -0.015 0.018 -0.004 -0.015 -0.011 0.011
(0.21) (0.26) (0.06) (0.21) (0.15) (0.16)
7 0.5973 0.5982 0.5965 0.5966 0.5964 0.5976
Obs 3016 3016 3016 3016 3016 3016

S RECT RS KA A Lo L E B A F Al R 3 Hausman t R B Zock g & o
FARN 2B UE 0 % 0% fo o0 w4 7 AE K 5 0.1,0.05 4 0.01 -
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584 R ROEHPL 8% N PCB 3 7 FRAOZEK

% i A B C D E F
LOAN 0.321%% 0310  0.329%*  0.323**  0.325**  0.256*
(2.44) (2.34) (2.49) (0.46) (2.46) (1.92)
DLLP -5.862 -15.666  -11.44 -10.73 -13.09 -7.953
(0.16) (0.44) (0.32) (0.30) (0.37) (0.22)
PCB -0.462%%%  L0452%F%  L0ABERRK  L0.412%%%  0.4B5*RK  -0.431%k*
(4.59) (4.51) (4.52) (4.10) (4.59) (4.31)
TECH -0.174%%%  0.165%*  -0.157%%  -0.132%%  -0.192%%*  -0.178%**
(2.66) (2.50) (2.37) (1.98) (2.90) (2.71)
WGl VA 32.66%**
- (2.75)
WGI_PS 13.61%+*
(2.95)
WGI_GE 18.36**
(2.22)
WGI_RQ 33.05%**
- (4.10)
WGI_RL 18.66**
(2.04)
WGI_CC 27.07%**
(4.09)
GDP 59.99%**  5213%k*  GGEORRR  49EQRAEX G5 AGKKE  BT.44%**
(3.69) (3.21) (3.66) (3.06) (4.05) (4.20)
FRDDEOM -0.136 -0.103 -0.098 -0.090 -0.100 -0.109
(0.95) (0.72) (0.69) (0.63) (0.70) (0.76)
BRANCH 0.282 0.272 0.120 0.028 0.235 0.243
(1.08) (1.04) (0.44) (0.12) (0.89) (0.93)
CRISIS -0.318 0.319 0.049 -0.596 0.088 0.390
(0.24) (0.24) (0.04) (0.45) (0.07) (0.29)
7 0.2168 0.2172 0.2159 0.2199 0.2157 0.2199
Obs 3013 3013 3013 3013 3013 3013

S RECTARS KA A Lo L E B A F Al R 3 Hausman t 3T B Zock Bl & o
FARN 2B UE 0 % 0% fo o0 w4 7 AE K 5 0.1,0.05 4 0.01 -

(@ % ¢ 24

APRETAPEREFPM RGP R ALY ERELTTE §HH
Andres and Vallelado (2008) 7 2% % 41 & ¥ € AL LT Hc T R UM % >

Sy A FPE L T 4§ M IR o g R
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A ERABVREP AR ROARTL G- %
4 v & i 4 vl 1S
B #c A B C D E F A B C D E F
LOAN 0.023** 0.023* 0.022* 0.023** 0.023** 0.023* 0.007 0.007 0.007 0.007 0.008 0.006
(1.98) (1.92) (1.91) (1.97) (1.99) (1.96) (0.66) (0.73) (0.74) (0.70) (0.80) (0.63)
-32.62*** -32.42%** -32.74%** -32.66*** -32.84*** -32.16*** -61.26*** -61.36*** -61.37*** -61.33*** -61.34*** -61.32%**
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Abstract

The aim of this paper is to investigate the impacts of transparency on bank
performance. The transparency is measured by bank characteristics and country features.
Using listed banks around the world, we find positive and negative impacts of transparency
on bank performance. Bank characteristics show that the transparent on operational results
is positive correlated with the performance. Country features reveal that countries with
advanced technology, bank performance is weaker, which presents a negative impact of
transparency. However, countries with better governance, the performance is better, which
indicates a positive impact of transparency. These results are robust in developed and

developing countries.

JEL Classification: G21, G28, L25

Keywords : Bank performance, Earnings management, Governance, Information

sharing, Transparency



1. Introduction

Information is a key component of financial transactions and a determinant of
financial market efficiency. Banking industry relies on information particularly because
banking activities involve information flows between banks and their customers. As a result,
banks are opaque for outsiders and for their supervisions from the viewpoint of information
disclosure. What is the impact if banks improve their transparency? Will it relate to banks’

financial performance? Or, will market transparency affect banks’ performance?

