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Executive Summary

Research Progress

The objectives of the UFANET network are to improve our understanding of the interaction between legal frameworks and financial market activity, as well as the effects that these have on economic efficiency and growth.  A second objective is to link research on law and finance with political economy.

In the second year of the RTN contract, the UFA network has made substantial progress towards achieving both of these objectives.  It has produced a significant amount of high-quality research in the research areas mentioned above, including:

· 36 Working Papers;

· 31 Journal Articles;

· 6 Book Chapters;

· 3 Books.

In addition, it has:

· lead to the inception of several new research projects between nodes members;

· held a third major network meeting in Oxford in September 2002, and planned a fourth one in Fontainebleau for January 2004;

· brought together economists, lawyers and regulators, and favoured particularly the participation of young researchers in each of its meetings.

Among the main analytical tasks undertaken by the teams participating in the Network, the following stand out:

(i) Corporate Governance

· Erik Berglöf (SITE) and Patrick Bolton (Princeton), and Marco Pagano and Giovanni Immordino (both Salerno), addressed the costs of enforcing the rule of law in separate studies

· Erik Berglöf and Mike Burkart (both SITE) contributed to the debate over Europe-wide takeover regulation

· Ernst-Ludwig von Thadden and Enrico C. Perotti (both CEPR) examined the political economy of corporate governance, comparing the level of shareholding among median voters with the attitude to regulation of the political majority

· Marco Becht (ECARES), Patrick Bolton and Ailsa Roell (both Princeton) conducted a cross-country comparison of legal and regulatory institutions

· Julian Franks (CEPR), Colin Mayer (Oxford) and Stefano Rossi undertook a study of the impact of the introduction of formal regulation in UK capital markets during the mid-twentieth century

· Cristina Vespro (ECARES), Guido Ferrarini and Niamh Moloney analysed executive remuneration

(ii) Bankruptcy
· Erik Berglöf (SITE), Gérard Roland (ECARES) and Ernst-Ludwig von Thadden (CEPR) integrated the problem of designing corporate bankruptcy rules into a theory of capital debt structure

· Julian Franks (CEPR) and Oren Sussman (Oxford) used a unique dataset to analyse how UK banks deal with small to medium sized distressed firms inside and outside bankruptcy

· Bruno Biais (IDEI) and Thomas Mariotti (IDEI) examined the relationship between credit and labour markets, and social welfare

· Howard Rosenthal (Princeton) and Stephen Nunez studied the politics of bankruptcy law reform in the USA

(iii) Market Organisation and Efficiency

· Yrjö Koskinen (SITE), Arturo Bris and Mattias Nilsson studied the changes in corporate valuation induced by the formation of economic and monetary union in Europe
· Ralf Elsas and Jan Pieter Krahnen (CFS) reviewed recent evidence regarding the special role of banks in the corporate governance of German firms
· Rafael Repullo (CEMFI) presented a dynamic model of imperfect competition in banking
· Patrick Legros (ECARES) and Nicolas Boccard (Salerno) developed a simple framework for analysing how competition affects the choice of audit structures in an oligopolistic insurance industry
Networking

The Network organised a network workshop (Oxford, September 2002), and has planned a forthcoming workshop in Fontainebleau (January 2004).  The Oxford workshop was highly successful in terms of participation and liveliness of debate, and facilitated interactions between economists, lawyers and regulators.  Planning of the Network’s research and dissemination agenda has been ensured throughout the Network’s life by a series of planning meetings, one in each of the Network’s workshops held so far.  Further Network activity can be expected through Network teams’ involvement in several ECGI events, in the European Summer Symposium in Financial Markets, and in the Second Oxford Summer Symposium in Finance.
Recruitment

In terms of recruitment, the Network has committed to providing 286 months by the end of the contract.  Of this, 239.5 months had been used by the end of the third year. 

1. Research Highlights

1.1 Scientific Highlights

Thirty-six months into the contract, work has advanced according to plan. The research results to date are discussed below.  The Network has its own website (http://www.cepr.org/research/networks/FERTN/), hosted as part of the CEPR site.  The website contains information on the people involved in the Network; research underway and papers produced; job vacancies within the Network; and dissemination of the Network’s output.  It also contains links to the teams’ own sites.

The degree of interaction and integration already achieved by this Network should not be underestimated: it has created a coherent group of researchers working in this particular area of economics.  Some of the Young Researchers presented papers at the Network workshop, and have further benefited from the opportunity to interact with Team Leaders and other senior team-participants who have pioneered academic work in this area.  In addition, efforts have be made to involve them in the wider CEPR network and encourage them to attend CEPR workshops and conferences other than those directly related to this Network.  It is hoped that this interaction will result in further collaborative publications in the later stages of the Network’s life, and should also widen the openings open to young researchers once they complete their period of employment under the Network’s auspices. 

Overall, the Network has progressed well in the first 36 months of its life.  84% of the total number of contracted man-months have been achieved. 

1.1.1 Corporate Governance

The basis for a functioning financial architecture is enforcement of the rule of law, but enforcement is often lacking even when governments have the necessary resources. Berglof (SITE) and Bolton (Princeton) propose a political economy model to analyse when rule of law is enforced and when it is not.  A core problem is that the benefits from enforcement of property rights primarily accrue to those with property. In the model citizens vote on expenditures for enforcement of rule of law and tax compliance, and an individual voter will only support the enforcement of rule of law (in the sense of property rights enforcement) if he or she has an ex-post economic interest in doing so. They identify a "development trap": without private investment there is no political constituency for enforcing property rights and if everyone anticipates no enforcement of property rights then there will be no investment. And there is another “chicken-and-egg” problem where financial development may help expand the support for the rule of law, and at the same time the financial sector will benefit from the rule of law enforcement.

In its quest for more corporate restructuring and a single market for capital, the European Commission is pushing for Europe-wide takeover regulation. Berglof (SITE) and Burkart (SITE) provide a framework for evaluating the effects of takeover regulation and apply this framework to some specific proposals in the European debate.  They show that the impact of these proposals often depends critically on the structure of ownership and control.  Moreover, they argue that while increased contestability of control is desirable hostile takeovers are a rather blunt instrument for achieving this.  The market for corporate control is only one of many corporate governance mechanisms to be honed in order to promote corporate restructuring in Europe.

In a related project by Mike Burkart (SITE) and Fausto Panunzi (Bologna), entitled "Mandatory Bids, Squeeze-out, Sell-out and the Dynamics of the Tender Offer Process", examines three aspects of the European Commission's draft directive (October 2002); the squeeze-out right, the sell-out right, and the requirement to set the price in a mandatory bid equal to the highest price paid in the 6 or 12 preceding months. Drawing on the existing literature, the project analyses these three new provisions. In takeovers of widely held targets, the squeeze-out right and the sell-out right have the potential to resolve the collective action problem among shareholders, thereby ensuring the success of value-increasing takeovers and the failure of value-decreasing takeovers. Unlike the sell-out right, the mandatory bid rule requires competition by the incumbent to provide additional shareholder protection. In firms with a dominant shareholder, the mandatory bid rule eliminates inefficient control transfers at the cost of discouraging more efficient control transfers. The benefits but not the costs of the mandatory bid rule tend to disappear when control is consolidated via dual class shares or pyramids or when control benefits are determined by either environment or firm characteristics (but not by the blockholder's identity).

In another project, Mike Burkart (SITE) and Fausto Panunzi (Bologna) extend and generalize their earlier findings on the relationship between outside ownership concentration and the quality of legal investor protection. More precisely, the project analyses the interaction between legal shareholder protection, managerial incentives, monitoring, and ownership concentration. Legal protection affects the expropriation of shareholders and the blockholder's incentives to monitor. Because monitoring weakens managerial incentives, both effects jointly determine the relationship between legal protection and ownership concentration. When legal protection facilitates monitoring better laws strengthen the monitoring incentives, and ownership concentration and legal protection are inversely related. By contrast, when legal protection and monitoring are substitutes better laws weaken the monitoring incentives, and the relationship between legal protection and ownership concentration is non monotonic. This holds irrespective of whether or not the large shareholder can reap private benefits. Moreover, better legal protection may exacerbate rather than alleviate the conflict of interest between large and small shareholders.
In two papers, coauthored respectively with Yrjo Koskinen (SITE) and Andrei Simonov (SITE), Giannetti (SITE) has explored whether the quality of investor protection affects portfolio choice. In a first theoretical paper, Giannetti (SITE) and Koskinen (SITE) develop a model where wealthy investors have an incentive to become controlling shareholders because they can earn additional benefits by expropriating outside shareholders. As a consequence, in countries where minority investor rights are poorly protected, both domestic and foreign portfolio investors have a disincentive to hold stocks. The model implies that differences in stock market participation rates across countries and the pervasiveness of home equity bias depend on the degree of investor protection. The authors provide international evidence on stock market participation rates, and holdings of domestic and foreign stocks consistent with the predictions of the model. Giannetti (SITE) and Simonov (SITE) provide further evidence on this point, showing that investors are less likely to hold stocks of companies with bad corporate governance in Sweden.

