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EXECUTIVE SUMMARY

This network aims to extend the frontier of research in the closely related fields of banking, corporate finance, industrial organisation and market microstructure. The network’s research is organised around three lines (or areas) of vital importance to the European economy during the present period of rapid financial and monetary integration. The first is ‘excessive competition’ and systemic risk in the banking sector. The second is the industrial organisation of securities markets and the theoretical relationship between ownership structure in the corporate sector and the provision of liquidity in equity and bond markets. The third area is the industrial organisation of credit markets, with special attention to the incentive effects of bankruptcy design and the relationships between firm’s capital structure and product market behaviour. This research programme draws on the methodologies of game theory and information economics as applied to industrial organisation, market microstructure and corporate finance. The network brings together some of Europe's leading economists, who are working at the frontiers of these fields. The combination of skills and expertise provides a unique opportunity to train a new generation of young researchers in the microeconomic analysis of banking and financial markets.

Xavier Vives (CEPR) studied the optimal degree of centralisation of banking supervision in the European Monetary Union. The current set up in EMU, with national banks in charge of banking supervision, and the European Central Bank in exercising the Lender of Last Resort function, is found by Vives to be unsatisfactory.

Janet Mitchell (ECARES) worked with Jenny Corbett (CEPR) on a project analysing regulatory responses to banking crises. A key policy implication of their analysis is that when bankers' reputation concerns are important, the optimal rescue plan offered by the regulator will impose a cost on banks that reject the offer and then perform poorly.

Xavier Freixas (UPF), Bruno Parigi (Università di Padova) and Jean-Charles Rochet (IDEI) showed that an interbank market exposes the payment system to the risk of a gridlock, even in the absence of aggrergate insolvency. Their work provides further justification for the coordinating role of the central bank in preventing payments- systemic repercussions via its Lender of Last Resort function.

Researchers at CSIC found that monopoly power in both the deposit and loan sectors has a significant influence on banks’ decisions concerning aggregate portfolio risk and the share of information-intensive loans. As a result, the optimal regulation depends on market structure as well as on the usual variables. One important insight brought about by these models is that a degree of market power may sometimes be desirable at least if authorities have access to a limited set of regulatory tools.

A response to the Basel II proposals was also developed at LSE. It showed that the Basel Committee of Banking Supervision has failed to address many of the key deficiencies of the global financial regulatory system and even created potential for new sources of instability. There is considerable scope for under-estimation of financial risk, which may lead to complacency on the part of policy makers and insufficient understanding of the likelihood of a systemic crisis.

Damien Neven (Lausanne), Steven Fries (EBRD) and Paul Seabright (CEPR) considered the emergence of systemic crises in transition economies. Unlike many other sectors, the banking sector has often posted impressive profits within a few years of transition. The authors showed that profits are not a reliable guide to performance in transition economies, and that the state of the banking sector should remain a concern.

Although securities markets are increasingly integrated, firms undergo significant expense to cross-list their shares in other markets. Marco Pagano, Ailsa Röell (CEPR) and Josef Zechner (CEPR) (2002) document that in 1986-97 in this time interval European companies have become more ‘footloose’, and most of their foreign listings have been in the US. High-growth companies, with large foreign sales and high-tech products, are likely to cross-list in the US but not in Europe, whereas past profitability increases the probability to cross list in Europe but not in the US – probably a reflection of the more stringent listing requirements of European exchanges. In short, the US stock market attracted the most dynamic and international European companies. 

Mathias Dewatripont (ECARES) carried out joint work with Patrick Rey (IDEI) and Philippe Aghion (CEPR) on the interaction between product market competition, credit market discipline and innovation. They showed that, while in a world of profit-maximising firms, more product market competition can slow down the rate of innovation, the opposite is true when firms are run by managers that try to avoid innovating while keeping the firm alive. Credit market discipline can, however, be an alternative way to force managers to innovate.

Joint research by von Thadden and network members Gérard Roland (ECARES) and Erik Berglöf (CEPR) on bankruptcy showed that, in an optimal contracting framework, having multiple creditors increases a firm’s debt capacity while increasing, instead of decreasing its incentives to default strategically. The optimal debt contract involves giving creditors' claims that are jointly inconsistent in case of default. Bankruptcy rules, therefore, were found to be 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.
Each partner in the project used their expertise to provide training programmes for the Young Researchers. This has taken the form of active participation in seminars and workshops (all partners have had at least one active seminar series at their institution) and participation in summer schools. In addition, partner institutions have been able to attract top-class visiting scholars, who have been teaching specialised courses on selected topics. 

The results have also been documented on the network's website (http://www.cepr.org/research/Networks/IOBFM/), hosted by CEPR. 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.

During the life of the project, a total of 28 young researchers worked with the Network, contributing 275.5 person months, comfortably meeting the minimum of 259 months stipulated in the work plan Their activities in the network over the past year are detailed below.

Thanks to the networking and team work over the life of the network, young and senior researchers in this network have produced seven book chapters, 30 papers accepted for publication by journals, and 36 CEPR Discussion Papers, in addition to numerous papers published in other working paper series, directly related to the work programme as set up in the contract.

Research Highlights

1.1 Scientific Highlights 

1.1.1 CEPR

Over the duration of the network, Xavier Vives (CEPR) worked on several research projects on Excessive Competition and Systemic Risk in the Banking Sector. Vives worked with Carmen Matutes (CSIC) on the welfare implications of banking competition under various deposit insurance regimes in a model of imperfect competition with social failure costs, and where banks are subject to limited liability. They found that when competition is intense and the social failure costs high, deposit rates are excessive both in a free market and with risk-based insurance. They also found that in an uninsured market with non-observable portfolio risk, or with flat-premium deposit insurance, deposit regulation and direct asset restrictions are complementary tools to improve welfare. 

Vives also studied the optimal degree of centralisation of banking supervision in the European Monetary Union. The current institutional set-up is highly decentralised, with national authorities playing a leading role and the European Central Bank enjoying limited and ambiguous powers. Current developments in the banking industry indicate a potential increase in rivalry, higher interrelation between intermediation and markets, and larger externalities across countries. In this context, Vives argued that it wold be sensible to consider a higher degree of centralisation of banking supervision. In particular, the current set up in EMU, with national banks in charge of banking supervision, and the European Central Bank in exercising the Lender of Last Resort function, is found by Vives to be unsatisfactory.

In a joint project with Luis Angel Medrano (Universitat Pompeu Fabra), Xavier Vives examined the following issues in a pre-opening market where a large informed trader (an insider) is present: the possible emergence of market manipulation by the insider; the informational efficiency of tatonnement in his presence; and the dynamic behaviour of basic market parameters such as depth, volatility and volume. The project made progress towards understanding the pre-trading period as a price discovery mechanism, and shed light on contrarian behaviour as a market manipulation strategy, where an insider trades against its own information to conceal or distort public information contained in prices in order to profit at a later date.

It is recognised that the regulatory capacity of domestic authorities can be very limited, especially in Less Developed Countries, and that discipline may sometimes come from abroad. Vives studied the costs and benefits of external discipline (dollarisation, foreign short-term debt) from the point of view of financial stability. External discipline solve the time-inconsistency problem of central bank policy but at the cost of excessive liquidation of projects. These result can be applied to assess the desirability of dollarisation in a range of countries, and the potential role of the IMF as an international Lender of Last Resort.

On the Industrial Organisation of Credit Markets, Denis Gromb (CEPR) and Antoine Faure-Grimaud (LSE) investigated the relationship between the public trading of a firm's securities and shareholder activism. Public trading results in the formation of a price that is informative about insiders' activities. This increases an insider's incentives to engage in value increasing activities. If an insider has to liquidate (part of) his stake before the effect of his activity is publicly observed, more informative prices reward him for his efforts. In that respect, public trading and insider activism are complements. This basic point was applied to shed new light on the role of venture capitalists. Gromb and Faure-Grimaud found that not only does the activism of venture capitalists affect the efficiency of this form of financing, but also the termination of this relationship has important consequences for the allocation of control. Stock price information makes exit easier when the firm's value is high, but will tend to deter exit when the firm is doing poorly. This is likely to give rise to high incentives to effort for the venture capitalist and to an efficient allocation of control if one assumes that the main contribution of the venture capitalist is marginally higher in bad states. This may explain the empirical observation that venture capital industries seem to flourish only in countries with well-developed stock markets.

