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Broad motivation 
 Banks matter for economic stability and prosperity. 

 

Thus, factors that shape the private governance and 
official supervision of banks matter. 



Narrower motivation: Bank opacity 
Low quality financial statements hurt the private 

governance of banks. 
Banks manipulate their financial statements to lower 

taxes, circumvent capital regulations, & smooth earnings 
This harms loan quality and bank stability 
 Barth et al 2006, 2009; Beatty & Liao 2011; Beck et al 2006 
 Bushman & Williams 2012; Huizinga & Laeven 2012 



Motivation and question 
Yet, little is known about the impact of bank regulations on 

bank opacity. 
 
We evaluate: Did regulatory reforms that lowered barriers 

to competition among U.S. banks increase or decrease 
the quality of information that banks disclose ? 
 



Competition ⇑ opacity Competition ⇓ opacity 

Theory offers conflicting predictions 

Spurs incumbents to 
manipulate information to 
hinder entry 
 
Reduces probability of 

survival, encouraging 
myopia, rent-seeking 

Spurs investors to 
constrain rent extraction by 
executives 



This paper’s contributions 
1st assessment of how regulatory reforms that facilitate 

competition influence banks opacity.  
Relates to private governance, official supervision, 

bank performance, and economic prosperity 
 

Contributes to study of competition  disclosure quality. 
We offer a better identification strategy. 
 

 



Empirical strategy and data 
Assessing the impact of regulation on opacity 



BHC data: 1986-2006 

Sample: 27,137 BHC-quarter obs. on 911 BHCs. 
Fed provides consolidated balance and income 

statements starting in June 1986. 
  Sources of financial and accounting data 
CRSP. 
We construct financial restatement data 

manually from 10-K, 10Q, and 8-K files from 
Edgar, which gathers them from the SEC. 

 
 



Basic regression 
Ob,k,t = β0Dk,t + β1Db,k,t + γ’Xb,k,t + αb + αt + αk,t +ub,k,t 
 
Ob,k,t: Opacity / disclosure quality / financial restatements by 

BHC b, in state k, in period t. 
 

Dk,t =   Deregulation environment in state k in period t.  
Db,k,t = Deregulation environment facing BHC b, in state k, in 

period t. 
 
Xb,k,t =Time-varying BHC traits 
 αb and αt = BHC and time fixed effects 



One proxy for O: Bank restatements 
When bank restate financial accounts, it means 

that the bank either intentionally or unintentionally 
misstated information. 
More frequent restatements are a proxy for 

financial statement management/manipulation 
Data are only sound since 1993. 
Thus, we only do this for INTER_BRANCH 



A second proxy for O 
Constructing measures of discretionary LLPs 



Step 1: 
LLP are the major mechanism that banks use to 

manipulate earnings and capital. 
We use Beatty and Liao’s (2014) best LLP model. 
 

LLPb,k,t = β’Mb,k,t + γ’Xb,k,t +αk + εb,k,t 
 
Mb,k,t: NPA(t-1, t, t+1); Size; loan growth; real estate price 

growth; state GSP growth; unemployment growth. 
Xb,k,t: Regressors in the  opacity regression, plus 

deregulation fully interacted with M.  
We are the first to incorporate Xb,k,t into this step. 



Step 2: 
Calculate discretionary LLP for each BHC in each period 
D-LLPb,k,t = Ln (|εb,k,t|) 
The errors represent the “abnormal” accrual of LLPs—

the component of LLPs unexplained by the 
regression’s fundamental determinants.  
See: Dechow et al., 1995, 2006, 2010; Yu, 2008; Jiang 

et al., 2010) 



Deregulation: Dk,t  
Three types of regulatory reform 



1. Intrastate branch deregulation 
There was substantial cross-state variation in the 

timing of intrastate branch deregulation from the 1970s 
through the 1990s. 
Ended following Riegle-Neal Act in 1994. 
 INTRA equals 1 for a BHC if the state in which it is 

headquartered has deregulated restrictions on 
intrastate branching (Dk,t ) 



2. Interstate bank deregulation 
States eased restrictions on BHCs in one state 

establishing capitalized subsidiaries in other states. 
States:  
Started in different years. 
State-specific process of bilateral and multilateral 

arrangements. 
Ended with the Riegle-Neal Act in 1994. 



Pattern of interstate banking 
deregulation: The case of Massachusetts 



2. Interstate bank deregulation: Dk,t  
1) INTERk,t  equal one for all BHCs headquartered in state 

k in the years after that state first allows interstate 
banking with at least one other state.  

2) Ln (# of States) k,t  equals the natural logarithm of one 
plus the number “foreign” states whose banks can enter 
state k in period t. 

3) Ln (# of States-Distance weighted)k,t  

 Everyone, except Goetz, Laeven, & Levine (2013), uses INTER 



3. Interstate branch deregulation  
After Riegle Neal, states had leeway in the timing of 

interstate branch deregulation between 1994 and 
1997. 
 INTER-BRANCH equals 1 if a BHC is headquartered in 

a state that allows BHCs from other states to establish 
branch networks. (Dk,t ) 



Illustrations 
The impact of deregulation on disclosure quality 



Illustrations and assessment of validity 
How did disclosure quality evolve before and after 
deregulation? 