Issues about transparency arrest researchers’ attention recently because transparency
mitigates the asymmetric information problem between fund demanders and supplier or
between lenders and borrowers. However, financial literatures on transparency focus on two
strands, one is the role of transparency in preventing financial crises and in monetary policy-
making, and the other is related to corporate governance. The impact of information

transparency on bank performance is still neglected.

This study aims to fill up the gap on literature by investigating the relationship
between information transparency and bank performance. We investigate the information
transparency inside and outside the banks. First, bank specific features create opaqueness.
For example, bank loans are the accumulation of debt contracts which contain default risks
of individual borrowers. Morgan (2002) argues that loans and trading assets are sources of
bank opacity. Jones, Lee and Yeager (2013) further conclude that investments in opaque
assets are more profitable than investments in transparent assets. Moreover, loan portfolios
and loan loss provisions are manipulative by bank managers. Even the operating results can
be artful managed. The behavior of earnings management is examined by Leuz, Nanda and
Wysocki (2003). They show that better investor protection prevents earnings management.

Cornett, McNutt and Tehranian (2009) find that corporate governance mechanism affects the



U.S. holding companies’ earnings management. However, the relationship between bank

transparent and performance still not been discussed.*

Second, market conditions affect bank’s ability to reduce the uncertainty, i.e. increase
transparency. One condition is the information sharing mechanism provided by credit
bureaus. Credit bureaus are institutions that collect and share credit information, normally
among members. Banks face default risks in loan contracts, to accurately predict the default
probability, they can collect credit information and records of loan applicants either by bank
officers or by credit bureaus. Information collected by officers contains quantitative and
qualitative information. The former contains financial statements and annual reports; the
latter includes personal characteristics, economic projections, and a statement of manager’s
future plans. Even though some credit information belongs to soft information, which could
not reach from credit bureaus. But in generally, sharing borrowers’ credit information helps
banks reduce the cost of collecting credit information, especially when the level of borrowers’

mobility and heterogeneity rise (Pagano and Jappelli, 1993).

The second condition is the technological advancement, which reduces the costs of
information processing and management, and improves the efficiency of information
dissemination. Technology progress helps to increase the transparency of financial markets.
Peterson (2004) points out that technology has increased the opportunities for using hard
information. Berger and DeYoung (2006) argue that technological progress has improved

the control of banking and reduced the agency costs of distance.

The last market condition is about the governance. Bank activities are highly

regulated and governed. The institutional quality affects market participants and their

L Akhigbe, McNulty and Stevenson (2013) examine the relationship between transparency and bank
financial performance; however, they discuss firm’s transparency instead of bank’s transparency.
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activities. Buch, Koch and Loetter (2009) investigate the German banks’ international
activities and indicate that the governance is an important factor. Houston, Lin and Ma (2012)

argue that banks have transferred funds to markets with fewer regulations.

Bank characteristics and market conditions affects bank performance simultaneously.
To investigate the impacts of transparency should consider bank transparency and market

transparency.

This study contributes to literatures from two aspects. Firstly, while many studies
discuss the determinants of banking performance, the role of information transparency is
neglected. This study tries to investigate the effects of information transparency on bank
performance. Secondly, this study measures transparency by considering both banks’
transparency characteristics (inside) and the transparency of whole country (outside). The
former is proxied by earnings management and banks’ asset components. The latter comprise
three dimensions: the information sharing, the information technology and the information

governance.

The paper has six sections. The next reviews the literature on transparency. Section 3
presents our model and transparency measures. Section 4 shows the source of the data and
descriptive statistics. Section 5 reports empirical results and checks robustness. Section 6

presents our conclusions.

2. Literature Review
2.1. Bank transparency

2.1.1 Earnings management

Bhattachaya et al (2003) indicate three types of earnings management: earnings

aggressiveness, loss avoidance, and earnings smoothing. Leuz et al. (2003) analyze



systematic differences of non-financial firms’ earnings management across 31 countries.
They find that the legal protection of outside investors is a key determinant of the quality of
financial information communicated by insiders to outsiders, which includes anti-director
rights, quality of legal enforcement and accounting disclosure. For banking industry, Shen
and Chih (2005) prove that the incentive for earnings management can be explained by the
Prospect Theory (Kahneman and Tversky, 1979), which suggests that individuals derive
values from gains and losses with respect to a reference point, rather than being from
absolute levels of wealth. Furthermore, stronger protection of investors and greater

transparency in accounting disclosure can reduce banks’ incentives to manage earnings.