1.1.2 ECARES-ULB

Janet Mitchell (ECARES) worked with Jenny Corbett (CEPR) on a project analysing regulatory responses to banking crises. In particular, they asked why, during banking crises, are regulators frequently motivated to make bank rescue or recapitalisation offers, but troubled banks are reluctant to accept them? Mitchell and Corbett showed that when there is asymmetric information between bankers and outsiders regarding the amount of debt on a banks balance sheet, banker's reputation concerns cause them to reject rescue offers, because accepting an offer would force the bank to reveal the extent of its bad loans. A key policy implication of this analysis is that when bankers' reputation concerns are important, the optimal rescue plan offered by the regulator will impose a cost on banks that reject the offer and then perform poorly.

Mitchell also studied other aspects of banking crises, including theories of soft budget constraints, and bad debts and the cleaning of balance sheets, that have particular relevance to transition economies.

On the industrial organisation of credit markets, Mathias Dewatripont (ECARES) carried out joint work with members of the IDEI team (in particular Patrick Rey) and with Philippe Aghion (CEPR) on the interaction between product market competition, credit market discipline and innovation. They showed that, while in a world of profit-maximising firms, more product market competition can slow down the rate of innovation (Schumpeterian effect), the opposite is true when firms are run by managers that try and avoid innovating while keeping the firm alive. In this case, product market competition speeds up innovation, through a ‘Darwinian effect’. Credit market discipline can, however, be an alternative way to force managers to innovate. The paper showed that the two mechanisms are in effect ‘substitutes’, in that more product market competition will crowd out the amount of debt accumulation and of financial discipline, which will limit the disciplining effect of competition.

Patrick van Roy (ECARES) performed a study of risk taking by banks following the introduction of Basel I regulation in 1988, showing that it enhanced financial stability, at least as far as risk measured by Basel I is concerned.

Loic Sadoulet (Young Researcher, ECARES) carried out extensive research in the area of microfinance. One study examined a simple extension to existing credit contracts for the poor, known as 'microfinance contracts', that allow financial institutions to provide repayment insurance to their clients. The proposed contract uses the repeated nature of loans to build credit records that can be used by borrowers in good standing to insure themselves against default. Using data from a Guatemalan microfinance programme, he derived sufficient conditions for the proposed contract to reduce borrower vulnerability while improving repayment rates.

1.1.3 IDEI

In the area of excessive competition and systemic risk in the banking sector, Mathias Dewatripont (ECARES) and Jean Tirole (IDEI), partly also with Ian Jewitt (CEPR), wrote a number of papers focusing on multitask problems in agency models. Their models are relevant to assessing the missions and performance of banks and financial regulators 

Bruno Biais (IDEI) worked with Pierre Hillion (CEPR) and Chester Spatt (Carnegie Mellon University) on ‘Price Discovery and Learning During the Pre-opening Period in the Paris Bourse’. In this study the learning hypothesis was not rejected. The paper also proposed a GMM based estimate of the speed of learning.

A related but different point was made by Xavier Freixas (UPF), Bruno Parigi (Università di Padova) and Jean-Charles Rochet (IDEI), who showed that an interbank market exposes the payment system to the risk of a gridlock, even in the absence of aggrergate insolvency. Their work provides further justification for the coordinating role of the central bank in preventing payments- systemic repercussions via its Lender of Last Resort function.

Jean-Charles Rochet (IDEI) and Xavier Vives (CEPR) looked at the classical doctrine of the Lender of Last Resort, elaborated by Thornton (1802) and Bagehot (1873), which asserts that the Central Bank should lend to illiquid but solvent banks under certain conditions. They built a model of banks’ liquidity crises that possesses a unique Bayesian equilibrium. In this equilibrium, there is a positive probability that a solvent bank cannot find liquidity assistance in the market. They derived policy implications about banking regulation (solvency and liquidity ratios) and interventions of the Lender of Last Resort as well as on the disclosure of the Central Bank.

On the industrial organization of securities markets, Bruno Biais, David Martimort (IDEI) and Jean Charles Rochet (IDEI) produced a paper entitled ‘Competing Mechanisms in a Common Value Environment’. They considered strategic risk-neutral traders competing in schedules to supply liquidity to a risk-averse agent privately informed about the value of the asset and his hedging needs. In the limiting case they exploited, competition achieves an interim efficient outcome different from ex ante efficiency.

Jean Tirole (IDEI) has worked on a Liquidity-Based Asset Pricing Model (LAPM) (joint with Bengt Holmström (Stockholm School of Economics and MIT)). Tirole and Homström developed an alternative approach to asset pricing based on industrial and financial corporations’ desire to hoard liquidity to fulfill future cash needs. They first set up a general model of corporate demand for liquid assets, and derived an explicit formula for the associated liquidity premia. They derived some implications of corporate liquidity demand for the equity premium puzzle and for the state-contingent volatility of asset prices. 

A corporate finance approach to market finance has several potential benefits besides realism. First, it suggests new determinants of asset prices such as the distribution of wealth within the corporate sector and between the corporate sector and the consumers. Second, and on the supply side, debt management impacts on the level and structure of liquidity premia. 

Finally, Tirole and Holmström investigated some macroeconomic implications of the theory. They showed that government might be able to boost aggregate liquidity and thereby enhance economic efficiency by promoting job and asset price stability. 

Jean Tirole (IDEI) and Bengt Holmström (Stockholm School of Economics and MIT) also worked on ‘Liquidity and Risk Management’. They argued that firms and financial institutions are best viewed as ongoing entities, whose project completion may require renewed injections of liquidity. Holmström and Tirole proposed a contract-theoretic framework integrating three dimensions of corporate financing and prudential regulation: a) liquidity management, b) risk management, and c) capital structure. They concluded with a preliminary assessment of recent regulatory approaches to the treatment of market risk.

Frederic Loss (Young Researcher, LSE) worked with Antoine Renucci (IDEI) on a paper that investigated a negative externality of new business creation. They showed that when being perceived as a good manager is a necessary condition to establish a firm in the future a priori talented managers may indulge in undertaking risky projects now. 

Tirole also developed an economic analysis of the concept of shareholder value, described its approach and discussed some open questions. 

Roberta Dessi (Young Researcher, IDEI) examined how managers may be given incentives to exert effort, and to implement efficient implicit contracts with workers. 

Dessi also looked at how new (capital-constrained) entrepreneurial firms should be financed. 

Jean-Charles Rochet and Jean Tirole (IDEI) examined competition in the credit card industry. The paper analysed practices in a framework in which banks and merchants may have market power and consumers and merchants decide rationally on whether to buy or accept a payment card.