In more recent work, Giannetti (SITE) analyses how the economic and institutional environments affect managerial optimal contracts and explains some of the large international differences in CEO contracts. She shows that short-term contracts, which compensate managers only for short-term performance, may induce managers to choose suboptimal short-term projects, especially if there are expectations of long-run growth opportunities, and the level of visibility of the managerial productivity is high. Managers will choose the optimal long-term project if they are awarded long-term equity compensation. The share of long-term equity compensation awarded in an optimal contract is increasing in the expected long-run growth, and, the more so, in highly transparent countries or highly visible companies.

Berglof (SITE) and Pajuste (SITE) analyse the corporate governance arrangements emerging out of the transition process in Central and Eastern Europe. They point to an extraordinarily rapid concentration of ownership across all countries, independent of the privatisation and legal schemes implemented. The importance of monitoring by the large shareholder is reinforced by the weakness of other mechanisms for corporate governance. With strongly concentrated ownership and control, hostile takeovers and proxy fights are largely ineffective as disciplining devices. Similarly, boards of directors cannot be expected to play an independent role and the role of executive compensation schemes is more limited in companies controlled by a single shareholder. Moreover, litigation is not a successful, or reliable, mechanism in environments of weak legal enforcement, and large commercial banks have yet to become deeply involved in financing the corporate sector. 

Legislation affects corporate governance and the return to human and financial capital. In "The Political Economy of Bank and Equity Dominance", Ernst-Ludwig von Thadden and Enrico C. Perotti (both CEPR) allowed the preference of a political majority to determine both the governance structure and the extent of labour rents.  In a society where median voters have relatively more at stake in the form of human capital rather than financial wealth, they prefer a less risky environment even when this reduces profits, as labour rents are exposed to undiversifiable firm-specific risk.  Von Thadden and Perotti found that, in general, labour and lenders prefer less corporate risk, since their claims are a concave function of firm profitability.  This congruence of interests can lead the political majority to support bank over equity dominance.  As share-holdings by the median voters increase, the dominance structure will move towards favoring equity markets with riskier corporate strategies and higher profits. 

Corporate governance is concerned with the resolution of collective action problems among dispersed investors and the reconciliation of conflicts of interest between various corporate claimholders.  In "Corporate Governance and Control", Marco Becht (ECARES), Patrick Bolton and Ailsa Roell (both Princeton) reviewed the theoretical and empirical research on the main mechanisms of corporate control, discussed the main legal and regulatory institutions in different countries, and examined the comparative corporate governance literature.  A fundamental dilemma of corporate governance emerges from this overview: large shareholder intervention needs to be regulated to guarantee better small investor protection; but this may increase managerial discretion and scope for abuse.  Alternative methods of limiting abuse have yet to be proven effective. 

Laws are costly to enforce. Marco Pagano and Giovanni Immordino (both Salerno) have explored the implications of this principle in a model where the design of the laws and their enforcement are determined jointly. A benevolent government trades off the benefit of a stricter legal standard with the cost of its enforcement. Therefore, legal standards and enforcement are complementary, and increase in aggregate wealth. If bureaucrats are corruptible, the optimal legal standard is lower. With a self-interested government legal standards may be increasing in corruption, according to the "toll-booth view".  International evidence on environmental regulation shows that standards are correlated positively with enforcement and negatively with corruption.  Their findings are published in the CSEF Working Paper "Design and Enforcement of Legal Standards".

Julian Franks (CEPR), Colin Mayer (Oxford) and Stefano Rossi (LBS) have analysed the impact of the introduction of formal regulation in UK capital markets in the twentieth century in their paper "Ownership: Evolution and Regulation".  While we associate the UK with a high level of investor protection, this was not the case in the first half of the twentieth century - UK capital markets were marked by an absence of investor protection and few common law rights for minorities.  Notwithstanding this, securities markets flourished.  There were a large number of listed firms; companies issued substantial amounts of equity and inside ownership diminished rapidly.  Much of the equity issuance arose from share exchanges in mergers and acquisitions and these in turn were the main cause of dilution of inside ownership.  They relied on informal relations of trust between directors and shareholders.  When formal regulation (both statutory and self-regulation) was introduced in the second half of the century, it had no effect on equity issuance or dispersion.  Instead, it was associated with a much higher level of trading of shares as reflected in membership of controlling coalitions of shareholders and in the emergence of a market for corporate control.  These results cast doubt on the law and finance explanation of the development of financial markets and suggest that growth of equity and dispersion of ownership in the UK relied more on informal relations of trust than on formal systems of regulation. 

Cristina Vespro (ECARES) worked jointly with Aleksandra Gregoric (University of Ljubljana) during 2002 on the paper "Block Trades and the Benefits of Control in Slovenia", which was presented at the 5th International Conference on Enterprise in Transition" in Split, Croatia, May 2003.  They found that while large blockholders characterise governance systems in most Central and Eastern European countries, Slovenian corporate governance is still shaped by insider-outsider conflict, with none of the outside shareholders being strong enough to exercise active control.  There has been evidence of change, however, since the voting rights have been concentrating in the hands of domestic and foreign non-financial companies and financial holdings.  The Slovenian stock market seems to react to trades of substantial ownership stakes, even when they only transfer partial control.  Control in companies is evidently seen as valuable, and large shareholders expect to gain some private benefits from increasing their control power.  Against this, Vespro and Gregoric identified the main challenge, in the governance of these corporations, as the protection of minority investors against expropriation by those in control.

In "Executive Remuneration in the EU: Comparative Law and Practice", Cristina Vespro (ECARES), Guido Ferrarini (Genoa) and Niamh Moloney (Queen's University Belfast) examined the interconnection between pay and corporate governance approaches with respect to the different rules found across European legal systems.  They found that the role of public regulation is relatively important for disclosure of executive pay, while best practices and private codes generally have some impact on the way in which executive compensation is set for listed companies.  On the whole, there is some convergence in continental Europe towards the Anglo-American model.  The research data on reported pay practices for 2001 among FTSE Eurotop300 companies revealed a reliance on performance-based pay generally and a somewhat variable adoption of share options programmes and other equity-based incentive contracts, which are generating difficulties in dispersed ownership systems.  Vespro, Ferrarini and Moloney concluded that the executive pay problem may therefore be a particular cost of dispersed ownership, and the particular legal and policy responses, which are widely debated, are a feature of Anglo-American corporate governance.

1.1.2 Bankruptcy

Most of the literature has treated the design of securities and capital structure as separate from the design of bankruptcy rules.  Berglof (SITE), Roland (ECARES), and von Thadden (CEPR) integrated the problem of designing corporate bankruptcy rules into a theory of optimal debt structure.  The show that, in an incomplete-contracts framework with imperfect renegotiation, having multiple creditors increases a firm's debt capacity while increasing its incentives to default strategically.  The optimal debt contract gives creditors claims that are jointly inconsistent in case of default.  Bankruptcy rules, therefore, are a necessary part of the overall financing contract, to make claims consistent and to prevent a value reducing run for the assets of the firm.  It is not optimal to treat creditors asymmetrically in default, but creditors may be protected by different security rights.

Julian Franks (CEPR) and Oren Sussman (LBS) used a unique data set to analyse how UK banks deal with small to medium size distressed firms both inside and outside bankruptcy.  The approach to bankruptcy is contract-based, with lenders and borrowers relying on procedures written into the debt contract, and where the courts are largely uninvolved.  Franks and Sussman found that firms in the sample had highly concentrated debt structures and liquidation rights.  As a result, the rescue process was largely free of coordination failures and creditors’ runs.  They also found that the principal lender, ‘the bank’, made few concessions to the borrower and that there was a virtual absence of debt forgiveness. Finally, the bank relied heavily on the highly collateralised value of its loan in making the decision to place the distressed firm in bankruptcy.  This study has been published in the CEPR Discussion Paper "Financial Distress and Bank Restructuring of Small to Medium Size UK Companies".

In their paper "Credit, Wages and Bankruptcy Laws", Bruno Biais and Thomas Mariotti (both IDEI) examined the relationship between the credit and labour markets, and social welfare.  They studied the impact of different bankruptcy laws in general equilibrium, taking into account the interactions between the credit and labour markets, as well as wealth heterogeneity.  They found that soft bankruptcy laws often preclude liquidation, to avoid ex-post inefficiencies.  This worsens credit rationing, depresses investment and reduces aggregate leverage.  Yet they also argue that tough laws do not necessarily maximize social welfare or emerge from the legislative process.  Relatively rich agents can invest irrespective of the law, therefore rich agents favour soft laws that exclude poorer entrepreneurs from the market and thus reduce labour demand and wages.  This raises the pledgeable income of the entrepreneurs who still can raise funds, and thus lowers their liquidation rates and the associated inefficiencies.  Hence, a soft law can maximize social welfare. 