Cornett et al. (2009) examine the relationship between corporate governance and
earning management. They argue that corporate governance mechanisms show different
impacts on earnings management: the performance, board independence, and capital are
negatively related to earnings management, while CEO pay-for-performance induces

earnings management.

2.1.2 Asset components

Morgan (2002) argues that the uncertainty over the banks stems from their assets.
Two main assets leads to banks’ opacity are loans and trading assets because the risks are
hard to observe or easy to change. For loans, they are private contracts between banks and
borrowers. Banks own information advantages than borrowers and investors, the pool of
loan contracts raises the uncertainty for outsider to evaluate banks. As for trading assets, due
to the complexity of products and highly liquidity, investors can’t monitor accurately and

timely.



Jones, Lee and Yeager (2013) examine the effects of opacity on bank profitability and
conclude that investments in opaque assets are more profitable than investments in

transparent assets.

2.2. Country transparency

2.2.1 Information Sharing

The role of credit bureaus in credit markets has been addressed. Pagano and Jappelli
(1993) first present a model with adverse selection to discuss information sharing
mechanisms and show that information sharing improves the pool of borrowers, decreases
defaults and reduces the average interest rate. Brown and Zehnder (2010) design an
experiment to investigate lenders' information sharing behavior and the degree of
information asymmetry; they find the asymmetry increases lender’s incentives to engage in

information sharing.

Empirical studies provide evidence to show that information sharing mechanism
enlarges the scale of bank lending (Cowan and De Gregorio, 2003; Djankov et al., 2007;
Jappelli and Pagano, 2002; Kallberg and Udell, 2003), lowers risk (Houston et al., 2010;
Jappelli and Pagano, 2002) and the likelihood of financial crisis (Houston et al., 2010),
increases bank profitability (Houston et al., 2010, Buytikkarabacak and Nalev, 2012) and

attracts more international bank flows (Houston, Lin and Ma, 2012).

2.2.2 Technology advance

Technology advance changes almost every aspect about financial markets and bank
management. Because technological progress is difficult to specify and its effects are hard

to parameterize, empirical studies about banking technology at the country level are rare.?

2 Most studies about banking technology are concerned with the banking system at the bank level, for example,
Hoenig and Morris (2011), Khan et al. (2008) and Pozar et al. (2012).
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Buch (2003) uses the density of telephones or TV sets and Internet hosts as proxies for the
degree of technological advancement of the host economy. She finds that the number of
Internet hosts produces a significantly positive effect on German and Dutch banks’ cross-
border investment. Herrero and Martinez Peria (2007) also use the number of Internet hosts
as a proxy for information costs. They conclude that information costs seem to be important

determinants of the share of local claims to total claims.

Using the idea that technology progress leads to reduce information costs, empirical
studies either choose substitute proxy for technology (Petersen and Rajan ,2002; DeYoung
et al., 2011) or do not use proxy for technology progress Berger and DeYoung, 2006).
Petersen and Rajan (2002) argue that greater use of information technology can reduce the
number of loan officers required by the lender, such that technology increases the
productivity of lenders. Hence, they adopt the number of bank employees as a proxy for
technological progress. Their empirical results show that advances in technology have
increased the handling of hard information and impersonal and distant lending. DeYoung et
al. (2011) provide further evidence to confirm Petersen and Rajan’s (2002) conjecture based
on the observable application of information technology to small business lending. They find
the borrower—lender distance for small businesses is accelerated. In addition, for banks that

adopt credit scoring, the lending distances were larger.

Berger and DeYoung (2006) do not choose a specific proxy for technology advance
but presume that technology has improved over time. They argue that technological progress
has reduced the agency costs of distance and improved the control of the U.S. multibank

holding companies.

2.2.3 Governance

11



The governance capability is related to the macroeconomic and institutional condition
of a country. Due to the highly regulated nature of banking industry, the governance affects
bank activities and performance profoundly. Buch et al. (2009) investigate the German banks’
international activities and indicate that the governance is more important for banks with
limited international experience. Houston et al. (2010) find positive relation between the

governance and bank stability.