1.1.4 Salerno

Stock market liquidity and initial public offerings

The first of these projects spanned two fields that are often regarded as separate in finance, since it investigated whether IPO underpricing – which is generally studied within corporate finance – is affected by the degree of secondary market liquidity – an issue that is at the core of market microstructure. The underpricing of the shares sold through Initial Public Offerings (IPOs) is generally explained with asymmetric information and risk. Andrew Ellul (University of Indiana) and Marco Pagano (Salerno) investigated whether these traditional explanations may be complemented with a new theory that explains underpricing with the liquidity of the after-market. Investors who buy IPO shares are concerned by expected liquidity and by the uncertainty about its level when shares start trading on the after-market. The less liquid shares are expected to be, and the less predictable their liquidity is, the larger will be the amount of 'money left on the table' by the issuer. In their paper on 'IPO Underpricing and After-Market Liquidity' Ellul and Pagano constructed a model that integrated such liquidity concerns with a traditional framework with adverse selection and risk. The model’s predictions were supported by evidence from a sample of 337 British IPOs effected between 1998 and 2000. Using various measures of liquidity, they found that expected after-market liquidity and liquidity risk are important determinants of IPO underpricing, after controlling for variables traditionally used to explain underpricing.
Information sharing in credit markets

The second project pursued by the Salerno team concerned the extent to which banks exchange their private information about borrowers’ characteristics and their indebtedness which is an often-neglected determinant of the degree of credit market competition. This lacuna was partly filled by Marco Pagano and Tullio Jappelli (Salerno) in a number of papers. Jappelli and Pagano (2001) pointed out that banks’ information-sharing activity could have four effects on their lending policies. First, it improves the banks’ knowledge of applicants’ characteristics and permits a more accurate prediction of their repayment probabilities. Second, it increases the degree of competition in the credit market and thereby reduces the informational rents that banks could otherwise extract from their customers. Third, it can operate as a borrower discipline device. Finally, it eliminates borrowers’ incentives to become over-indebted by drawing credit simultaneously from many banks without any of them realising. At the empirical level, these theories predict that information-sharing arrangements can increase lending and reduce default rates. 

To test these predictions, Jappelli and Pagano (2002) constructed a new international data set on private credit bureaux and public credit registers. They found that indeed bank lending is higher and proxies for default rates are lower in countries where lenders share information, regardless of the private or public nature of the information sharing mechanism. They also found that public intervention is more likely where private arrangements have not arisen spontaneously and creditor rights are poorly protected. Moreover, Jappelli and Pagano (2003) used the operation of credit bureaux and public credit registers in Europe to extract potential lessons for upgrading credit registers in other countries. The European experience highlighted a set of important issues. First, European privacy protection laws affect greatly the amount and type of information shared between lenders. Second, credit bureaux tend to originate from local lenders. Third, in Europe as elsewhere there are powerful forces pushing towards consolidation of the credit bureaux industry. While this process reflects the 'natural monopoly' feature of the industry, its pace has been accelerated by technological factors and, especially within Europe, by the increasing international integration of capital markets.

Many assume that the ongoing process of financial integration – within the borders of Europe as well as worldwide – is making geography irrelevant to financial markets. Indeed, as the regulatory barriers created by national jurisdictions are attenuated or disappear, some transaction costs disappear, and this has very large consequences for financial markets, particularly for security markets. However, one of the key findings of several Network papers in the network is that geography still tends to affect and shape financial markets, though in ways that are more subtle than in the past, especially through informational channels and agglomeration effects. 

Cross-listing decisions and the geography of finance

The third project pursued by the Salerno team focused precisely on this issue, from the particular angle of the cross-listing decisions of firms. Although securities markets are increasingly integrated, the fact that firms undergo significant expenses to cross-list their shares in other markets suggests that it still matters where shares are listed. Marco Pagano, Ailsa Röell (CEPR) and Josef Zechner (CEPR) (2002) documented that in 1986-97 in this time interval European companies have become more ‘footloose’, and most of their foreign listings have been in the US. The listings by EU firms in US exchanges have quadrupled (from 53 to 207). Conversely, the listings by US firms in EU stock exchanges have decreased by one third (from 465 to 316). This development has occurred only since the mid-1980s. Before that date, the US markets attracted very few foreign listings (in the NYSE these grew from 23 to 55 between 1956 and 1985), whereas foreign listings in London and German exchanges rose much between 1975 and 1985 (202 and 48, respectively), and also Paris, Vienna and Stockholm had relatively large increases (29, 11 and 7 respectively). The key issue then is to understand what triggered this 'one-way transatlantic flow' of cross-listings after the mid-1980s. 

Some indications come from the characteristics of the European companies listing abroad, and more particularly from the differential characteristics of those listing in the US and those listing in other European countries. Large companies and firms that were recently privatised have a considerably higher probability of cross-listing both in the US and Europe. But aside from this, the characteristics of the European companies that list in the US are quite different from those of the companies that list within Europe. High-growth companies, with a large fraction of foreign sales and high-tech products, are likely to cross-list in the US but not in Europe, whereas past profitability increases the probability to cross list in Europe but not in the US – probably a reflection of the more stringent listing requirements of European exchanges. In short, the US stock market attracted the most dynamic and international European companies. 

This begs the question of which characteristics of the US market may be responsible for this outcome: the size of the capital and product market, the expertise in analysing high-tech companies, the liquidity of the stock market, or the accounting standards and shareholder protection. To try and address this question at a more general level, Pagano, Randl (Young Researcher, Salerno), Roell and Zechner (both CEPR) (2001) examined which exchange or country characteristics attract cross-listings, using a sample of 13 European exchanges and three US ones. They found that European companies are more likely to cross-list in exchanges with more liquid and larger markets, with a tendency to cluster by industry and in countries with better investor protection, more efficient courts and bureaucracy, and similar language and legal institutions. Therefore, at least part of the answer lies in international differences of the legal setting.

Law, finance, and politics

This naturally leads to the related research area of ‘law and finance’, which received considerable attention from researchers based at Salerno. In this area, the Salerno team produced contributions both to the analysis of the laws regulating debt contracts and to those regulating the governance of corporations. 

In the area of debt contracts, Manove, Padilla (CEPR) and Pagano showed that private debtor-creditor contracting under perfect competition produces an inefficiency if there are no legal limits to the amount of collateral that can be required by banks and posted by borrowers. Because of market imperfections in the banking industry, banks may screen their customers too little if they are able to secure strong protection via collateral. This may lead to market equilibria in which cheap credit is inappropriately emphasised over project screening. Restrictions on collateral requirements and the protection of debtors in bankruptcy may redress this imbalance and increase credit-market efficiency.

In the area of corporate governance, Davide Lombardo and Marco Pagano (2002) analysed the effect of the protection of minority shareholders and of the efficiency of enforcement on the equilibrium level of stock returns, at the theoretical and at the empirical level. In addition, Marco Pagano and Paolo Volpin (CEPR) worked on the political economy of corporate governance, analysing the political decision that determines the degree of investor protection in a country. In the latest version of this paper, they showed that proportional electoral systems are conducive to weaker investor protection and stronger employment protection than majoritarian systems. These predictions are consistent with international evidence, also when the origin of the legal system is controlled. Both political and legal variables explain international variations in shareholder protection in the 1990s, only the political variables in 2002. The proportionality of the electoral system also helps predict the evolution of shareholder protection in OECD countries in the 1990s.

1.1.5 IAE-CSIC

The extensive research conducted by IAE-CSIC throughout these years can be classified in four areas: banking, securities markets, financial contracting and product market competition, and enforcement of financial contracts.

A large proportion of the output focuses on the analysis of the banking sector. Two issues have brought a great deal of attention: imperfect competition and regulation. Monopoly power in both the deposit and loan sectors has a significant influence on banks’ decisions concerning aggregate portfolio risk and the share of information-intensive loans. As a result, the optimal regulation depends on market structure as well as on the usual variables. One important insight brought about by these models is that a degree of market power may sometimes be desirable at least if authorities have access to a limited set of regulatory tools.  

The analysis has also focused on three important aspects of institutional policy design: the degree of centralisation of supervision and regulation in an integrated market for banking services (of particular interest for the European Union), the interaction between the exchange rate regime (dollarisation) and the lender of last resort, and the role of taxation on the performance of the industry. One particular result deserves to be emphasised: dollarisation could be desirable for those countries where the underlying moral hazard problem is intermediate. 

Regarding the analysis of securities markets, the team has revisited the effect of insider trading on investment and welfare, and has looked also to the functioning of other financial intermediaries, in particular investment funds. Concerning the latter, a strand of research has analysed the role of past returns in choosing an investment fund and the impact of relative performance objectives for fund managers.

Another group of papers has focused on the interaction between financial contracting and product market competition. It has been shown that some types of contracts between R&D intensive firms and financial intermediaries can become effective barriers to entry. Similarly, internal capital markets may influence product market competition.