Bankruptcy Reform has been a major source of political conflict in the United States since the mid-1990s.  Stephen Nunez (Stanford) and Howard Rosenthal (Princeton) analysed floor and committee voting on bankruptcy bills in the House and Senate in 2001.  They addressed a number of substantive and theoretical questions.  Are voting decisions best understood as expressing ideology, or do either campaign contributions or local economic interests predominate? They found that ideology is highly significant.  Controlling for ideology, they also found that voting in the House of Representatives strongly reflects campaign contributions by members of the National Consumer Bankruptcy Coalition, an umbrella organisation for creditors.  (The lobby has recently changed its name to the Coalition for Responsible Bankruptcy Law.)  Similarly, the presence of unlimited homestead exemptions in a senator’s state significantly predicted Senate voting.  They also found that the pattern of contributions and the large majorities for the bill are only roughly consistent with the vote-buying model proposed by Groseclose and Snyder (1996).  In fact, the coalition garnered far fewer votes than would have been possible with optimal spot purchases.  Undoubtedly the coalition needed to pursue broader goals, such as convincing the Republican leadership to keep bankruptcy on the agenda.  What are appropriate formal model structures for understanding Congress?  Nunez and Rosenthal found that both the interaction of institutional structure and the liberal-conservative preferences of members, as emphasized by Krehbiel (1998) and bargaining, as described by Baron and Ferejohn (1989), are relevant to the evolution of legislation.  Do legislators engage in strategic behaviour, particularly with respect to formulating killer amendments, as emphasized by Riker (1980)?  The authors suggested that both homestead exemptions and the treatment of right-to-life abortion protestors may have killer properties.  They emphasised that kill opportunities exist not only within one chamber, as in most illustrations in the literature, but also across chambers.
1.1.3 Market Organisation and Efficiency

Yrjö Koskinen (SITE) co-authored “The Euro Is Good After All: Evidence from Corporate Valuations”, with Arturo Bris (Yale School of Management) and Mattias Nilsson (Stockholm Institute for Financial Research). In this paper, the authors study the changes in corporate valuation induced by the formation of Economic and Monetary Union (EMU) in Europe. They use corporate-level data from ten countries that adopted the euro, the three EU countries that did not join EMU, as well as Norway and Switzerland and show that the introduction of the euro has increased Tobin's Q-ratios in EMU countries by 7.4%. The effects prevail even if the decrease in long-term interest rates is accounted for. The increases in Tobin's Q are larger for firms that are ex-ante expected to benefit more, i.e. firms from countries that had weak currencies and firms that were exposed to intra-European currency risks. Finally, the increases are also more significant for firms that are financially unconstrained. The evidence provided in the paper supports the view that the introduction of the euro has lowered firms' cost of capital in EMU-countries.
Oxford University Press will shortly publish the book "The German Financial System", edited by Jan P. Krahnen and Reinhard H. Schmidt (both at CFS).  This volume on the German financial system provides both a descriptive survey of the present state of the system and a new analytical framework to explain its workings.  The book was written by a team of scholars, predominantly from the Centre for Financial Studies in Frankfurt.  It includes chapters on corporate governance, investor protection and capital market regulation.

Some of the most widely expressed myths about the German financial system are concerned with the close ties and intensive interaction between banks and firms, often described as Hausbank relationships. Links between banks and firms include direct shareholdings, board representation, and proxy voting and are particularly significant for corporate governance. Allegedly, these relationships promote investment and improve the performance of firms. Furthermore, German universal banks are believed to play a special role as large and informed monitoring investors (shareholders). However, for the very same reasons, German universal banks are frequently accused of abusing their influence on firms by exploiting rents and sustaining the entrenchment of firms against efficient transfers of firm control. In "Universal Banks and Relationships with Firms", Ralf Elsas (Florida) and Jan Pieter Krahnen (CFS) reviewed recent empirical evidence regarding the special role of banks for the corporate governance of German firms.  They differentiated between large exchange-listed firms and small and medium sized companies.  With respect to the role of banks in monitoring investors, the evidence does not unanimously support a special role for banks for large firms.  Only one study finds that banks' control of management goes beyond what non-bank shareholders achieve.  Proxy voting rights apparently do not provide a significant means for banks to exert management control.  Most of the recent evidence regarding small firms suggests that a Hausbank relationship can indeed be beneficial.  Hausbanks are more willing to sustain financing when borrower quality deteriorates, and they invest more often than arm's length banks in workouts if borrowers face financial distress. 

Over-allotment arrangements are nowadays part of almost any initial public offering.  The underwriting banks borrow stocks from the previous shareholders to issue more than the initially announced number of shares.  This is combined with the option to cover this short position at the issue price.  Stefanie A. Franzke and Christian Schlag (both CFS) presented empirical evidence on the value of these arrangements to the underwriters of initial public offerings on the Neuer Markt, in their paper "Over-Allotment Options in IPOs on Germany's Neuer Markt - An Empirical Investigation".  The over-allotment arrangement is regarded as a portfolio of a long call option and a short position in a forward contract on the stock, which is different from other approaches presented in the literature.  Given the economically substantial values for these option-like claims, Franzke and Schlag tried to identify benefits to previous shareholders or new investors when the company is using this instrument in the process of going public.  Although they carefully controlled for potential endogeneity problems, they found virtually no evidence for a reduction in underpricing for firms using over-allotment arrangements.  Furthermore, they did not find evidence for more pronounced price stabilization activities or better after-market performance for firms granting an over-allotment arrangement to the underwriting banks. 

In "Contractual Relations between European VC-Funds and Investors: The Reputation and Bargaining Power on Contractual Design", Daniel Schmidt and Mark Wahrenburg (both CFS) explored factors that influence the design of financing contracts between venture capital investors and European venture capital funds.  122 Private Placement Memoranda and 46 Partnership Agreements were investigated in respect to the use of covenant restrictions and compensation schemes.  Their analysis focused on the impact of two key factors: the reputation of VC-funds and changes in the overall demand for venture capital services.  They found that established funds are more severely restricted by contractual covenants.  This contradicts the conventional wisdom that assumes that established market participants care more about their reputation, have less incentive to behave opportunistically and therefore need less covenant restrictions.  They also found that managers of established funds are more often obliged to invest own capital alongside with investors money.  They interpreted this as evidence that established funds have actually less reason to care about their reputation as compared to young funds.  One reason for this surprising result could be that managers of established VC funds are older and closer to retirement and therefore put less weight on the effects of their actions on future business opportunities.  They also explored the effects of venture capital supply on contract design.  Gompers and Lerner (1996) showed that VC-funds in the US are able to reduce the number of restrictive covenants in years with high supply of venture capital, and interpret this as a result of increased bargaining power by VC-funds.  Schmidt and Wahrenburg did not find similar evidence for Europe.  Instead, they found that VC-funds received less base compensation and higher performance-related compensation in years with strong capital inflows into the VC industry.  This may be interpreted as a signal of overconfidence: strong investor demand seems to coincide with overoptimistic expectations by fund managers which make them willing to accept higher powered incentive schemes. 

In "Capital Requirements, Market Power and Risk-Taking in Banking", Rafael Repullo (CEMFI) presented a dynamic model of imperfect competition in banking where banks can invest in a prudent or a gambling asset.  He showed that if intermediation margins are small, the banks’ franchise values will be small, and in the absence of regulation only a gambling equilibrium will exist.  In this case, either flat-rate capital requirements or binding deposit rate ceilings can ensure the existence of a prudent equilibrium, although both have a negative impact on deposit rates.  Such impact does not obtain with either risk-based capital requirements or non-binding deposit rate ceilings, but only the former are always effective in controlling risk-shifting incentives.