3. Empirical Model

We choose public listed and still active banks in 126 countries as samples, which are
collected from the BankSope data. The data belongs to a panel data and the benchmark model
Is set as equation (1).

Yijt:a+l3‘xijt+’Y'Zijt+6'Cijt+gijt 1)

Dependent variable Y, represents of the financial performance of bank i in country j,

i=1,...,717 ; j = 1,...,126, at time t, t = 2005,..., 2011. Bank financial performance is

measured by return on average assets and return on average equity. X;,,Z;, and C;

ijt

represents the vector of bank specific transparency variables, country specific transparency

variables, and control variables.

Bank transparency measured by earnings management and asset opacity; the former
related to the behavior of managers to manipulate performance deliberately, the latter
concerned about the nature of bank assets. To capture the earnings management, we use loan
loss provision as proxy. Cornett et al. (2009) argue that loan loss provisions are a main tool
used by management to manage earnings for commercial banks. Managers can manipulate
the loan loss provision to reach the ideal figure they want. Loan loss provision should be a

buffer to absorb the expected future losses when borrowers default their payments. However,
12



this provision is an expense item on the income statement. When managers intend to raise
the net income, loan loss provision would be decreased. In fact, loan loss provisions compose
discretionary and nondiscretionary provisions. Nondiscretionary loan loss provisions bring
loan loss allowances to an acceptable level; however, the part of discretionary leaves a room
for managers. To distinguish the discretionary loan loss provisions, we follow Kanagaretnam,
Lobo and Mathieu (2003) and estimate discretionary loan loss provisions by adopting

equation (2).

LLP =6, + 6,NPL, , + 6,CHNPL, + O,CHLOAN,, +&, )

LLP presents the nondiscretionary provision for loan losses, NPL denotes the nonperforming
loans, CHNPL is the change value of nonperforming loans, and CHLOAN means the change
value of loans. To calculate the discretionary loan loss provisions, we use the total loan loss

provision minus the estimated nondiscretionary loan loss provision estimated by equation

(2).

As for asset components, Morgan (2002) points out that loans and trading assets are
the main assets cause banks’ opacity. Therefore, we choose net loans and securities as proxies.
However, banks’ intangible assets and off-balance sheet activities also involved uncertainty
for outsiders. They are difficult to evaluate and leave a room for manipulate. To capture the
transparency of bank assets, we add intangible and off-balance items as variables. Four

proxies are divided by total assets.

Country transparency measure three dimensions: information sharing, technology
advance and governance. The proxy for information sharing is the coverage rate of credit
bureaus. Credit bureaus collect information and share it among their members, and utilize

the information sharing mechanism in credit markets. Credit bureaus can be categorized into

13



public credit registries (PCRs hereafter) and private credit bureaus (PCBs hereafter).® The
World Bank provides the coverage rates of PCRs and PCBs for each country. The coverage
indicator reports the number of individuals and firms listed in a PCR/PCB, with information
on their borrowing history over the past 5 years. The number is expressed as a percentage of
the adult population.* According to the survey conducted by Jappelli and Pagano (2002),
PCRs are more likely to be established in countries that lack private credit reporting firms.
It implies that PCRs and PCBs serve some of the same functions. Countries with higher
coverage rates have more implied transparency regarding borrowers’ credit history, which
means more information is available for predicting clients' default risks. Therefore, the

expected impacts of credit information on debt contracts are positive.

The second variable for measuring country transparency is the technology advance,
denoted as Tech. Because data on proprietary banking technology is not available, to capture
the importance of infrastructural technologies, this paper uses mobile-cellular subscriptions
to measure technological infrastructure. The data are provided by the International
Telecommunication Union (ITU hereafter). Ahigher rate implies more advanced technology,
and higher technology transparency. However, the impact of technology transparency is
ambiguous. If advance technology helps banks to contact, communicate with their customers
and provide services to customers, the expected effect on bank performance is positive. On
the other hand, if the technology creates more competition among financial institutions, it

may deteriorate banks business opportunities. For example, internet transactions reduce the

3 According to the World Bank, “a PCR is defined as a database managed by the public sector, usually by the
central bank or the superintendent of banks, which collects information on the creditworthiness of borrowers
(individuals or firms) in the financial system and facilitates the exchange of credit information among banks
and other regulated financial institutions.” And, “a PCB is defined as a private firm or nonprofit organization
that maintains a database on the creditworthiness of borrowers (individuals or firms) in the financial system
and facilitates the exchange of credit information among creditors.