Members of the IAE-CSIC team have focused on the theoretical and empirical aspects of the quality of judicial enforcement. It has been shown that the degree of legal enforcement has important effects not only on the efficiency on the credit market but also on the aggregate economic performance.

1.1.6 LSE

A number of projects have been undertaken at the LSE to better understand the foundations of risk in the banking sector and the organization of credit markets. Many of the studies have direct policy implications. One of the studies undertaken used a database covering 91 supervisory agencies in order to examine how important skilled experts are in the regulatory process and the relative usage of different kinds of such experts. The study concludes that central banks employ more economists and fewer lawyers in their supervisory/financial stability wing than non-central bank supervisory agencies. Also, a amore complex financial system with a well-developed stock market would need both more supervisors as well as more skilled ones. 

A response to the Basel II proposals was also developed. It was felt that the Basel Committee of Banking Supervision, in its proposals has failed to address many of the key deficiencies of the global financial regulatory system and even created potential for new sources of instability. In particular, there is considerable scope for under-estimation of financial risk, which may lead to complacency on the part of policy makers and insufficient understanding of the likelihood of a systemic crisis.

1.1.7 Lausanne

Damien Neven (Lausanne), Steven Fries (EBRD) and Paul Seabright (CEPR) considered the emergence of systemic crises in transition economies. Unlike many other sectors, the banking sector has often posted impressive profits within a few years of transition. Using panel data from about 500 banks over the period 1992-7, they examined three alternative explanations for this performance: the exercise of market power, an increase in productive efficiency, and excessive risk-taking. Market power was found to be the most important factor, and little evidence was found of an increase in efficiency. Excessive risk is not a concern in general, but a problem for a minority of poorly-capitalised banks. The authors showed that profits are not a reliable guide to performance in transition economies, and that the state of the banking sector should remain a concern.

The collaboration between network members Jean-Pierre Danthine (Lausanne), Ernst-Ludwig von Thadden (Lausanne), and Xavier Vives (CEPR) together with Francesco Giavazzi (CEPR), produced the report 'The Future of European Banking', published by CEPR as part of its Monitoring European Integration series. The authors of this report analysed why EU financial markets are so segmented. On the supply side - savings behaviour - is the 'home-bias' of European households. On the demand side - the behaviour of firms - one needs to understand why European corporations stay clear of the bond market and typically borrow from banks. The US experience, particularly the transformation of US banks in the past 15 years, illuminates these phenomena, but a clear understanding of the background issues is essential in predicting the changes that EMU will bring about.

The major policy implication relates to regulation and bank supervision. Risk in the industry is likely to increase both in the transition and in steady state. European countries come to EMU from very different initial positions as far as banks are concerned. In the steady state a more competitive industry will squeeze margins and raise risk. EMU confronts these changes without a clear strategy in the areas of regulation and prudential supervision. The European Central Bank claims that it will not be involved in those activities, which will remain the responsibility of national governments and national central banks. A coordination problem may arise which will make dealing with crises more difficult and possibly riskier.

Subsequent research by the authors focussed on the functioning of European capital markets after EMU. Joint research by von Thadden and network members Gérard Roland (ECARES) and Erik Berglöf (CEPR) on bankruptcy has continued since 1999 and resulted in a number of papers. ‘An Incomplete Contracts Approach to Corporate Bankruptcy’ integrated the problem of designing corporate bankruptcy rules into a theory of optimal debt structure. The authors showed that, in an optimal contracting framework, having multiple creditors increases a firm’s debt capacity while increasing, instead of decreasing, its incentives to default strategically. The optimal debt contract involves giving creditors claims that are jointly inconsistent in case of default. Bankruptcy rules, therefore, were found to be 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.
In an extensive collaboration with strong impact on economic policy in Switzerland and Europe, Thomas von Ungern-Sternberg (Lausanne) and Damien Neven (Lausanne), together with Patrick Rey (IDEI), showed in several publications that the Swiss bank merger between UBS and SBC was anticompetitive.

Von Ungern-Sternberg has published several papers on the policy of the Swiss National Bank, which were collected in his book 'Reformbedurftige Nationalbank: Neue Impulse fur eine alte Institution'.

During his four-year appointment in Lausanne within the TMR, Stefan Arping (Young Researcher, Lausanne) conducted a major research project on the theory of corporate financing and product market competition. In his paper 'Banking, Commerce, and Antitrust', he analysed the competitive effects of bank equity holdings in product market incumbents on the financing of new entrants. In 'Corporate Leverage and Product Differentiation Strategy' (joint with Gyongyi Loranth, London Business School), he put forward a theory of the interplay between corporate leverage and product differentiation strategy. In 'Competitive Rivalries and Incentives in Alliances' (joint with Michael Troege, ESCP-EAP) he showed how financial constraints and competitive rivalries shape the design of strategic alliances between product market incumbents and their entrepreneurial challengers.

1.2 Achievements

1.2.1 Research work accomplished and scientific results achieved against the objectives

The work plan divided the project into the following tasks:

The first theme involves the study of ‘excessive competition’ and systemic risk in the banking sector, and involves members of the teams from CSIC, ECARES, IDEI and LSE. The teams will develop theoretical models of bank balance sheets in order to analyse the potential for excessive competition, apply theories of ‘social learning’ to model systemic risk and interbank lending, develop new models of the effects of market integration on the banking sector and study the role of credit market imperfections in magnifying aggregate cyclical fluctuations. There will also be empirical work using data from eight EU countries to the impact of deregulation on the banking industry.

The second theme examines the industrial organisation of securities markets and involves the teams from ECARES, Salerno, IDEI and Lausanne working on the theoretical relationship between the ownership structure in the corporate sector and the provision of liquidity in equity and bond markets, an empirical study of the choice of markets in which to seek an initial listing and experimental studies of traders’ responses to changes in the microstructure of the markets in which they trade.

The third theme focuses on the industrial organisation of credit markets and involves the teams from ECARES, IDEI, Salerno and LSE. They will explore the theoretical effect of bankruptcy schemes on borrowers’ incentives to repay and on the availability of credit; the relationships between financing options available to firms and firm’s behaviour in product markets and an econometric analysis of the relationship between the costs of judicial contract enforcement and the terms of loan contracts.

1.2.1.1 CEPR

Xavier Vives, team leader at CEPR, worked with researchers at CSIC, following their research agenda as set out in the work plan, focussing on Excessive Competition and Systemic Risk in the Banking Sector. His contributions in this area include an analysis of the welfare implications of competition, joint with Carmen Matutes (CSIC), and extensive work on regulatory issues related to the banking sector. Vives' results include evidence to support increased centralisation of banking regulation in Europe, a theoretical attempt to revive the classical doctrine of central banks' role of Lender of Last Resort, and a discussion of the possible role of the IMF as an international Lender of Last Resort in the context of financial discipline in developing and emerging economies.

In addition, a number of CEPR researchers worked on the network beyond what was originally envisaged in the work programme. Dennis Gromb collaborated with Antoine Faure-Grimaud (LSE) in a study of the trading of securities and shareholder activism; Jenny Corbett worked with Janet Mitchell (ECARES) on regulatory responses to banking crises, identifying bankers' concerns for their reputations as a significant obstacle to rescue packages; Philippe Aghion's work with Mathias Dewatripont (ECARES) and Patrick Rey (IDEI) showed that credit market discipline can promote innovation in the product market; Ailsa Röell and Joseph Zechner joined Marco Pagano (Salerno) in a project analysing European firms listing in US stock markets; Paul Seabright worked with Steven Fries (EBRD) and Damien Neven (Lausanne) on systemic crises in transition economies, arguing that the condition of the banking sector in transition countries should still be a concern.

1.2.1.2 ECARES

As specified in the work plan, the ECARES team worked on all three topics addressed by the network. 

On the topic of Excessive Competition and Systemic Risk in the Banking Sector, ECARES was expected to work on the impact of regulation on stability. This was addressed by Janet Mitchell, who examined regulatory responses to banking crises, and Patrick von Roy, who analysed banks behaviour since the introduction of Basel I and the impact on stability.