In a second paper, "Loan Pricing Under Basel Capital Requirements", with Javier Suarez (also CEMFI), Rafael Repullo analysed the implications for the pricing of bank loans of the reform of capital regulation known as Basel II.  Repullo and Suarez considered a perfectly competitive market for business loans where, as in the model underlying the internal ratings based (IRB) approach of Basel II, a single risk factor explains the correlation in defaults across firms.  Their loan pricing equation implies that low-risk firms will achieve reductions in their loan rates by borrowing from banks adopting the IRB approach, while high-risk firms will avoid increases in their loan rates by borrowing from banks that adopt the less risk-sensitive standardised approach of Basel II.  They also showed that only an extremely high social cost of bank failure might justify the proposed IRB capital charges for high-risk loans.  This is partly because the margin income from performing loans is not counted as a buffer against credit losses.  Repullo and Suarez proposed a margin income correction for IRB capital requirements.
In "Entrepreneurs and New Ideas", Bruno Biais (IDEI) and Enrico C. Perotti (CEPR) examined the process of innovation.  Innovative ideas are novel combinations of productive resources potentially addressing an economic need (Schumpeter, 1926).  Even promising ideas can be unprofitable if the proposed combination fails on at least one dimension, for example if it is technically unfeasible or does not respond to a genuine customer need.  To screen good ideas the entrepreneur needs to hire experts who evaluate the idea along their dimensions of expertise.  Yet sharing the idea creates the risk that an expert would steal it. In this case, the idea-thief cannot contact any other expert, lest he should in turn steal the idea.  Thus idea stealing leads to incomplete screening and is unattractive if the information of the other expert is critical or highly complementary.  In such cases the entrepreneur can form a partnership with the experts.  Yet very valuable ideas cannot be shared because it is too tempting to steal them.
In "Moral Hazard and Capital Structure Dynamics", Mathias Dewatripont (ECARES), Patrick Legros (ECARES) and Steven A. Matthews (Pennsylvania) based a contracting theory for a start-up firm on an agency model with observable but nonverifiable effort, and renegotiable contracts.  They imposed two essential restrictions on simple contracts: the entrepreneur must be given limited liability, and the investor's earnings must not decrease in the realized profit of the firm.  All message game contracts with pure strategy equilibria (and no third parties) are considered.  Within this class of contracts/equilibria, and regardless of who has the renegotiating bargaining power, debt and convertible debt maximize the entrepreneur's incentives to exert effort.  These contracts are optimal if the entrepreneur has the bargaining power in renegotiation.  If the investor has the bargaining power, the same is true unless debt induces excessive effort.  In the latter case, a non-debt simple contract achieves efficiency – the non-contractibility of effort does not lower welfare.  Thus, when the non-contractibility of effort matters, the results mirror typical capital structure dynamics: an early use of debt claims, followed by a switch to equity-like claims. 
Patrick Legros (ECARES) and Nicolas Boccard (Salerno) have developed a simple framework for analysing how competition affects the choice of audit structures in an oligopolistic insurance industry.  They found that when the degree of competition increases, fraud increases but the response of the industry in terms of investment in audit quality follows a U-shaped pattern.  Following increases in competition, the investment in audit quality will decrease if the industry is initially in a low competition regime while it will increase when the industry is in a high competition regime.  Legros and Boccard used these results to show that firms will benefit from forming a joint audit agency only when the degree of competition is intermediate, and that cooperation might improve total welfare; they also analysed the effects of contract innovation on the performance of the industry.  Their results were published in the paper "Audit Competition in Insurance Oligopolies".

Anna-Maria Menichini (IDEI) derived the optimal principal-supervisor-agent relationship in an incomplete contract setting in her paper "Separation of Functions, Collusion and Supervisors Financial Participation".  She showed that while having a three-layer structure with full separation of tasks has no efficiency consequence under a complete contract, it becomes crucial under an incomplete contract and can even lead to a result of irrelevance of the contractual incompleteness.  When it is not possible to achieve this outcome, managers' non-compliance arises as equilibrium behaviour despite the presence of complying supervisors.  However, although always more efficient relative to a bilateral structure, the three-layer structure is prone to collusion and renegotiation.  Menichini found that the response to such drawbacks is to financially involve the supervisor in the venture, with the extent of participation depending on how costly it is to collude and renegotiate the contract terms.  Last, she derived the welfare properties of the various contract forms, showing that they depend on the relative scarcity of each form of financing (monitoring/non monitoring), on transaction costs of collusion and on the distribution of cash flows relative to the project size.  This allows the derivation of the conditions for the emergence of a bilateral structure, in which the financing and supervisory tasks are centralised on to the same subject.  Menichini also argued that riskier firms, with a high risk of collusive behaviour, are more likely to be financed by a single monitoring lender and thus face a higher cost of credit.

In "Bids and Allocations in European IPO Bookbuilding", Tim Jenkinson and Howard Jones (both Oxford) used evidence from a dataset of 27 European IPOs to analyse how investors bid and the factors that influence their allocations.  They gained access to the complete books for these deals – amounting to 5540 bids – and so were able to analyse directly how bids and allocations are related.  All the deals were private sector IPOs where the bookrunner was a leading European investment bank.  Jenkinson and Jones made use of a unique ranking of investor quality, associated with the likelihood of flipping the IPO, as produced by a group of US and European investment banks.  They found that 'high quality' investors are consistently favoured in allocation and in out-turn profits.  They also found that bids submitted through the bookrunner and large bids received better pro-rata allocations and higher average profits.  They found that a very small proportion of all bids submitted during the bookbuilding contain price limits – especially in hot IPOs – and, in contrast to Cornelli and Goldreich (2001), they did not find that such bids were favoured in terms of allocation. 
1.2 Joint Publications  

Berglöf, Erik (SITE) and Patrick Bolton (Princeton), 2002, “Law Enforcement, Fiscal responsibility and Financial Development,” Princeton University and SITE.

Berglöf, E. (SITE), G. Roland (ECARES) and E.-L. von Thadden (CEPR), 2002, “Bankruptcy and Debt Structure,” mimeo, Stockholm School of Economics (submitted to Journal of Political Economy).

Becht, Marco (ECARES), Patrick Bolton (Princeton) and Ailsa A. Roell (Princeton), "Corporate Governance and Control" (October 2002). ECGI - Finance Working Paper No. 02/2002. (http://ssrn.com/abstract=343461) 

Legros, Patrick (ECARES), Nicolas Boccard (Salerno), 2002, "Audit Competition in Insurance Oligopolies", CEPR Discussion Paper 3487

Biais, Bruno (IDEI) and Enrico C. Perotti (CEPR), 2002, "Machiavellian Privatization", American Economic Review

Biais, Bruno (IDEI) and Enrico C. Perotti (CEPR), 2003, "Entrepreneurs and New Ideas", CEPR Discussion Paper 3864

Suarez, Javier (CEMFI) and Enrico C. Perotti (CEPR), 2002, "Last Bank Standing: What do I Gain if You Fall", European Economic Review

Pagano, Marco (Salerno), Ailsa Roell (Princeton) and Josef Zechner (CEPR), 2002, "The Geography of Equity Listing: Why do Companies List Abroad", Journal of Finance

Mayer, Colin (Oxford), Julian Franks (CEPR) and Luis Correia da Silva (OXERA Finance), Asset Management and Investor Protection, Oxford University Press.

Mayer, Colin (Oxford), Julian Franks (CEPR) and Stefano Rossi (LBS), “Ownership: Evolution and Regulation”, 2003, Oxford Financial Research Centre (www.finance.ox.ac.uk) Working Paper.

Mayer, Colin (Oxford), Julian Franks (CEPR) and Stefano Rossi (LBS), “Spending less time with the family: The decline of family ownership in the UK”, 2003, Oxford Financial Research Centre (www.finance.ox.ac.uk) Working Paper, forthcoming in an NBER volume on family firms.

Franks, Julian (CEPR) and Oren Sussman (Oxford), 2003, "Financial Distress and Bank Restructuring of Small to Medium Size UK Companies", CEPR Discussion Paper 3915

1.3. Other related publications of the Network 

Berglöf, Erik (SITE) and Mike Burkart (SITE), 2003, “’Break-Through’ in European Takeover Regulation?”, Economic Policy.Vol. 36, 172-213

Berglof, Erik (SITE), and Anete Pajuste (SITE), 2003, “Corporate Governance in Central and Eastern Europe,” in P. Cornelius and B. Kogut, Global Competitiveness and Corporate Governance, Oxford University Press.

Burkart, Mike (SITE), "Family Firms" with Fausto Panunzi (Bologna) and Andrei Shleifer (Harvard), Journal of Finance, 58: 2173-2201, (2003).

Giannetti, Mariassunta (SITE) “Do better institutions mitigate agency problems? Evidence from corporate finance choices,” Journal of Financial and Quantitative Analysis, vol. 38-1, p.185-212, 2003.

Giannetti, Mariassunta (SITE) “Bank-firm relationships and contagious banking crises,” Journal of Money Credit and Banking, vol. 35-2, p. 239-261, 2003.

Giannetti, Mariassunta (SITE) and Andrei Simonov (SITE) “Which investors fear expropriation? Evidence from investors’ stock-picking”, CEPR Discussion Paper 3843, March 2003

Giannetti, Mariassunta (SITE) and Yrjo Koskinen (SITE) “Investor protection and equity-holdings: An explanation of two puzzles?”, CEPR Discussion Paper 4017 August 2003

Berglöf, E. (SITE), G. Roland (ECARES) and E.-L. von Thadden (CEPR), 2002, “Bankruptcy and Debt Structure,” mimeo, Stockholm School of Economics (submitted to Journal of Political Economy).

Berglöf, Erik (SITE) and Patrick Bolton (Princeton), 2002, “Law Enforcement, Fiscal responsibility and Financial Development,” Princeton University and SITE.

CFS

Krahnen, Jan Pieter (CFS) and Reinhard H. Schmidt (CFS) (eds.), 2003, The German Financial System, Oxford University Press, forthcoming.

Nowak, Eric (CFS), 2003, "Investor Protection and Capital Market Regulation in Germany", chapter in: Jan Pieter Krahnen and Reinhard H. Schmidt (Eds.), The German Financial System, Oxford University Press, forthcoming.

Schmidt, Reinhard H. (CFS) and Marc Tyrell (CFS), 2003, "What Constitutes a Financial System in General and the German Financial System in Particular?" in Jan Pieter Krahnen and Reinhard H. Schmidt (Eds.), The German Financial System, Oxford University Press, forthcoming.

Schmidt, Reinhard H. (CFS), "Corporate Governance in Germany - An Economic Perspective", in Jan Pieter Krahnen and Reinhard H. Schmidt (Eds.): The German Financial System, Oxford University Press, forthcoming.