4 The population age is defined as 15 and above according to the World Bank’s World Development Indicators.
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fees charged at front desk. If then, the expected impact of technology on bank performance

IS negative.

The last variable concerning about country transparency is the governance. Good
governance helps banks to reduce the uncertainty about macro regulation conditions and
market disciplines. This paper adopt the Worldwide Governance Indicators (WGI hereafter)
provided by the World Bank as proxy for governance. It comprises six dimensions of indices,
which are voice and accountability, political stability, government effectiveness, regulatory
quality, the rule of law and control of corruption. A higher value indicates better institutional
quality. To avoid the arbitrage judgment of the importance of separate dimensions of the

WGI, we use the average of six indices.

Several control variables are included in our model, which are economic size,
financial market freedom and market competition condition. The typical proxy for economy
scale is GDP. We use the GDP at constant (2005) in US Dollars. The economic freedom of
the host country affects financial activities. Studies find the positive impact of freedom on
cross-border banking activities (Buch and DeLong, 2004; Bengoa and Sanchez-Robles, 2003;
Quazi, 2007;and Ho, Ahmad and Dohan, 2013). And Chortareas, Girardone and Ventouri
(2013) suggest that financial freedom benefit banks in terms of cost advantages and overall
efficiency. Follow those studies, we choose the measure of financial freedom published by
the Heritage Foundation. Financial freedom is a measure of banking security and
independence from government control. Higher scores indicate more freedom for regulation.
The last variable concerns about the competition among financial services, we adopt an
indicator, commercial bank branch per 100,000 adults, as proxy for access to and use of

financial services.

4. Data

15



4.1. Source of Data

The samples are selected from the BankScope data, published by Bureau van Dijk and
Fitch IBCA. It provides the financial data used in this research. We retrieve PCR coverage
and WGI from the World Bank website. The source of data on technology advances is the
ITU. The GDP data is provided by the United Nations in UNDATA. The source of financial
freedom is the Heritage Foundation. The data of access of bank service measured by branch

are collected from Financial Access Survey, provided by IMF.

4.2. Basic Statistics

Table 1 reports the basic statistics of bank financial data, transparency measures and
control variables. Because the financial tsunami and European debt crisis are covered in our
research period, some banks’ performance are poor, the minimum ROE is -992%, which
reported by Piraeus Bank SA, a Greek bank. The range of off-balance sheet items among
banks is huge, from 0 to 1399% of assets. The high value of off-balance sheet items may
correlates with higher risk than traditional loans, which increases the uncertainty about bank
operation and stability. The minimum value of PCR coverage is zero because some countries
do not exist a PCR. The mean of mobile-cellular subscriptions reaches 88.5%, and the

maximum value is around 210%. It shows the high adoption of technology.

5. Empirical Results and Robustness

5.1. Benchmark Results

The correlation coefficients are reported in Table 2. Because loans and securities are
highly correlated, we do not use them simultaneous. And the correlation among PCB and
other variables are high; we use PCR only in our estimation. The data belongs to a panel

data; we adopt the panel model regression with both fixed effect and random effect method.

16



The Hausman test reveals fixed effect method is more suitable, we shows the results

estimated by fixed effect method only.

Table 3 displays the impacts of transparency on bank performance; the left and right
panel presents the impacts on ROA and ROE respectively. For ROA, the values of
discretionary loan loss provision are significantly negative. It implies that if bank manage
the earnings more, i.e. the less transparency, the ROA is decreased. That is, more transparent
on bank operational results benefits the financial performance. Asset components show
different impacts on performance. The higher ratio of loan-to-asset is negatively correlated
with ROA; while intangible, securities and off-balance sheet items are positively correlated

with ROA.

Two measures of country transparency affect bank performance significantly: the
technology advance and governance. For countries with higher usage of mobile phone, the
ROA is lower. It implies that the technology improvement strengthens the competition and
deteriorates banks’ profitability. Better governance is connected with better performance,
which highlights the importance of the macro condition the economic environments. It is
worth to mention that the estimated value of PCR coverage is negative with less significance.
The negative effect is inconsistent with the expectation. However, it supports the argument
of Dell’ariccia and Marquez (2006). Their model shows that as banks obtain private
information about borrowers, banks may loosen their lending standards, which leads to lower

profits.

