The Journal of

Management
Development

Transparency: panacea or Pandora’s box

Theodora C. Welch '
College of Management, University of Massachusetts, Boston, Massachusetts, USA

Eugene H. Rotherg
Washington, DC, USA

Q

Emerald

Journal of Management Development, Vol. 25 No. 10, 2006,
© Emerald Group Publishing Limited, 0262-1711



GUESTEDITORS

Tom McManus .
Transparency Assoclates, Southampton, New York, USA
Yalr Holtzman

Woodmere, New York, USA

Harold Lazarus

Frank Zara School of BusIness, Hofstra University,
Hempstead, New York, USA

Johan Anderbex|

Frank G, Zarb School of Business, Woodside,

New York, USA

CO-EDITORS

Professor Andrew P. Kakabadse

Professor of Management Development,
Cranfield School of Management, Cranfield,
Bedfordshira MK43 oAL, UK

Professor Nada Kakabadse

Northampton Business School, The University of
Nerthampton, Northampton, UK

ASIA PACIFIC REGIONAL EDITCR
Br Ben Dozie lozor

Hampten University, Virginia, USA
E-mail bilozor@emich,edu

EDITORIAL ASSISTANT
Alex Kessler

PUBLISHER
Paula Fernandez

ISBN-13 978-1-84663-210-5

ISBN-10 1-B4663-210-2

I1SSN p262-1711

© 2006 Emerald Group Publishing Uimited

Awarded In recognition of
Fmerald's production
department’s adherence to
quality systems and’
processes when preparing
schelariy journals for print

Jotirnal of Management Develepment
is indexed and abstracted in:

Autographics

Business Source

Cabell's Mrectory of Publishing Opportunities In Managenient

arid Marketing

Collectunea Corporate

Current Citations Express.

Current Index to Journals In Education

Emeratd Raviews

EP Collection

ERIC

Human Resource Abstracts

Innovative

INSPEC

Management and Marketing Abstracts

Manning & Napier

;:honl Organisation and Management Abstracts
topus

Technfeal Edication & Trafning Abstracts

Telebase

This journai Is also available online at:

Journal information
www.emeraldinsight.com/jmd.htm

Table of contents
www.emeraldinsight.com/o262-1711.htm

Internet services available worldwide

at www.emeraldinsight.com
INVESTOR. IN PEOPLE.

Emerald Group Publishing Limited
66/62 Toller Lane, Bradford

BD8 oBY, Unlted Kingdom

Tel +44 (0) 2275 777700

Fax +44 (0} 1274 785200

E-mail information@emeraldinsight.com

Reglonal pffices:

For North America

Emerald, 875 Massachusetis Avenye, 7th Flooy,
Cambridge, MA 02139, USA

Tel Toll free +1 888 622 ooys; Fax +1 617 354 6875
E-mail amerjra@emeraldinsight.com

For japan

Emerald, 3-22-7 Oowada, Ichikawa-shi, Chiba,

2720025, fapan

Tel +81 47 393 7322; Fax +81 47 393 7323

E-mail japan@emeraldinsight.com

For Asla Pacific

Emerald, 7-2, 7th Floor, Menara KLH, Bandar Puchong Jaya,
47100 Puchong, Selangor, Malaysia

Tel +60 3 Boyb 6o0e; Fax +60 3 Boyé Goog

E-mail aslapatific@emeraldiusight.com

For China

Emerald, 12th Floor, Beljing Modem Palace Building No. 2o,
Bongsanhuan Nanlu, Chaoyang District, Beiling 100022, China
Tel +86 {0) 10 6776 2233; Fax +86 (0) 10 6770 9806

E-mail china@emeraldinsight.com

Customer helpdesh:

Tel +44 {0) 1274 785278; Fax +44 (0) 1274 785204
E-mail support@emeraldinsight.com

Web www.emeratdinsight.com/customercharter

Orders, subscriptlon and missing clalms enquirles:
E-mall subsciiptions@emeraldinsight.com
Tel +44 (0) 1274 777700; Fax «44 {0) 1274 785200

Missing issue claims will be fulfilled if cialmed within four
months of date of despatch, Maxitmum of one clalm per lssue,

Reprints service:

Tel +44 (0} 5274 785135

E-mail reprints@emeraldinsight.com
Web www.emeraldinsight.com/reprints

Permisslons service:

Tel 144 {0} 1274 785139

E-mail permissioas@emeraldinsight.com

Web www,.emeraldinsight.com/pennissions

Ho part of this joumal may be reproduced, stored in a retrleval system,
transmitted kn any form or by any means etectronic, mechanical, phote-
copylng, recording or othensise without gither the prior written permlission
of the publisher or alicence permitting restricted copylng Issued in the UK
by The Copyright Licensing Agency and in the USA by The Copyright
Clearance Center, No vesponsibllity Is aceepted for the accuraey of
informationcontained in the text, lustrations or advartisements. The
oplinfons expressed in the articles are not necessarily those of the Editor or
the publisher.