On the Industrial Organisation of Securities Markets, joint research by Gérard Roland and network members Ernst-Ludwig von Thadden (Lausanne) and Erik Berglöf (CEPR) on bankruptcy has continued since 1999 and resulted in a number of papers, including ‘An Incomplete Contracts Approach to Corporate Bankruptcy’ which integrated the problem of designing corporate bankruptcy rules into a theory of optimal debt structure.
On the topic of the Industrial Organisation of Credit Markets, Mathias Dewatripont in joint work with Patrick Rey (IDEI) and Philippe Aghion (CEPR) worked on the relationship between credit market discipline and innovation in the product market. Loic Sadoulet also carried out several studies of microfinance initiatives in the developing world.

1.2.1.3 IDEI

It was planned that the IDEI team would contribute to all three areas of the work plan. 

The first topic, Excessive Competition and Systemic Risk in the Banking Sector, was covered mostly by research undertaken by Jean Tirole in cooperation with researchers from ECARES and CEPR. His research focussed on multitask problems in agency models. Jean-Charles Rochet showed that an interbank market exposes the payment system to the risk of a gridlock, even in the absence of aggrergate insolvency, providing further justification for the coordinating role of the central bank in preventing payments- systemic repercussions via its Lender of Last Resort function. Rochet further studied the Lender of Last Resort function of central banks with researchers from CSIC.

The second topic, The Industrial Organisation of Securities markets, David Martimort, Rochet and Tirole undertook research, partly in cooperation with Bengt Holmström of Stockholm School of Economics. Projects focussed on Liquidity-Based Asset Pricing Models, developing a corporate finance approach to market finance, and liquidity and risk management.

Finally, on the topic of the Industrial Organisation of Credit Markets, Tirole and Rochet investigated competition in the credit card industry.

1.2.1.4 Salerno

Most of the research developed by the Salerno team falls, as planned, under headings the topics The Industrial Organisation of Securities Markets, and The Industrial Organisation of Credit Markets. On securities markets, research projects were undertaken on stock market liquidity and initial public offerings, cross-listing decisions and the geography of finance, and law, finance and politics. The cross-listings project in particular yielded excellent results, revealing the extent of cross-listing between the EU and the US from the 1950s to the 1990s, the characteristics of European firms listing abroad, and the characteristics of US markets in which European firms tend to be listed. On credit markets, extensive research was undertaken on information sharing by banks, which included the construction of a new international data set on private credit bureaux and public credit registers. 

1.2.1.5 CSIC

According to the initial work plan the Barcelona team was supposed to concentrate on the banking area, and study the role of imperfect competition and regulation on the stability of the system. This goal has been achieved quite satisfactorily. The research in this area focussed on the impact of imperfect competition, the role of regulation, and the relationship between the two. The results of these projects suggested that a degree of market power is not necessarily undesirable if authorities have access to a limited set of regulatory tools. As new members joined the team (specially, young researchers) the set of topics has expanded considerably to include other important issues, including the analysis of securities markets, the interaction between financial contracting and product market competition, and the effect of the quality of judicial enforcement.

1.2.1.6 LSE

Excessive Competition and Systemic Risk in the Banking Sector

In this area it was envisaged that LSE and other teams would develop theoretical models of bank balance sheets in order to analyse the potential for excessive competition. There has been a lot of work in the area at the LSE.

Roberta Dessi (Young Researcher IDEI) and Charlotte Ostergaard (Young Researcher LSE) investigated the interactions between regulators, managers, shareholders and creditors, taking into account regulators’ own incentives (e.g. eschewing responsibility for failures). However, it was not clear whether regulators’ focus on senior management could provide any socially desirable incentives for management not already provided by financial institutions’ shareholders and creditor and existing regulation.

Elena Carletti demonstrated that when bank managers make improper use of the funds raised through deposits, the issue of demandable debt and the possibility of bank runs induce them to minimise risk. 

Charlotte Ostergaard worked on the relationship between banks’ retail lending and the structure of local bank markets. She has studied how bank-level liquidity constraints vary with the characteristics of the bank sector. She found strong evidence of regional supply effects and that these vary with the structure of the bank sector. In particular, the aggregate loan supply of bank systems with a high percentage of small or poorly capitalised banks depends pro-cyclically on banks’ internal cash flows.

The Industrial Organisation of Credit Markets

In this area the objective was to explore the theoretical effects of bankruptcy schemes on borrowers’ incentives to repay and on the availability of credit, the relationship between financing options available to firms and firms’ behaviour in product markets. 

David Webb has investigated the linkages between banks’ ability to renegotiate loans and their provision of demand deposits, which allow agents to smooth consumption. The model developed predicts that banks subject to liquidity shortages may ration loans to good borrowers. An important implication of the existence of rationing is that borrowers may accept to partly insure the bank when there is rationing through making higher payments on their loans when they can. 

Antoine Faure-Grimaud and Denis Gromb (MIT and CEPR) have investigated the relationship between the public trading of a firm’s securities and shareholder activism. Vicente Cunat (Young Researcher LSE) and Andrea Caggese (Young Researcher LSE) have worked on the theoretical foundations of firms’ behaviour under financial constraints.  

Jean-Paul Decamps (Toulouse) and Faure-Grimaud have researched the interactions between capital structure and firms’ decisions to exit their product market.

1.2.1.7 Lausanne

On Excessive Competition and Systemic Risk in the Banking Sector, the topic on which Lausanne was expected to focus, Jean-Pierre Danthine and Ernst-Ludwig von Thadden, in collaboration with researchers based at CEPR, produced the book 'The Future of European Banking' published by CEPR. The book argued that European countries come to EMU from very different initial positions as far as banks are concerned, and that EMU has no clear strategy in the areas of regulation and prudential supervision. A coordination problem may arise which could make dealing with future crises both more difficult and more risky. Also in this area, Damien Neven investigated systemic banking crises in transition economies. Neven and Thomas von Ungern-Sternberg also showed that the merger between the Swiss Banks UBS and SBC was anticompetitive.

It was also planned that Lausanne would work on the Industrial Organisation of Securities Markets. In this area, Stefan Arping (Young Researcher Lausanne) conducted a major research project on the theory of corporate financing and product market competition. 

In addition, Eric Berglöf's (CEPR), Gerard Roland's (ECARES) and von Thadden's work on bankruptcy delivered important new results in the area of The Industrial Organisation of Credit Markets.

1.2.2 Schedules and Milestones

Table 1: Milestones – Activities and Outputs

Months elapsed
from start date
Milestone
Output 
Status


Project begins



1
Recruitment of visiting postdoctoral researchers begins
Advertisements and recruitment letters 
Achieved

4
First set of visiting researchers join participating institutions
Contracts for visiting researchers
Achieved in month 6

6
Researchers attend European Summer Symposium in Economic Theory (ESSET)
Symposium participation
Achieved in month 4 

7
Researchers attend European Summer Symposium on Financial Markets (ESSFM)
Symposium participation
Achieved in month 5

9
First research workshop for Network participants
Discussion Papers issued
Workshop
Discussion Papers
Planning meeting took place in Berlin in month 7

10
Second set of visiting researchers join participating institutions
Discussion Papers (DPs) issued
Contracts for visiting researchers
Discussion Papers
Achieved
First CEPR DPs issued in month 10 

13
Submission of first periodic progress report and cost statement
Report and cost statement
Achieved

19
Researchers attend European Summer Symposium in Economic Theory (ESSET)
Symposium participation
Achieved in month 16

20
Researchers attend European Summer Symposium on Financial Markets (ESSFM)
Symposium participation
Achieved in month 17

22
Second research workshop for Network participants: Discussion Papers issued
Workshop; Discussion Papers
Achieved in month 24

23
Discussion Papers issued
Submission of mid-term review
Discussion Papers
Mid-term review completed
Achieved
Mid-term Review Report submitted in month 31