Schmidt, Reinhard H. (CFS) and Gerald Spindler (Göttingen), 2003, "Path Dependence and Complementarity" in Jeffrey Gordon and Mark Roe (eds.), Convergence and Persistence of Corporate Governance Systems, Cambridge University Press, forthcoming.
Nowak, Eric (CFS) and Olaf Ehrhardt (Humboldt), 2003, "The Effect of IPOs on German Family-Owned Firms: Governance Changes, Ownership Structure, and Performance", Journal of Small Business Management, Vol. 41 (2), April, 222-232.

Nowak, Eric (CFS) and Olaf Ehrhardt (Humboldt), 2003, "Private Kontrollrenten in deutschen Familienunternehmen", Die Betriebswirtschaft (DBW), Vol. 63 (4), 361-375.

Schmidt, Reinhard H. (CFS), Andreas Hackethal (CFS) and Valentin Marinov (CFS), 2003, "Bulgarien – Gestärkt aus der Systemkrise Hervorgegangen", Die Bank 8, 511-15.

Schmidt, Reinhard H. (CFS), Andreas Hackethal (CFS) and Marc Tyrell (CFS), 2003, "Corporate Governance in Germany: Transition to a Modern Capital Market-Based System?", Journal of Institutional and Theoretical Economics 159 (4), forthcoming.

Schmidt, Reinhard H. (CFS) and Ingo Tschach, (CFS), 2003, "Development Finance as a System of Incentives", German Economic Review, forthcoming.

Elsas, Ralf (CFS) and Jan Pieter Krahnen (CFS), Universal Banks and Relationships with Firms, Center for Financial Studies Working Paper 2003/20.

Escrihuela-Villar, Marc (CFS), 2003, “Mergers in a Partially Cartelised Market”, Journal of Instituto Valenciano de Investigaciones Económicas 2003-29.

Franzke, Stefanie (CFS) and Christian Schlag (CFS), 2002, "Over-Allotment Options in IPOs on Germany's Neuer Markt - An Empirical Investigation", Center for Financial Studies Working Paper 2002/16.

Franzke, Stefanie (CFS), Stefanie Grohs (CFS) and Christian Laux (CFS) 2003, "Initial Public Offerings and Venture Capital in Germany", Center for Financial Studies Working Paper 2003/26.

Wahrenburg, Mark (CFS) and Daniel Schmidt (CFS), 2003, "Contractual Relations between European VC-Funds and Investors: The Impact of Reputation and Bargaining Power on Contractual Design, Center for Financial Studies Working Paper 2003/15

CEMFI

Repullo, Rafael (CEMFI), 2003, “Capital Requirements, Market Power, and Risk-Taking in Banking,” Journal of Financial Intermediation, forthcoming, and CEPR Discussion Paper 3721.

Repullo, Rafael (CEMFI) and Javier Suarez (CEMFI), 2003, “Loan Pricing Under Basel Capital Requirements", CEPR Discussion Paper No. 3917.

Suarez, Javier (CEMFI) and Enrico C. Perotti (CEPR), 2002, "Last Bank Standing: What do I Gain if You Fall", European Economic Review
CEPR

Von Thadden, Ernst-Ludwig (CEPR) and Enrico C. Perotti (CEPR), 2003, "The Political Economy of Bank and Equity Dominance", CEPR Discussion Paper 3914

Berglöf, E. (SITE), G. Roland (ECARES) and E.-L. von Thadden (CEPR), 2002, “Bankruptcy and Debt Structure,” mimeo, Stockholm School of Economics (submitted to Journal of Political Economy).

Biais, Bruno (IDEI) and Enrico C. Perotti (CEPR), 2002, "Machiavellian Privatization", American Economic Review

Biais, Bruno (IDEI) and Enrico C. Perotti (CEPR), 2003, "Entrepreneurs and New Ideas", CEPR Discussion Paper 3864

Suarez, Javier (CEMFI) and Enrico C. Perotti (CEPR), 2002, "Last Bank Standing: What do I Gain if You Fall", European Economic Review
Pagano, Marco (Salerno), Ailsa Roell (Princeton) and Josef Zechner (CEPR), 2002, "The Geography of Equity Listing: Why do Companies List Abroad", Journal of Finance

Mayer, Colin (Oxford), Julian Franks (CEPR) and Luis Correia da Silva (OXERA Finance), Asset Management and Investor Protection, Oxford University Press.

Mayer, Colin (Oxford), Julian Franks (CEPR) and Stefano Rossi (LBS), “Ownership: Evolution and Regulation”, 2003, Oxford Financial Research Centre (www.finance.ox.ac.uk) Working Paper.

Mayer, Colin (Oxford), Julian Franks (CEPR) and Stefano Rossi (LBS), “Spending less time with the family: The decline of family ownership in the UK”, 2003, Oxford Financial Research Centre (www.finance.ox.ac.uk) Working Paper, forthcoming in an NBER volume on family firms.

Franks, Julian (CEPR) and Oren Sussman (Oxford), 2003, "Financial Distress and Bank Restructuring of Small to Medium Size UK Companies", CEPR Discussion Paper 3915

ECARES

Becht, Marco (ECARES), Patrick Bolton (Princeton) and Ailsa A. Roell (Princeton), "Corporate Governance and Control" (October 2002). ECGI - Finance Working Paper No. 02/2002. (http://ssrn.com/abstract=343461) 

Berglöf, E. (SITE), G. Roland (ECARES) and E.-L. von Thadden (CEPR), 2002, “Bankruptcy and Debt Structure,” mimeo, Stockholm School of Economics (submitted to Journal of Political Economy)

Legros, Patrick (ECARES), Mathias Dewatripont (ECARES) and Steven A. Matthews (Pennsylvania), 2002, "Moral Hazard and Capital Structure Dynamics", CEPR Discussion Paper 3487

Legros, Patrick (ECARES), Nicolas Boccard (Salerno), 2002, "Audit Competition in Insurance Oligopolies", CEPR Discussion Paper 3487

IDEI

Biais, Bruno (IDEI), and Thomas Mariotti (IDEI), 2003, "Credit, Wages and Bankruptcy Laws", CEPR Discussion Paper 3996

Menichini, Anna Maria (IDEI), 2003, "Separation of Functions, Collusion and Supervisors Financial Participation", CSEF Working Paper 109

Biais, Bruno (IDEI) and Enrico C. Perotti (CEPR), 2002, "Machiavellian Privatization", American Economic Review

Biais, Bruno (IDEI) and Enrico C. Perotti (CEPR), 2003, "Entrepreneurs and New Ideas", CEPR Discussion Paper 3864

Salerno

Bennardo, Alberto (Salerno) and Pierre-André Chiappori (Chicago), “Bertrand and Walras Equilibria with Moral Hazard”, Journal of Political Economy, forthcoming

Immordino, Giovanni (Salerno) and Marco Pagano (Salerno), “Design and Enforcement of Legal Standards”, CSEF Working Papers Nr. 98, 2003
Pagano, Marco (Salerno) and Andrew Ellul (Indiana), “IPO Underpricing and After-market Liquidity”, CSEF Working Papers Nr. 99, 2003
Steinberger, Thomas (Salerno), “Financial Contracting and Macroeconomic Stability”, CSEF Working Papers Nr. 104, 2003

Utrero-Gonzalez, Natalia (Salerno), “Legal Environment, Capital Structure And Firm Growth: International Evidence From Industry Data”, Carlos III Business Economics Working Papers, 02/19

Utrero-Gonzalez, Natalia (Salerno), “Investment and institutional variables: Evidence from international industry data“, mimeo, Università di Salerno

Legros, Patrick (ECARES), Nicolas Boccard (Salerno), 2002, "Audit Competition in Insurance Oligopolies", CEPR Discussion Paper 3487

Pagano, Marco (Salerno), Ailsa Roell (Princeton) and Josef Zechner (CEPR), 2002, "The Geography of Equity Listing: Why do Companies List Abroad", Journal of Finance
Oxford

Guembel, Alexander (Oxford), “Herding in Delegated Portfolio Management: When is Comparative Performance Information Desirable?”, forthcoming, European Economic Review.

Guembel, Alexander (Oxford) and Lucy White (Harvard Business School), “Good Cop, Bad Cop: Complementarities between Debt and Equity in Disciplining Management” 

Guembel, Alexander (Oxford) and itay Goldstein (Duke University), “Manipulation, the Allocational Role of Prices and Production Externalities”

Jenkinson, Tim (Oxford) and Howard Jones (Oxford), “Bids and Allocations in European IPO Bookbuilding” (2003), CEPR Discussion Paper 3644; Forthcoming in the Journal of Finance.

Jenkinson, Tim (Oxford), Alexander Ljungqvist (New York) and William Wilhelm (Oxford), “Global Integration in Primary Equity Markets: the Role of U.S. Banks and U.S. Investors” Review of Financial Studies, (2003) 16(1), 63-99. Reprinted in Jay Ritter (ed.) 2(2004) Recent Developments in Corporate Finance (Edward Elgar).