For ROE, earnings management through manipulating loan loss provisions has
negative effects on ROE. The impacts of assets are less significant, only intangible shows
positive effects. The impacts of technology and governance transparency are as same as in

ROA equations.

17



5.2 Robustness

The economic development among countries are different, which affects the financial
industry development. To check the impacts of transparency on different development
countries, we divide our samples into developed and developing countries. The re-estimated

results are presented in Table 4.

In developed countries, the left panel, the earnings management still negatively
correlates with ROA and ROE. However, the loan-to-asset ratio becomes positive in ROA
equation. Other variables show the same effects on performance as in the whole samples. In
developing countries, the negative impact of earnings management only exists in the ROA

equation. The off-balance items are positively correlated with ROA and ROE.

Two major differences between developed and developing countries. First, the
estimated values for coefficients of asset components have opposite signs. Second, the
coefficients of governance transparency are significantly positive in developed countries;
while they are insignificant in developing countries. It implies that the positive effects of

governance on banking industry can be fulfilled only in better developed economies.

The effect of financial tsunami is also examined. We set dummy equals one for year
2008 and 2009. The evidence shows that the financial tsunami has significantly negative
effects on ROA and insignificant effects on ROE. The signs and significances of major

variables are not affected, to avoiding iteration, the results are not reported.

6. Conclusions

This paper investigates the impacts of transparency on bank financial performance

from two new angles. First, we consider the role of transparency in performance which has
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been neglected in literature. Second, both bank transparency and country transparency is

examined, which comprises the transparency inside and outside banks.

Adopting 2158 public listed and still active banks in 126 countries from 2005 to 2011,
we found that transparency affects bank financial performance in different ways. As bank
transparency is concerned, if banks manage their earnings less, i.e. more transparency on
operation results, the returns on equity and assets increased. It implies the positive effect of
transparency. However, the opacity assets have different impacts on performance which

depends on assets.

As country transparency is concerned, the technology advance improves the
information transparency which may strengthen the competition among banks and financial
institutions and lead to lower bank performance. The transparency governance is positively
related to bank performance, which highlights the important of macro environments and the

government.

Our findings provide some implications. For banks, earnings management creates
opacity which connects with poor financial performance. Manager who intends to manage
earnings should take it into account. For policymakers, the governance of whole economy
benefits bank performance. If the government eagers to upgrade the development of banking

industry, they should upgrade the governance first.
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Table 1 Basic Statistics

Std.

i Mean Min. Max.

Variable Obs. Error
ROA (%) 11048 15 53  -149.1 131.7
ROE (%) 11037 8.7 53  -992.3 817.3
Net Loan /
assel(%). 10544 56.1 211 0.7 98.2
Intangibl
et 7769 1.4 3.9 0 73.1
ggggtr(%/ 10924 225 19.3 0 98.0
Off balance /
assel(o) 8021 269 1997 0 1399.4
Discreti I 2
oan(gy ey Ip /6325 1.4 3.0 317 1085
PCR 14639 3.5 10.0 0 81.3
PCB 14361 55.9 42.9 0 100
Mobile 15048 88.5 32.6 08 209.6
WGI 15085 0.6 0.9 18 1.9

DP(trilli
Gy ihens 14860 4958 5808 05 13226
Freedom 14784 69.1 11.9 21.4 90
Branch (per100 14327 276 15.7 0.9 120.2

thousand adults)
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Table 2 Correlation Coefficients

Loan Intangible Securities Off DLLP PCR PCB Mobile g GDP Freedom Branch
balance
Loan 1
Intangible 0.473 1
Securities 0.727 0.463 1
Off balance  0.380 0.211 0.397 1
DLLP 0.386 0.249 0.335 0.223 1
PCR 0.345 0.162 0.297 0.196 0.202 1
PCB 0.820 0.528 0.718 0.301 0.286 0.154 1
Mobile 0.937 0.496 0.809 0.402 0.393 0.385 0.790 1
WGI 0.649 0.409 0.562 0.151 0.151 0.139 0.833 0.646 1
GDP 0.659 0.510 0.557 0.214 0.225 0.033 0.865 0.580 0.735 1
Freedom 0.966 0.535 0.847 0.403 0.394 0.330 0.866 0.956 0.711 0.712 1