25
Submission of second periodic progress report and cost statement
Report and cost statement
Achieved

27
Mid-term review meeting with participants and Commission
Meeting 
Mid-term Review successfully completed in month 32

28
Third research workshop for project participants
Discussion Papers issued
Workshop 
Discussion Papers
Took place in month 32

30
Researchers attend European Summer Symposium in Economic Theory (ESSET)
Symposium participation
Achieved in month 28

31
Researchers attend European Summer Symposium on Financial Markets (ESSFM)
Symposium participation
Achieved in month 29

34
Discussion Papers issued
Discussion Papers
Achieved

36
Fouth conference
Conference
Achieved

37-47
Continuation of dissemination of research output through public discussion meetings and academic journals
Public discussion meetings and journal articles
Achieved

47-60
More discussion papers and journal articles published
Discussion papers and journal articles
Achieved

48
Final conference 
Conference
Achieved in month 57

53
Researchers attend European Summer Symposium on Financial Markets (ESSFM)
Symposium participation
Achieved

60
Submission of final report and cost statement



1.3 Networking and Dissemination

Since the network was geographically dispersed, effective management and communication has been important. The Centre for Economic Policy Research has been the coordinating partner for the network, and has considerable experience in the administration of grants at the European level. The participants met at various meetings and conferences organised by CEPR and other institutions over the lifetime of the network, and there were linkages between many team members who are active in CEPR's Industrial Organisation and Financial Economics programmes. 

A Network planning meeting was held during the European Economic Association meetings in Berlin in September 1998, at which a representative of each partner was present. The administrative details of the project and the execution of the work plan were discussed.

The first Network workshop was held in Barcelona on November 1999, and was organised by Ramon Caminal and Carmen Matutes. The workshop explored recent theoretical and empirical developments in the analysis of banking and financial markets. The Network's second workshop took place in London in February 2000. All teams were represented at the workshop, and the participants took the opportunity to discuss the progress of the research agenda, administrative matters and the future research programme. The Network's third workshop was held in Manresa, Barcelona, in September 2000. All teams were represented at the workshop, and the participants discussed theoretical, empirical and experimental issues, as well as administrative details of the network. The Network's fourth workshop took place in Courmayeur, Italy, in March 2001. All teams were represented at the workshop, which focussed on the evolving role of corporate finance.

CEPR also organised the workshop 'Will Universal Banking Dominate or Disappear? Consolidation, Restructuring and (Re)Regulation in the Banking Industry' with Fundación Banco Bilbao Vizcaya Argentaria, in collaboration with the Center for International Financial Services at INSEAD and the Wharton Financial Institutions Center. Several members of the network participated in this workshop.

There were a number of other events co-organised by CEPR in which many network members participated, including the annual European Summer Symposium in Financial Economics which takes place every summer.

The dissemination of the research of the Network took place in the first instance through CEPR’s Discussion Paper Series, which circulates widely in the research and policy communities. A policy report published by CEPR in early 1999 directly drew on some of the work of the Network and was authored by members of the Network. The report, The Future of European Banking, the ninth in the influential annual series, Monitoring European Integration, was written by Jean-Pierre Danthine (Lausanne), Francesco Giavazzi (CEPR), Xavier Vives (CEPR) and Ernst-Ludwig von Thadden (Lausanne). The authors disseminated the report at public discussion meetings in Brussels, New York and Geneva, which were attended by market practitioners, regulators and academics.

Examples of the networking and dissemination activities of the network teams are provided below. For considerations of space, this list is not exhaustive.

1. CEPR

Xavier Vives gave two seminars at LSE in January 2002. He presented the following papers: 

'Information Aggregation, Strategic Behaviour, and Efficiency in Cournot markets' and 'Informational and Economic Efficiency in REE with Asymmetric Information' (with S. Messner).

Member of the Organising Committee, 'The Firm and its Stakeholders: The Evolving Role of Corporate Finance', CEPR/CERP/Fondazione Courmayeur-CNPDS/FEEM Conference, Italy, March 2001.

Co-organiser Manresa Conference on Finance, September 2000. Manresa (Spain)

Bank of Italy, Roma 18-19 March 2002. Papers presented: 'Dollarization, Bailouts and the Stability of the Banking System' by Douglas Gale and Xavier Vives, and 'Coordination Failures and the Lender of last Resort: Was Bagehot Right After All?' by Xavier Vives and Jean-Charles Rochet.

Monetary Policy and Financial Markets in an Enlarged EU, Stockholm May 17, 18, 2002. Organized by Sveriges Riskbank and Institute for International Economic Studies. Xavier Vives discussant of 'Financial Stability with a Single Currency and Many'. 

European Summer Symposium in Economic Theory, Gerzensee, July 15-26 2002 (CEPR, Studienzentrum and Review of Economic Studies). Xavier Vives and Glenn Ellison: 'Information, Aggregation in Markets'. 

2. ECARES

A number of Network participants visited ECARES in November 1999 to discuss aspects of contract theory. Papers were presented by Gérard Roland (ECARES), Janet Mitchell (ECARES) John Moore (LSE), David Martimort (IDEI) and Antoine Faure-Grimaud (LSE).

Members of the ECARES team actively presented their work both at the network workshops and at other events.

3. IDEI

Roberta Dessi (Young Researcher IDEI) presented ‘Debt, Incentives and Performance: Evidence from UK Panel Data’, joint work with Donald Robertson (University of Cambridge). 

In January 2000, Mathias Dewatripont (ECARES) visited IDEI to work jointly with Jean Tirole.

Sébastien Pouget (Young Researcher Salerno) carried out joint work with researchers in Toulouse 

Giacinta Cestone (Young Researcher CSIC) presented her work on International Capital Markets and Product Market Competition in Toulouse in early 2000.

4. Salerno

The Salerno team participated actively in all the conferences of the network and the European Summer Symposia in Financial Markets (EESFM) held during the network’s operation, both by presenting papers and by discussing other people’s work. 

The Salerno node hosted seminars and short visits by the following network members: Juan Carrillo and Isabelle Brocas (ECARES), Aleix Calveras (Universitat Autonoma, Barcelona), and Simon Messner (IDEI).

Marco Pagano presented work emanating from the Network at the Second Journées on 'Financing European Economies: Issues and Policy Options', Fondation Banque de France, Paris, 25 October 2001. His talk was entitled 'The Geography of Equity Listing: Why Do European Companies List Abroad?', and was based on his joint work with Otto Randl (Young Researcher Salerno), Ailsa Röell and Josef Zechner.

5. CSIC

Co-organiser with Carmen Matutes of the First Network Workshop on 'Banking and Financial Markets', November 1999.

He participated at the Manresa Conference on Finance, September 2000.
Giacinta Cestone (Young Researcher) attended the ESSET Meeting in July 2000, the ESSFM in July 2001 and 2002, and the Manresa Conference on Finance July 2000, and she presented the paper 'Venture Capital Meets Contract Theory: Risky Claims or Formal Control' at a seminar at Ente L. Einaudi, Rome in 2001.
Frédéric Palomino (Young Researcher) attended the Manresa Conference on Finance July 2000.

IAE-CSIC has hosted several visits from members of other Network teams who gave seminars at the IAE.

6. LSE

The research for the network carried out at the Financial Markets Group has been published as FMG Discussion Papers, which are widely circulated both in the academic and financial communities. FMG Discussion Papers are available for download from the FMG website. 

The FMG also has weekly seminar series’ called the Lunchtime Workshop and Capital Markets Workshop. Researchers from the network have presented seminars at these workshops. Similarly, researchers from the LSE who are part of the network have participated in seminars/conferences throughout Europe to present their research.