Jenkinson, Tim (Oxford), “Private Finance”, Oxford Review of Economic Policy 19(2), 323-334.

Jenkinson, Tim (Oxford), Alan Morrison (Oxford) and W. Wilhelm (Oxford), "Why are European IPOs so Rarely Priced Outside the Indicative Price Range?” (2003), working paper.

Jenkinson, Tim (Oxford) and Leonie Bell (Oxford), “New evidence on the impact of dividend taxation and on the identity of the marginal investor.” Journal of Finance 57(3), 1321-1346. Nominated for the Smith Breedon Prize awarded by the American Finance Association.

Mayer, Colin (Oxford) and Wendy Carlin, “Finance, Investment and Growth”, Journal of Financial Economics, 69, 191-226.

Mayer, Colin (Oxford), Julian Franks (CEPR) and Luis Correia da Silva (OXERA Finance), Asset Management and Investor Protection, Oxford University Press.

Mayer, Colin (Oxford), Julian Franks (CEPR) and Stefano Rossi (LBS), “Ownership: Evolution and Regulation”, 2003, Oxford Financial Research Centre (www.finance.ox.ac.uk) Working Paper.

Mayer, Colin (Oxford), Julian Franks (CEPR) and Stefano Rossi (LBS), “Spending less time with the family: The decline of family ownership in the UK”, 2003, Oxford Financial Research Centre (www.finance.ox.ac.uk) Working Paper, forthcoming in an NBER volume on family firms.

Mayer, Colin (Oxford) and Oren Sussman (Oxford), “A New Test of Capital Structure”, 2003, Oxford Financial Research Centre Working Paper.

Morrison, Alan (Oxford), "The Economics of Capital Regulation in Financial Conglomerates", Geneva Papers on Risk and Insurance 28(3), July 2003

Morrison, Alan (Oxford), "Credit Derivatives, Disintermediation and Investment Decisions", Journal of Business, forthcoming

Morrison, Alan (Oxford), "Competition and Information Production in Market Maker Models", Journal of Business, Finance and Accounting forthcoming

Morrison, Alan (Oxford), "Banking Licenses, Bailouts and Regulator Ability", Scottish Journal of Political Economy forthcoming

Tsomocos, Dimitrios (Oxford), “Equilibrium Analysis, Banking, and Financial Instability”, Journal of Mathematical Economics, Volume 39, Issues 5-6, Pages 619-655, July 2003.

Tsomocos, Dimitrios (Oxford), “Equilibrium Analysis, Banking, Contagion and Financial Fragility”, Bank of England Working Paper Series #175, 2003.

Tsomocos, Dimitrios (Oxford), E. Catarineu-Rabell (UPF Barcelona) and P. Jackson (Bank of England), “Procyclicality and the New Basel Accord – Banks’ Choice of Loan Rating System”, Bank of England W.P. Series #181, 2003 (also in Federal Reserve of Boston Conference Series, Proceedings 2002).

Tsomocos, Dimitrios (Oxford), C.A.E. Goodhart (LSE) and T. Sunirand (LSE), “A Model to Analyse Financial Fragility”, Oxford Financial Research Centre 2003-FE-13, University of Oxford, Said Business School, 2003.

Tsomocos, Dimitrios (Oxford), C.A.E. Goodhart (LSE) and T. Sunirand (LSE), “A Model to Analyse Financial Fragility: Applications”, mimeo, University of Oxford, Said Business School, 2003.

Tsomocos, Dimitrios (Oxford), Sudipto Bhattacharya (LSE), Charles A. Goodhart (LSE) and Pojanart Sunirand (LSE), “Sequential Contagion, Default and Relative Performance”, (with S. Bhattacharya, C.A.E. Goodhart and P. Sunirand), mimeo, University of Oxford, Said Business School, 2003.

Tsomocos, Dimitrios (Oxford) and Xavier Freixas (UPF Barcelona), “Book vs. Fair Value Accounting, the Role of Banks and Financial Markets Incompleteness”, mimeo, University of Oxford, Said Business School, 2002.

Franks, Julian (CEPR) and Oren Sussman (Oxford), 2003, "Financial Distress and Bank Restructuring of Small to Medium Size UK Companies", CEPR Discussion Paper 3915

Princeton

Nunez, S (Stanford). and H. Rosenthal (Princeton), "Bankruptcy Reform in Congress: Creditors Committees, Ideology, and Floor Voting in the Legislative Process", presented in September 2002 at the Oxford UFA conference, and forthcoming in the Journal of Law, Economics, and Organization. 

Bolton, P. (Princeton) and H. Rosenthal (Princeton), "Political Intervention in Debt Contracts", Journal of Political Economy, October 2002

Berglöf, Erik (SITE) and Patrick Bolton (Princeton), 2002, “Law Enforcement, Fiscal responsibility and Financial Development,” Princeton University and SITE.

Becht, Marco (ECARES), Patrick Bolton (Princeton) and Ailsa A. Roell (Princeton), "Corporate Governance and Control" (October 2002). ECGI - Finance Working Paper No. 02/2002. (http://ssrn.com/abstract=343461) 

Pagano, Marco (Salerno), Ailsa Roell (Princeton) and Josef Zechner (CEPR), 2002, "The Geography of Equity Listing: Why do Companies List Abroad", Journal of Finance

Yale

Romano, Roberta (Yale), "Advantage of Competitive Federalism for Securities Regulation", AEI Press 2002

Romano, Roberta (Yale), "Does Confidential Voting by Proxy Matter", 32, Journal of Legal Studies, 465 (2003)

Romano, Roberta (Yale) and Sanjai Bhagat (Leeds School of Business), "Event Studies and the Law: Part II – Empirical Studies of Corporate Law", 4, American Law and Economics Review (2002) 380

Comparison with the joint Programme of work

1.3 Research Objectives

The research objectives remain as they were at the beginning of the project. In particular, the network strives to improve our understanding of the interaction between legal and political frameworks and financial arrangements, and their effect on economic efficiency and growth. In pursuit of this objective, the network evolves around a number of research projects expanding and deepening the characterisation of legal rules and financial arrangements.  Knowledge about these institutions is required to characterise and to compare financial systems, in particular with respect to ownership and control, and creditor protection.  This knowledge is also instrumental for advising/counselling on pan-European initiatives to develop and improve Europe's financial architecture.  A secondary objective of the research network has been to improve our understanding of the dynamics of financial system development, requiring to add the political economy dimension, and to endogenise the role of different classes of stakeholders.  Understanding a possible interaction between stakeholder interest and the political decision process is probably essential to understanding and guiding the development of Europe's financial architecture.

1.4 Research method 

The methodological approach remains as it was in the original proposal, while the work plan also remains on track.  The participating researchers want to make use of the theoretical tools in financial economics and recently available data to shed light on the complex interplay between law and finance.  This involves the development of applied theoretical models, the use and possibly extension of micro-data sets on European financial markets and institutions, the attempt to carry out comparative international studies, the involvement of law faculty, and the general interest in conclusions relating to major policy issues facing Europe´s financial markets.

2.3
Work Plan
The work plan has been divided into tasks as listed, with the teams that have worked on each task during the third reporting period listed below.

Corporate Governance

The original workplan foresaw work in five areas:

1. One, theoretical and empirical work on the balance between different stakeholders in corporate governance; 

SITE

2. Completion of the analysis of corporate control patterns in the European Union;

SITE, CFS, CEPR, Oxford and ECARES

3. Collection and analysis of ownership and control data for candidate countries in Central and Eastern Europe

SITE and ECARES

4. Work on corporate governance patterns across countries; 

ECARES and Princeton

5. Work on the political economy of corporate governance;

SITE, Princeton, CEPR and Salerno

Bankruptcy
The original workplan foresaw work in four areas:

1. Efficiency properties of existing and proposed bankruptcy procedures;

IDEI, SITE, ECARES and CEPR

2. The role of courts and legislators in legal evolution;

Princeton and Yale

3. Creditor protection and enforcement;

SITE, CEPR and Salerno.

4. Political Economy of bankruptcy;

CEPR and Princeton

Market Organisation and Efficiency

The original workplan foresaw work in four areas:

1. Liquidity, control and the integration of European stock markets;

Oxford, SITE and CFS

2. Legal systems, financial systems and real activity;

CEPR, CEMFI, CFS, Yale and IDEI

3. Evolution of financial systems and efficiency;

ECARES, Salerno, IDEI, CFS, CEMFI

4. Political economy of market organisation and efficiency;

CEPR

2.4. Organisation and Management

1.4.1  Organisation and Management

The Network is coordinated by Professor Erik Berglöf of SITE, Stockholm School of Economics.  Together with CEPR staff, Berglöf ensures that communication among the participating institutions is effective and monitors the network’s progress in achieving its objectives.  He was also responsible for preparing for the Network’s Mid-Term Review in conjunction with Marco Pagano (Salerno) with contributions from all the team leaders.