Emerald is a trading name of Emerald Group
Publishing Limited

Printed by Printhaus Group Ltd, Sciroceo Close,
Moulton Park, Northampton NN3 6HE



The current issue and full text archive of this journal is available at
www.emeraldinsight.com/0262-1711.htm

Transparency: panacea or

Pandora’s box

Theodora C. Welch .
College of Management, University of Massachuseits, Boston,
Massachusetis, USA, and

Eugene H. Rotberg
Washington, DC, USA

Abstract

Purpose - The purpose of this article is to share with executives, public policy makers, and securities
analysts some key behavicr constraints on transparency seldom addressed in the professional
literature, Focus is on unexpected an parhaps counterintuitive issues of transparency and full
disclosure,

Design/methodology/approach — Recent contributions from management research are presented
to inform behavioral constraints on transparency and full disclosure, A number of studies are reported
including research on the herd instinct in 1arket valatility, the private information paradox in
competitive strategy, insider trading in technology-intensive companies, symhbolic corporate
governance reform, and attribution theory and corporaie responsibility,

Findings - Executives, public policy makers, and securities analysis should focus on the latest
research that impacts their duties.

Originality/value - The paper reports new research which questions “conventional wisdom” that
there are few; if any, negative aspects to transparency and full disclosure,

Keywords Strategic management, Governance, Volatility

Paper type Viewpoint

It is conventional wisdom that transparency, openness and full disclosure make for
efficient financial markets and exemplary corporate governance. It is persuasively
argued that there are few, if any, arguments against those advantages. One of the
reasons why this is so is because it is deemed inappropriate, if not undemocratic, to
argue for the opposite - secrecy and obfuscation. That may all be true, but surely there
is room for quality research which might illuminate some of the unintended, if not
counterintuitive notions, of “transparency.” Such research might inform public policy
makers, management practitioners and securities analysts of consequences that might
be umforeseen or even adverse to public or private interest. It may be useful, therefore,
to examine some lines of research and analysis. The following are but selections,
Does full, immediate and widespread disclosure of material corporate events lead to
more or less volatility in market reaction by creating a “herd instinct” as market
participants digest the same information at the same time, thereby causing sharp
single direction swings in the market? Is that volatility exacerbated by the immediacy
and completeness of the information and distribution mechanisms? We call attention to
two opposite insights from management research on the dynamics undetlying
increased transparency and market swings. The first looks at securities analysts’
decisions to initiate or abandon coverage of a company stock and finds that analysts
look to their peers in these decisions, using “social proof” or the actions of others to
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infer the value of a company. This “me too” hebavior stands in for evidence when
analysts remain uncertain and is particularly prone to error during information
cascades and market herding (Rao ef al, 2001). A second line of work finds that
differences in the way securities analysts classify the same stock lead analysts to
different conclusions, depending on their industry-based category structure, when
interpreting new information disclosed about a company. These differences are not due
to underlying company fundamentals; rather the market may be more divergent when
processing information about “incoherent” companies because these companies do not
fit into prevailing systems of industry classification (Zuckerman, 2004).

Assuming full and open disclosure of company strategy, does disclosure affect the
company strategy itself? Do managers, with full knowledge that their strategy will be
“open and notorious,” water down or temper their strategy because of a concern that it
might be misinterpreted, used to the advantage of competitors, or worse — if it fails -
the managers might be identified as the provider of a failed strategy? Does that, in turn,
cause managers to choose strategies which “regress to the mean” so they will not be
blamed, in retrospect, if matters go wrong? Stated another way, does this add to the
pressure for management to be risk averse, given the requirement for openness and
transparency? Little research has been done in this area, not surprising given the
relative recency of “full disclosure” accountability and, of course, the difficulty of
designing a meaningful study.