The LSE hosted the Network’s second workshop in February 2000. Besides this, the LSE has also hosted a variety of conferences where various network members have participated. To list a few:

· Institutional Organisation of Banking Supervision in December 2001

· Strategic Interactions in Relationship Finance: Bank Lending and Venture Capital in November 2001 

· The Current Basel Capital Adequacy Proposals May 2001 

7. Lausanne

Damien Neven cooperated extensively with network members in Toulouse and Brussels on questions of competition policy in financial markets. Ernst-Ludwig Von Thadden worked with network members in Barcelona, Brussels, and Toulouse. Furthermore, the TMR facilitated his collaboration with network member Marco Pagano (Salerno), which is still ongoing. In May 2002, von Thadden organized a major conference, together with the Bank for International Settlements (Basel), on banking regulation, a core area of research in the TMR.  

Arping presented and discussed his work at the network conferences on the 'The Firm and Its Stakeholders' (Courmayeur, March 2001) and 'The Future of Relationship Banking' (Madrid, November 2002).

1.4 Benefits of Community Action

First, the changes in banking that have taken place over the past five years as a result of EMU mean that there are many aspects of banking and finance that can only now be satisfactorily approached at a European level. Similarly, the existence of a European Central Bank inevitably leads to a debate about what its proper role should be, and this is a debate that is best addressed by economists at a European level. Furthermore, European enlargement, and the prospect of countries with very different economic position to the current EMU members joining the single currency presents the academic and policy communities with a new set of challenges. The researchers have been able to address these issues at a European level as part of a network bringing together Europe's best researchers. This has clear advantages in terms of the quality of work, and in terms of fostering collaborations, between individual researchers and between institutions, which can be built upon in the future.

Second, as banking and finance is increasingly dealt with at a European level in the commercial and policy communities, the academic community needs to reflect this. The up-and-coming generation of researchers must be used to taking a European-level view of banking and finance, and should be comfortable working in different European countries. Young Researchers working on the network have been given opportunities to work in European countries other than their own, to present work in different countries, and to meet with researchers of different nationalities. This has helped to create a new generation of economics researchers well placed to address the challenges of banking and finance in the context of EMU.

1.5 Connections to Industry

Various connections to industry were exploited during the life of the network. In the first instance, the abstracts of CEPR's Discussion Paper series, in which much of the network's result were first published, are regularly circulated to CEPR's Corporate Members, who are primarily major commercial and central banks. Beyond this, many network researchers presented their work at central banks and financial institutions. A selection of these presentations is listed below.

In 1998, Bruno Biais (IDEI) presented at the Paris Stock Exchange the paper ‘Price Discovery and Learning During the Preopening Period in the Paris Bourse’ co-written with Pierre Hillion (CEPR) and Chester Spatt (Carnegie Mellon University).

In 1998, the paper ‘Competing Mechanisms in a Common Value Environment’ written by Bruno Biais (IDEI), David Martimort (IDEI) and Jean-Charles Rochet (IDEI) obtained the New York Stock Exchange award fort the best research paper on equity trading.

In May 2001, the papers written respectively by Xavier Freixas (LSE), Bruno Parigi (Padova) and Jean-Charles Rochet (IDEI) and by Jean-Charles Rochet (IDEI) and Xavier Vives (CEPR) have been presented to central bankers in a conference organised by the Swiss National Bank. In May 2002, Jean-Charles Rochet presented at the Bank of England on the basis of these two papers. 

Jean Tirole presented his work on corporate governance at the French Ministry of Finance and various other meetings with French Officials, and his credit card work with Jean-Charles Rochet was presented to industry experts in June 2002 at a conference on payment systems.

Xavier Vives presented 'Coordination Failures and the Lender of last Resort: Was Bagehot Right After All?' at the Bank of Italy in 2002.

Marco Pagano gave a talk at the Fondation Banque de France in Paris on the geography of equity listing in October 2001.

1.6 Training and Mobility of Young Researchers

1.6.1 ECARES

The ECARES team hired Loïc Sadoulet, a French national, for a 33-month period beginning October 1 1998. Since joining ECARES, Sadoulet worked on his research programme on incentive structures and borrower behaviour in credit schemes for the poor. His work focused on the impact of risk-sharing and of borrower self-selection on the performance of these credit schemes. He also emphasised the necessity of modifications to these financial contracts, in the advent of competition in the banking sector for the poor. He also concentrated his research on the use of social networks in formal and informal contracting. In addition to the seminars he gave at ECARES, Sadoulet has presented his work at seminars at Liege, INSEAD and the College of William and Mary.

1.6.2 IDEI

The methods used to integrate the young researchers at IDEI into the work of the Network included:

· 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

IDEI appointed Roberta Dessi, a British national, for a 24-month period beginning 1 October 1999 and Sönje Reiche, a German national, for a 9-month period, starting October 1st, 2000. Since joining IDEI, Roberta Dessi worked on corporate finance and firms’ internal organisation and incentive structures. Her research focused mainly on: (I) optimal financing arrangements for entrepreneurs and start-up companies, and the role of financial intermediaries such as venture capitalists; (II) the implications of firms’ financial structure for managerial incentives and performance. Different aspects of this work were presented at the workshop on Banking and Financial Markets in Barcelona in November 1999, at seminars at IDEI and DEEP (Lausanne), as well as seminars outside the network (Cambridge and Oxford), and conferences (European Financial Association 2000 London Meetings, European Economic Association and European Econometric Society 2001 Meetings in Lausanne, European Financial Management Association 2001 Lugano Meetings).

1.6.3 Salerno

Marco Pagano supervised the research carried out by several young researchers who visited the Salerno node, some of them for one-month visits and some for longer periods. Stephane Straub (Université de Toulouse), Sandra Morini Marrero (Universidad de la Laguna), Otto Randl (Universitaet Vienna), and Javier Giner Rubio (Universidad de la Laguna), and Heidrun Hoppe (University of Hamburg) spent one-month visits in Salerno. Straub pursued research concerning the development of credit markets in Latin America and their relationship with judicial enforcement. Morini Marrero and Giner Rubio wrote a paper on the estimation of the term structure of interest rates. Heidrun Hoppe wrote a paper about banking competition within a Hotelling model. Otto Randl co-authored a paper on cross-listing decisions in Europe with Marco Pagano, Ailsa Röell and Josef Zechner. Hans Degryse (senior researcher at University of Leuven) and Michael Halling (Ph.D. student at Wien University) were hired with one and half month contracts to pursue research, respectively, on banking and on the cross-listing choices of European companies. Natalia Utrero Gonzàlez (doctoral student from Universitat Pompeu Fabra) visited for 5 months doing research on the macroeconomic effects of various regulatory features of financial markets, and Fanny Declerck (assistant professor at the Université de Toulouse) visited for 2 months furthering and presenting her applied work on high-frequency market microstructure data.

Three researchers spent a longer period in Salerno. Nicolas Boccard (a researcher who previously was at CORE) was hired for almost four months (May-August 2000) and was later hired under a related network (Understanding Financial Architecture). He did work in market microstructure, banking, and insurance theory. Aleix Calveras (a post-doctoral researcher holding a Ph.D. from Universidad Autonoma de Barcelona) was hired for 7 months (March–September 2000), and worked on the industrial organisation of banking markets, and specifically on the closure policy decision of bank supervisory authorities. Sebastien Pouget (a Ph.D student from Université de Toulouse) was hired under a 16-month contract ending in December 2000 and worked on experimental auctions in the field of market microstructure. 

Their research and training while in Salerno are detailed below.

Nicolas Boccard

He joined the TMR Network in May 2000, after obtaining a doctoral degree at ENSAE-CREST in Paris in 1995 and held a position as Research Fellow at CORE, Université de Louvain after that. During his stay at CSEF he continued to improve his paper ‘Asymmetries of information in centralized order-driven markets’, co-authored with Riccardo Calcagno from Center, Tilburg University. He participated in the conference ‘The Design of Primary Equity Markets Conference’ in Capri on 16/18 June 2000. Being at CSEF he was able to meet and cooperate with young researchers from various European countries (Greece, Germany, France).