The dissemination of the research of the Network was planned to take place in the first instance through CEPR’s Discussion Paper Series, in order that papers receive the widest possible professional scrutiny, both in the research and the policy communities.  On average 500 copies of each Discussion Paper are circulated throughout Europe and the rest of the world.  CEPR Discussion Papers are also abstracted widely, and summaries of the papers are also distributed on a monthly basis by electronic mail to over 3,000 individuals.  Each Discussion Paper appears on CEPR’s webpage.  Highlights of the Centre’s research are featured in its newsletter European Economic Perspectives, which is distributed to over 10,000 members of the policy community and the private sector world-wide. 

During the third year of the Network’s activities 10 CEPR Discussion Papers emanating from the Network were circulated. 

The Network also has its own website, which appears as part of the CEPR page, at the address http://www.cepr.org/research/networks/FERTN/.  The web page contains details of the Network’s research, publications and meetings, in addition to a full list of the people involved at each node.

Additional dissemination of some of the Network’s research was achieved through the European Corporate Governance Institute (ECGI), for research concerning corporate governance issues, and the recently created ECB Financial Research Network, especially for issues concerning European financial integration and the architecture of the European financial system.

2.4.2. Network meetings and workshops

The Network structure has been very instrumental in fostering collaboration in research and scientific interaction.  Network members have met at various workshops and conferences during the course of this project, including: 

Planning Meetings

The third Network planning meeting took place during the Network workshop in Oxford.  The team-leaders reviewed progress to date and discussed future plans.  A further planning meeting took place at the European Summer Symposium in Financial Markets held in Gerzensee, and members of the network also met at the CEPR/CREI event Financial Structure and Monetary Policy Channels.  Furthermore, the mid-term review for the network also took place during this reporting period.

Network Workshops

The third network workshop titled “Understanding Financial Architecture: Financial Structure and Bankruptcy” – organised by Bruno Biais (Université des Sciences Sociales de Toulouse and CEPR), Colin Mayer (Saïd Business School, University of Oxford), Marco Pagano (Università di Salerno and CEPR), Oren Sussman (Saïd Business School, University of Oxford), and Ernst-Ludwig von Thadden (Université de Lausanne and CEPR) – took place at Saïd Business School, University of Oxford, during September 13-14.  This event, which involved over 100 participants, provided a useful forum for academics, lawyers, and policymakers from across Europe and the United States to engage in an interdisciplinary discussion on the relationship between financial structure and bankruptcy.  The conference took a rather unusual format, with each session comprising a presentation of the paper by a participant who is not the author, followed by the discussant’s comment, a general discussion by the audience, and finally a response by the author.  While the papers by legal scholars offered new perspectives on the evolution of the existing corporate and bankruptcy laws, research by economists aimed at clarifying how the legal regimes affect economic incentives and outcomes.  The strong conclusion that emerged from this conference is that active exchange between legal and economic disciplines holds the key to further our understanding of the link between financial structure and bankruptcy.

The mid-term review for the network was held before the third network workshop in Oxford.
Other Conferences and Workshops

European Summer Symposium in Financial Markets

The thirteenth CEPR/Studienzentrum Gerzensee European Summer Symposium in Financial Markets (ESSFM) comprised daily seminars in which participants presented their work and less formal seminars scheduled at the beginning of the Symposium.  A substantial amount of time was reserved for independent work and collaborative research, which provided participants with a unique opportunity to interact and discuss each other’s research.  In addition, several mornings were devoted to 'focus sessions', each of which concentrated on the latest developments in a specific area of research.

Second Oxford Summer Symposium in Finance

This brought together leading researchers in finance from across the world for a ten-day period in Oxford.  Participants from the RTN network included Bruno Biais (IDEI) who gave a paper on “Credit Wages and Bankruptcy Laws” and Xavier Freixas (CEPR) who delivered the Deutsche Bank lecture on European Financial Integration.  Marco Becht (ECARES) attended the Symposium and delivered a series of lectures on Corporate Governance.

European Corporate Governance Institute events:

· 25-26 July 2003, 2nd Humboldt Forum on Corporate Governance, Berlin

· 9-10 July 2003, Euro 50 Group Roundtable: "Corporate Governance in the Financial Sector"

· 13 June 2003, ECGI Session on Executive Remuneration at the European Financial Markets Convention

· 29-31 May 2003, A Modern Regulatory Framework for Company Law in Europe

· 4 March 2003, The Challenge of the 13th Takeover Directive in Europe

· 15 January 2003, ECGI General Assembly and Panel Discussion: "The Future of Corporate Governance in Europe Post-Enron"

In addition, network researchers presented work at the following events:

· CEPR Conference on Organisational Behaviour, Structure and Change, Toulouse; 

· Chicago Fed Conference on Banking Structure and Competition; 

· Conference on Entrepreneurship, Venture Capital and IPO, Stern School of Business, NYU;

· European Central Bank Conference on European Financial Integration, Bank of Finland;

· European Central Bank Conference on European Financial Integration, Bank of Greece;

· European Economic Association;

· European Finance Association;

· European Meeting of the Econometric Society;

· Georgia Tech International Finance Conference;

· NBER Conference on Corporate Governance;

· North American Summer Meeting of the Econometric Society;

· Western Finance Association;

· NBER Summer Institute;
· ECB-CFS Workshop on Financial Integration in Europe;
· Swedish Network on European Studies.
Details of the major conferences and workshops are given below:

Date
Location
Details

12/09/02
Oxford
Mid-Term Review

13/09/02
Oxford
Understanding Financial Architecture: Financial Structure and Bankruptcy

21/07/03
Gerzensee
European Summer Symposium in Financial Markets

June 2003
Oxford
The Second Oxford Summer Symposium in Finance

2.4.3. Networking 

Several teams hosted visits from other team members during the third year of the project.

Date
Person visiting
Place of visit

-
Issam Hallak (CFS)
Said Business School, Oxford

-
Issam Hallak (CFS)
CSEF, University of Salerno

-
Ernst-Ludwig von Thadden (CEPR)
Said Business School, Oxford

-
Enrico Perotti (CEPR)
Said Business School, Oxford

-
Enrique Sentana (CEMFI)
Said Business School, Oxford

-
Alan Schwartz (Yale Law School)
Said Business School, Oxford

September 2002 
Alexander Guembel (Oxford)
IDEI, Toulouse

April 2003
Alexander Guembel (Oxford)
IDEI, Toulouse

April - June 2003
Marco Pagnozzi (Salerno)
Said Business School, Oxford





1.5 Training

1.5.1  The measures taken to publicise vacant positions

Advertisements of vacant positions within the network have been 

· published in Financial Economics Network (FEN) job opportunities service,

· published in Job Openings for Economists,

· publicised throughout CEPR research network.

1.5.2 Progress in recruitment of young researchers (pre- and post-doc)

Participant
Contract deliverable of Young  Researchers to be financed by the contract (person- months)
Young Researchers financed by the contract so far (person-months)


Pre-doc (a)
Post-doc (b)
Total (a+b)
Pre-doc    (c)
Post-doc (d)
Total (c+d)

SITE
12
25
37
0
46
46

CFS
23
18
41
7.5
18
25.5

CEMFI
26
24
50
3
3
6

CEPR
0
0
0
0
0
0

ECARES
33
0
33
45
0
45

IDEI
9
24
33
33
17
50

SALERNO
27
24
51
0
32
32

OXFORD


11
30
41
12
23
35

TOTAL
141
145
286
100.5
139
239.5

The above table shows that the Network has committed to providing 286 months by the end of the contract.  Of this, 239.5 months have been used by the end of the third year.

1.5.3 Comment on progress of recruitment to date

1.5.3.1 SITE

Mariassunta Giannetti has used 36 out of 37 months by 31 August 2003.  SITE received last period from CEMFI 12 months out of which 10 months had been used by 31 August 2003.

1.5.3.2 CFS

1.5.3.3 CEMFI

1.5.3.4 ECARES

1.5.3.5 IDEI

1.5.3.6 Salerno

1.5.3.7 Oxford

Magueye Dia’s contract as a research fellow on the project was renewed until the beginning of September 2003.  He revised his paper entitled “Liquidity and Price Formation for Infrequently Traded Stocks”.  The revision includes a new theoretical model considering non-revealing equilibrium and a replication of the analysis on stocks listed on the fixing market of the Paris bourse to get an external validation of the results on the role of the pre-opening period on the price and liquidity formation.

2.5.4. Integration into the research programme
The methods used to integrate the young researchers into the work of the Network include:

· cross-node supervision

· visits of researchers to other Network partners 

· participation in Network workshops; young researchers are encouraged to chair sessions and act as discussants in addition to presenting their own research

· encouragement to participate in international conferences, including non-Network CEPR events which are related to the young researchers’ work joint research initiatives 

· opportunities to gain teaching experience

· summer schools
1.5.4 Special measures being undertaken to train young researchers

Young Researchers who become affiliated to the Network also gain from their inclusion in other CEPR activities, including workshops, conferences and the possibility to submit Discussion Papers to the CEPR series. Furthermore, through this inclusion they gain exposure to the high-level international academic economists who participate in CEPR events.