Management theory also recognizes the tension between “doing the right thing” and
“knowing the right thing to do” and calls it the “private information paradox”: the
general impossibility for managers to share with investors private infermation, which
is fundamental to the company’s competitive advantage, without also giving
competitors access to that same private information, thereby eliminating the
company’s advantage (Makadok, 2003). There is some anecdotal evidence that
managers of public companies withhold detailed guidance on financial prospects and
strategy to investors — admitting, “If we were sharing those metrics with you, we
wouild also be sharing all of those metrics with competitors”. Management research is
just gearing up to look at these issues.

Has the shift in the quality and timing of corporate disclosure and transparency in
the wake of financial scandals, stockholder derivative law suits, Sarbanes/Oxley
requirements, and the highly publicized collapse of international auditing firms caused
capital to flow from public markets, where disclosure i mandated by law, into private,
rather than public, equity funds? Or are there other reasons having little to do with
disclosure and transparency that account for the huge capital transfers into private
equity funds in recent years. And, if that is the case, will this tend to push upward the
accumulation of wealth as only those with substantial financial resources have access
to such investment opportunities, Or, is it of little consequence if such private equity
investments perform no better than, say, publicly traded index funds?

Does full and open disclosure increase the probability of insider trading or create
incentives for the few to surreptitiously discover high value material events before they
are publicly available? Have the recent rules and regulations promulgated by the SEC,
Sarbanes/Oxley and the FASB adequately addressed the disclosure issues involved in
off balance sheet and over-the-counter derivatives, particularly where accounting and
disclosure requirements may not track or measure the economic realities of the
financial product? Similarly, do the new rules cover a more fundamental corporate
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issue — accounting for “intangibles?” Intangible assets such as patents, unpatenteq
results of R&D projects, proprietary software, brand hames, reputation, and the
know-how and skills of employees are pivotal to the innovation process, particularly in
R&D comparties, and are at the heart of creating economic value, In spite of theiy
obvious importance, investors are provided with little information about these assets,
even under newly revamped disclosure requirements. We do know, however, that

areas are plentiful and are reminders of the magnitude of disclosure issues that remain
unresolved,

reporting of opportunities fost, ie, measuring the implications of a failure to aci? Is this
not as important a measure of company performance and strategy as overt action? Is
there not room for research ~ perhaps through case studies or intensive interviews —
to determine whether negative company performance might be attributed to the failure
to act imaginatively or quickly rather than the typically disclosed, overt and
transparent actions, How might we make transparent those invisible actions, never
taken, in order to better 4sSess management? Conversely, how might we determine
whether visible or proactive interventions have “caused” adverse - or positive
outcomes—an area hardly touched by current corporate disclosure policy? And, how
might such findings be made transparent? Although academic research has looked at
the implications of failing to implement meaningful corporate governance reforms, it
finds only “symbalic” reforms to be frequent and widespread - particularly where

provider of unwise interventions, develop mechanisms of “plausible deniability,” or
shift blame for negative outcomes but take credit when results are good? Rarely are
managers held to the test of proving (they are hardly even asked) that their
Intervention “caused” a given effect and that the outcome was not contextual, random
or coincidental. In the world of management and politics, outcomes are rarely tested by
cause and effect analysis, All of these quite human characteristics are of even greater
impact when strategy and performance is public, transparent and attributed. Early

and Weitz, 1998; Staw ef al, 1983). Fundamental work is just beginning to look at the
central role of “intentionality” in explaining how a specific intervention leads toa given
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result (Malle, 2004). But it is not at all clear that securities analysts, for example,
actually look at whether a specific intervention “caused” a given result. Prospects for
management research in this area will clearly need better cognitive models and
disclosure of corporate “intentions” at the time they are initiated in order to conduct
this kind of research. New qualitative methodologies perhaps will help test the
optimistic claims by managers of favorable causal conventions. :

Of course, the foregoing is not meant to be inclusive. Nor are the examples given
easily researchable. Moreover, we do not mean to imply that transparency has failed or
has produced, on balance, negative consequences which have outweighed its
usefulness, That is not the case. To the contrary, transparency has provided a vehicle
for new and imaginative research techniques in the academic community and in some
cases is an extension of research methods and subject matters already being looked at.
We also hope that professional managers, analysts, and commentators will look for
ways to improve practice and inform public policy by using new research methodology
and research findings.
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