D-LLPs & interstate deregulation 



The evolution of D-LLP / profits 



Basic results using Dk,t  
The impact of deregulation on D-LLPs 



Discretionary LLP and Deregulation 



These results hold when 
 Limiting the sample to non-expanding BHCs. 
 Limiting the sample to BHCs that remain in the sample for 

the entire period. 
 Conducting the analyses at the subsidiary level. 
 Controlling for loan types. 
 Controlling for BHC profitability. 



But, is it competition? 
 
These deregulations might influence disclosure 
quality through some channel other than 
competition. 

 
 



We offer a new approach 
Integrate the gravity model of competition into the 

interstate bank deregulation measure. 
 
That is, construct a deregulation-induced competition 

facing each bank in each time period: Db,k,t  

 
 



The intuition 
Consider the simplest example 



2 BHCs BHCs from these other states can 
enter: 

 
 
 
 



2 BHCs BHCs from these other states 
can enter: 
 
 
 
 
 
 
 
 
 
 
 
Arizona 
 

 
 
 



2 BHCs BHCs from these other states 
can enter: 
 
 
 
 
 
 
 
 
 
 
 
Arizona, Texas 
 

 
 
 



2 BHCs BHCs from these other 
states can enter: 
Oregon 
 
 
 
 
 
 
 
 
Arizona, Texas 
 

 
 



The intuition 
Now: 3 BHCs, 1 has a “domestic” subsidiary 



3 BHCs, 1 Sub BHCs from these other 
states can enter: 
  
 
 
 
 
 
 
 
 
  
 

 
 



3 BHCs, 1 Sub BHCs from these other 
states can enter: 
  
 
 
 
 
 
 
 
 
 Arizona 
 

 
 



3 BHCs, 1 Sub BHCs from these other 
states can enter: 
  
 
 
 
 
 
 
 
 
 Arizona, Texas 
 

 
 



The intuition 
Now: 3 BHCs, 1 opens a “foreign” subsidiary 



3 BHCs BHCs from these other 
states can enter: 
  
 
 
 
 
 
 
 
 
       
 

 
 



3 BHCs BHCs from these other 
states can enter: 
  
 
 
 
 
 
 
 
 
Arizona       
 

 
 



3 BHCs, 1 opens a 
“foreign” subsidiary BHCs from these other 

states can enter: 
  
 
 
 
 
 
 
Note: Arizona allows BHCs 
from Texas, New Mexico, 
and Colorado 
Arizona       
 

 
 
 



3 BHCs, 1 opens a 
“foreign” subsidiary BHCs from these other 

states can enter: 
  
 
 
 
 
 
 
Arizona further deregulates 
with New York, Illinois, etc. 
 
Arizona       
 

 
 



Formally: 
 Interstate bank competitive pressures facing 

subsidiary, s, in state j, in period t: 
 
 
 Interstate bank competitive pressures facing BHC, 

b, in state k in period t (identify all s within each b): 
 
 
 
Note, for each BHC in each period: 
 



D-LLPb,k,t = β1Db,k,t + γ’Xb,k,t + αb + αk,t +ub,k,t 



Economic magnitudes 
BHC_Distance: 1s.d. increase (1.8) reduces D-LLP 

by about 9% (1.8*0.05). 
 



Bank restatements 

Regulatory reforms and the manipulation of 
information disclosed to the public and regulators 



Bank restatements 
When a bank restates earnings, it means that the bank either 

intentionally or unintentionally misstated earnings. 
 
 Process and limitations. 
 Following Beatty and Liao (2014), we manually assemble data.  
 Data are only comprehensive and of high quality since 1993. 
 Thus, we only do this for INTER_BRANCH 



Financial restatements after 
interstate branch deregulation 



Conclusions 
Competition reduces bank opacity. 
 
Policies that interfere with bank competition hinder 

the private governance and official regulation of 
banks. 
 



Additional slides 
Extensions, robustness tests, etc. 



Determinants of deregulation 
  (1) (2)  (3) (4) (5) 

Dep Var INTER 
 

Ln(# of States) Ln(# of States – 
Distance Weighted)   

Ln(# of BHCs 
 from Other States) 

State Weighted D-LLPs one year 
before interstate deregulation 0.0094 0.0105  0.0820 0.0734 0.0955 

  (0.0081) (0.0104)  (0.0580) (0.0507) (0.0675) 
State Weighted D-LLPs two years 
before interstate deregulation  0.0022  0.0976 0.0848 0.1163 

   (0.0077)  (0.0773) (0.0658) (0.0914) 
State Weighted D-LLPs three years 
before interstate deregulation  0.0020  0.0365 0.0346 0.0423 

   (0.0072)  (0.0256) (0.0235) (0.0298) 
Controls Yes Yes  Yes Yes Yes 
N. of observations 310 275  275 275 275 

 



Re-do everything at sub-level 



Simple1st Step regression results 
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