Branch 0.859 0.475 0.732 0.333 0.341 0.482 0.780 0.867 0.718 0.658 0.879 1




Table 3 Impacts of transparency on financial performance

Variables ROA ROE
DLLP -15.90*** -12.85%** -134.34*** -130.86***
(10.82) (8.78) (5.73) (4.84)
Loan -0.018*** 0.005
(3.08) (0.05)
Intangible 27.28*** 366.02***
(4.48) (3.26)
Securities 1.836*** -9.56
(2.73) (0.77)
Off balance 0.487*** 5.282*
(2.86) (1.68)
PCR -0.005 -0.021* -0.251 -0.437*
(0.47) (1.80) (1.51) (2.00)
Mobile -0.029*** -0.026*** -0.246*** -0.165**
(9.29) (7.60) (4.93) (2.57)
WGI 1.096* 1.335* 48.34*** 60.17***
(1.72) (1.93) (4.77) (4.70)
LGDP 4.954*** 5.091*** 56.52*** 59.43***
(5.74) (5.35) (4.12) (3.38)
Freedom -0.034 -0.042* 0.070 0.022
(1.63) (1.76) (0.21) (0.05)
Branch 0.008 0.012 -0.033 0.09
(0.56) (0.64) (0.14) (0.27)
Ez 0.3406 0.4851 0.1606 0.3010
Obs 5850 3659 5842 3657

* The results are estimated by panel regression model with fixed effects. The Hausman tests are all significant, which
suggests that the estimation by fixed effects is preferable. Absolute t-statistics are reported in parentheses. *, **,
*** indicate significance at 10, 5, and 1 percent levels, respectively.
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Table 4 Transparency and bank performance in developed/developing countries

Variables Developed Developing
ROA ROE ROA ROE
DLLP -10.60***  -8.486***  -185.5*%** -206.99*** -15.62*** -16.99*** 2715 170.0%**
(8.70) (8.19) (5.78) (6.73) (4.42) (4.55) (0.12) (4.34)
Loan 0.015** -0.155 -0.051*** 0.138**
(2.55) (0.95) (5.25) (2.04)
Intangible 48.99*** 573.1*** 9.355 11.48
(9.59) (3.78) (1.03) (0.12)
Securities 1.783*** 16.285 1.511 -50.41***
(3.08) (0.95) (1.48) (4.71)
Off -0.474** -2.467 0.767*** 4,311**
balance (2.48) (0.43) (3.74) (2.00)
PCR -0.031 -0.032* -0.246 -0.238 0.005 -0.008 -0.001 0.028
(1.59) (1.92) (0.46) (0.48) (0.36) (0.28) (0.10) (0.16)
Mobile -0.028***  -0.013***  -0.393*** -0.192* -0.018*** -0.022*** -0.091***  -0.029
(7.45) (3.76) (3.69) (1.95) (3.47) (3.55) (2.58) (0.46)
WGI 2.549*** 1.738** 63.66***  58,78*** -0.279 -1.362 1.449 -9.082
(3.20) (2.43) (2.88) (2.77) (0.29) (1.33) (0.22) (0.84)
LGDP 7.092%** 8.102*** 121.8***  162.8*** 2.443** 3.042** 13.15 9.000
(4.66) (6.84) (2.88) (4.62) (2.00) (2.18) (1.54) (0.61)
Freedom  -0.100***  -0.116***  -0.113 -0.899 -0.056* -0.085**  -0.359* -0.869**
(3.97) (5.41) (0.16) (1.41) (1.84) (2.06) (1.70) (2.01)
Branch -0.013 0.027* 0.439 0.583 0.010 0.034 0.080 0.275
(0.71) (1.79) (0.83) (1.31) (0.49) (0.98) (0.59) (0.75)
EZ 0.3366 0.5840 0.0743 0.3509 0.3683 0.5453 0.4921 0.3872
Obs 3085 2180 3081 2178 2268 1180 2266 1180

* The results are estimated by panel regression model with fixed effects. The Hausman tests are all significant, which
suggests that the estimation by fixed effects is preferable. Absolute t-statistics are reported in parentheses. *, **,
*** indicate significance at 10, 5, and 1 percent levels, respectively.
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