Connections with industry

In the context of the work of this Network, 'Industry' can be taken to mean the public and private sector policy community, including central banks, government departments, international institutions etc. Examples of industry representatives who have participated in several meetings where the work of the Network has been represented are as follows:

The ECB has launched a network initiative that attempts to bridge the gap between academic research and central bank research on the topic of 'Capital Markets and Financial Intergration in Europe'. CFS is a co-organiser, and several UFANet-teamleaders are actively involved, notably in the steering committee (J. Krahnen (CFS), C. Mayer (Oxford), M. Pagano (Salerno)).  The agenda is closely related to UFANet's programme with an eye on policy maker involvement.

CFS has continued to work on unique industry data sets, in particular on the lending and the insurance industry. Both will help to understand elements of the financial architecture that have not been in the limelight of research to date.

Repullo (CEMFI) has presented his work with Suarez (CEMFI) on loan pricing under Basel capital requirements at the Bank of England, the Federal Reserve Board, and the European Central Bank.

In the area of corporate governance, Network researchers established a wide range of contacts to industry by contributing to the activities of the European Corporate Governance Institute (ECGI). Research output of the Network was presented, for example, to the annual conference of the Federation of European Securities Exchanges (EFMC 2002, see www.fese.org), to senior corporate councel in Germany (at Deutsches Aktieninstitut in Frankfurt), corporate governance meetings of the European Association of Financial Analysts and of Deutsche Bank (Berlin) and to Swiss pension fund managers (Lofi Forum, Bern). The Chubb Insurance Company of Europe S.A. distributed 290 copies of the book "The Control of Corporate Europe" to the business people and policy makers attending the launch of the ECGI in Brussels (January 2002) and provided additional copies for the first 100 members of ECGI, many from industry (see www.ecgi.org for a complete membership list). 

Network researchers also assisted in building up the institutional membership base of ECGI. All members are invited to an annual event and researchers interact with them on other occasions. From the Group of FT500 companies (the 500 most valuable listed companies in Europe) this includes : Allianz Group (Germany), bp plc (UK), BT Group plc (UK), Centrobanca - Banca di Credito Finanziario e Mobiliare (Italy), Deutsche Bank AG (Germany), Fortis (Belgium), L'Oréal (France), Nokia (Finland), Nordea (Denmark), Norsk Hydro ASA (Norway), Pearson plc (UK), PIRELLI & C. S.p.A. (Italy), Santander Central Hispano Group (Spain), Solvay S.A. (Belgium), SONAE SGPS SA (Portugal), Telecom Italia Mobile (Italy), ThyssenKrupp (Germany).

2. Difficulties

There were no major difficulties during the reporting period.

Annex 1

Understanding Financial Architecture: Financial Structure and Bankruptcy

Oxford, 13/14 September 2002
Programme

Each session will comprise a 25 minute presentation of the paper by a conference participant who is not the author, a 15 minute comment by a discussant, a 20 minute general discussion finishing with a 10 minute response by the author.

Thursday 12 September

19:30
Dinner at participants own arrangements

Friday 13 September

Chair:
Marco Pagano (Università di Salerno and CEPR)

09:00 – 10:10

Corporate Ownership Structure and the Evolution of Bankruptcy Law: Lessons from the UK





John Armour (University of Cambridge)


Brian Cheffins (University of Cambridge)


David Skeel (University of Pennsylvania Law School)

Presenter:
Giovanni Cespa (Universitat Pompeu Fabra)

Discussant:
Enrico C Perotti (Universiteit van Amsterdam and CEPR)

Author’s Comments:
David Skeel (University of Pennsylvania Law School)
10:10 – 11:20
Bankruptcy and Entrepreneurship: The Value of a Fresh Start


Kenneth Ayotte (Columbia Business School)

Presenter:
Shubhashis Gangopadhyay (Indian Statistical Institute)

Discussant:
Gyöngyi Lóránth (London Business School and CEPR) 
Author’s Comments:
Kenneth Ayotte (Princeton University)

11:20 – 11:40
Coffee

11:40 – 12:50
Corrupt Judges, Credit Rationing and the Political Economy of Bankruptcy Laws

Bruno Biais (Université des Sciences Sociales de Toulouse and CEPR)


Gilles Récasens (Reims University)
Presenter:
Denis Gromb (London Business School and CEPR)

Discussant:
Maria Gutiérrez-Urtaga (Universidad Carlos III de Madrid)

Author’s Comments:
Bruno Biais (Université des Sciences Sociales de Toulouse and CEPR)

12:50 – 15:00
Lunch and Break

Chair:
Oren Sussman (Saïd Business School, University of Oxford)

15:00 – 16:10
Bankruptcy ‘Reform’ in Congress: Creditors, Committees, Ideology and Floor Voting in the Legislative Process

Stephen Nunez (Stanford University)


Howard Rosenthal (Princeton University)

Presenter:
Michael Manove (Boston University and CEMFI)

Discussant:
Marco Pagnozzi (Università di Salerno, University of Oxford)

Author’s Comments:
Howard Rosenthal (Princeton University)

16:10 – 16:30
Coffee

16:30 – 17:40
Legal Entities, Asset Partitioning and the Evolution of Organisations


Henry Hansmann (Yale Law School)


Reinier Kraakman (Havard Law School)


Richard Squire (Chambers of Judge Robert Sack)

Presenter:
Arnoud Boot (Universiteit van Amsterdam and CEPR)

Discussant:
Annamaria Menichini (Università di Salerno)

Author’s Comments:

Henry Hansmann (Yale Law School)

19:00
Pre-Dinner Drinks in Wadham College Cloister Garden (Ante Chapel if wet)

19:30



Conference Dinner at the Old Library, Wadham College

Saturday 14 September

Chair:
Colin Mayer (Saïd Business School, University of Oxford)
09:00 – 10:10
Does Poor Legal Enforcement Cause Households to be Credit Constrained?


Daniela Fabbri (Università di Salerno)

Mario Padula (University College London, Università di Salerno)

Presenter:
Ralf Elsas (Universität Frankfurt)

Discussant:
Yrjö Koskinnen (Stockholm School of Economics)

Author’s Comments:
Daniela Fabbri (Università di Salerno)

10:10 – 11:20
Multiple Lenders and Corporate Distress: Evidence on Debt Restructuring


Antje Brunner (Humboldt Universität zu Berlin)


Jan Pieter Krahnen (Universität Frankfurt and CEPR)

Presenter:
Fausto Panunzi (Università di Bologna and CEPR)

Discussant:
Stefan Ambec (Université Pierre Mendes)

Author’s Comments:
Antje Brunner (Humboldt Universität zu Berlin)
11:20 – 11:40
Coffee

11:40 – 12:50
Stakeholder Activism, Managerial Entrenchment, and the Congruence of Interests between Shareholders and Stakeholders

Giovanni Cespa (Universitat Pompeu Fabra)

Giacinta Cestone (Institut d’Analisi Economica (CSIC), Barcelona and CEPR)

Presenter:
Mike Burkart (SITE, Stockholm School of Economics and CEPR)

Discussant:
Issam Hallak (Center for Financial Studies, Frankfurt)

Author’s Comments:
Giacinta Cestone (Institut d’Analisi Economica (CSIC), Barcelona and CEPR)

12:50 – 14:15
Lunch

Chair:
Bruno Biais (Université des Sciences Sociales and CEPR)

14:15 – 15:25
Bankruptcy Around the World: Explanations of its Relative Use


Stijn Claessens (Universiteit van Amsterdam  and CEPR)


Leora Klapper (The World Bank)

Presenter:
Thierry Foucault (Hautes Etudes Commerciales, Jouy-en-Josas and CEPR)

Discussant:
Mariassunta Giannetti (SITE, Stockholm School of Economics)

Author’s Comments:
Stijn Claessens (Universiteit van Amsterdam, The World Bank and CEPR)

15:25 – 16:35
Repeated Dilution of Diffusely Held Debt

Ulrich Hege (Hautes Etudes Commerciales, Jouy-en-Josas and CEPR)


Pierre Mella-Barral (London Business School and CEPR)

Presenter:
Sudipto Bhattacharya (London School of Economics and CEPR)

Discussant:
Javier Suarez (CEMFI and CEPR)
Author’s Comments:
Pierre Mella-Barral (London Business School and CEPR)

16:35 – 16:50
Coffee

16:50 – 18:00
Projects are Largely External and Mostly Debt Financed: A New Approach to Testing Capital Structure

Colin Mayer (Saïd Business School, University of Oxford)


Oren Sussman (Saïd Business School, University of Oxford)
Presenter:
Paolo Volpin (London Business School and CEPR)

Discussant:
Eric Nowak (Universität Frankfurt)
Authors’ Comment:
Oren Sussman (Saïd Business School, University of Oxford)

19:30
Dinner at the White House Restaurant

Organisers:
Bruno Biais (Université des Sciences Sociales de Toulouse and CEPR)


Colin Mayer (Saïd Business School, University of Oxford)


Marco Pagano (Università di Salerno and CEPR)


Oren Sussman (Saïd Business School, University of Oxford)

Ernst-Ludwig von Thadden (Université de Lausanne and CEPR)
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