Aleix Calveras

He joined the TMR Network in March 2000, after obtaining a doctoral degree at Universitat Autonoma de Barcelona in Spain, with a PhD dissertation on ‘A Microeconomic Analysis of Bank Regulation, Bank Specialization and Organization of R&D’. During his stay in Salerno, he was able to attend two conferences, the ‘Banking and Financial Markets Conference’ held in Barcelona where he discussed a paper; and the Capri Conference on Primary Markets in June 2000, where he was introduced to a subject very close to his research agenda. The main work done in this period in Salerno was a thorough revision of the two finance-related papers of my thesis: ‘Regulatory intervention: closure policy with asymmetric information’, where he analysed intervention by the regulator of the banking sector (regulation which includes inspection and possibly closure) in a context where there exists asymmetric information between the managers of the bank and the regulator; and ‘Bank specialisation and the role of the interbank market’, in which he studied how the position of a bank in the interbank market affects and influences their specialisation strategies, that is, specialisation towards deposit raising or towards credit granting. The seminar presentation in Salerno of this second paper has also contributed to the revision of this paper. 

Sebastien Pouget

He received his graduate degree in Management in 1996 from Toulouse University. In October 1999 and joined the TMR European Network team located in Salerno University. As a pre-doctoral research fellow he completed his dissertation in Salerno. Since the beginning of his stay there he completed three papers included in his dissertation on experimental financial markets. The first is a survey that underlines the role of experiments in finance, explains the interest of this methodology and provides a state of the art on experimental financial markets. The second paper is a joint research with Bruno Biais, Denis Hilton and Karine Mazurier. It works out the link between finance and psychology. Subjects, before participating in an experimental market, were asked to fill in a questionnaire that was used to measure their personality traits and judgement abilities. Their psychological portrait was then compared to their behaviour in the trading game. While running this analysis, he interacted considerably with Marco Pagano and Tullio Jappelli. The third paper he accomplished in Salerno is concerned with financial market design. The initial idea was to assess experimentally the informational and allocative efficiency of the Walrasian Tâtonnement. Following a suggestion from Marco Pagano, the paper deviated towards the experimental study of diverse uniform-price trading institutions. He also experimented a Call Market to provide a yardstick to which the performance of the Walrasian Tâtonnement could be compared, and found that the informational efficiency was almost perfect on the two trading venues – indicating that agents co-ordinated on the fully revealing equilibrium. However, the gains from trade were higher on the Walrasian Tâtonnement than on the Call Market. This paper supports the view that trading institutions should be designed incorporating cognitively ergonomic features to fit the limited nature of human rationality. Finally, while in Salerno he presented a joint paper with Bruno Biais, ‘Learning equilibrium in experimental financial markets: does microstructure matter?’, in the TMR workshop on ‘New Approaches to Modelling Financial Transactions’ that was held in London on 25/26 February 2000. He also attended the TMR conference on ‘The Design of Primary Equity Markets’ held in Capri, 16/18 June 2000.

1.6.4 CSIC

CSIC employed five Young Researchers in the lifetime of the network. Giacinta Cestone was employed for a fifteen-month period from 1 June 2001, and worked on financial contracting and the interaction between capital markets and product market competition, as well as on corporate governance. Frédéric Palomino was employed for twelve months from 1 September 2000, and concentrated on relative performance in financial markets and competition among investment funds. Daniela Fabbri was employed from 1 September 2001 for twelve months, and she studied legal institutions and corporate governance. Eloic Peyrache was employed for six months from 1 May 2001, and Chiara Fumagalli for three months from 1 March 2002. Young Researchers have enjoyed an almost ideal research environment: no teaching load, an active environment, and connections with the main research centres in Europe. The presence of the young researchers has also been a continuous source of stimulus to the more senior members of the team. 

1.6.5 LSE

LSE hired four Young Researchers during the lifetime of the network. Andrea Caggese, an Italian national, was hired for 36 months from 1 October 1998, and worked on financing constraints and firm dynamics. Vicente Cunat from Spain was based at LSE for the same period, and worked on trade credit. Charlotte Ostergard was hired for a 26-month period from 1 August 1998. After completing her contract she took up a position at the Norwegian School of Management. Frederic Loss was hired for ten months from 1 October 2001, and worked on hedging finance risk and firm behaviour. He left to take up a position at the University of Toulouse.

1.6.6 Lausanne

Stephan Arping was based at Lausanne from 1 September 1999 to 31 August 2001. His work in the network is detailed elsewhere in this report. He is now continuing to pursue his research interests at the University of Amsterdam, where he is also teaching.
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- name and nationality (ISO Code)

- date of birth

- start date and duration of the appointment
  in months

- category of researcher

- scientific speciality1
- list of publications in refereed journals


N/A




For each researcher or support technician seconded under the network contract to another participant for one month or more4:

- name and nationality (ISO Code)

- destination

- date of birth

- start date and likely duration of their
  secondment in months

- category of staff


Notes:

1
Use up to three discipline codes, in order of priority, from Annex E
2 
Where researchers contribute to the network on a part-time basis, please count them in proportion.

3
Only those researchers whose personnel costs are charged to the contract should be listed here.

4
Seconded staff are those who spend at least one month working at one of the other teams in the network, while remaining in the employment of the seconding team. 

Name of the network participant 

Their scientific speciality1
European Centre for Advanced Research in Economics and Statistics (ECARES)

Université Libre de Bruxelles (ULB) 

S21 - S22

Name of the scientist in charge
Mathias Dewatripont

Number of individual researchers contributing to the joint activities of the network

Number of man-months spent on the project during the reporting period2
6

56 (33)

For each researcher whose salary or fellowship is financed by the network contract3:

- name and nationality (ISO Code)

- date of birth

- start date and duration of the appointment
  in months

- category of researcher

- scientific speciality1
- list of publications in refereed journals


Loic Sadolet FR

03/08/68

01/10/1998 33 months

Post-doc

S-24

0


For each researcher or support technician seconded under the network contract to another participant for one month or more4:

- name and nationality (ISO Code)

- destination

- date of birth

- start date and likely duration of their
  secondment in months

- category of staff
N/A

Name of the network participant 

Their scientific speciality1
Institut D'Economie Industrielle

S21

Name of the scientist in charge
Jean Tirole

Number of individual researchers contributing to the joint activities of the network

Number of man-months spent on the project during the reporting period2
7

48 (33)

For each researcher whose salary or fellowship is financed by the network contract3:

- name and nationality (ISO Code)

- date of birth

- start date and duration of the appointment
  in months

- category of researcher

- scientific speciality1
- list of publications in refereed journals


Roberta Dessi (GB)

15/09/64

01/10/1999 24 months

post-doc

S21

0
Sonje Reiche (D)

25/08/1970

01/10/00 9 months

post-doc

S21

0

For each researcher or support technician seconded under the network contract to another participant for one month or more4:

- name and nationality (ISO Code)

- destination

- date of birth

- start date and likely duration of their
  secondment in months

- category of staff
N/A

Name of the network participant 

Their scientific speciality1
Salerno



Name of the scientist in charge
Marco Pagano

Number of individual researchers contributing to the joint activities of the network

Number of man-months spent on the project during the reporting period2
17

85 (44.5)

For each researcher whose salary or fellowship is financed by the network contract3:

- name and nationality (ISO Code)

- date of birth

- start date and duration of the appointment
  in months

- category of researcher

- scientific speciality1
- list of publications in refereed journals


Otto Randl AT

15/12/73

27/12/1998 1 month

Pre-doc

S-22


Stephane Straub FR

13/04/66

10/04/200 1 month

pre-doc

S-22

- name and nationality (ISO Code)

- date of birth

- start date and duration of the appointment
  in months

- category of researcher

- scientific speciality1
- list of publications in refereed journals
Sandra Morini Marrero ES

11/11/71

10/05/1999 1month

post-doc

S21
Javier Giner Rubio ES

15/07/1967

10/05/1999 1 month

post-doc

S-21

- name and nationality (ISO Code)

- date of birth

- start date and duration of the appointment
  in months

- category of researcher

- scientific speciality1
- list of publications in refereed journals
Lucy White GB

02/09/72

01/07/1999 1 month

pre-doc

S-21
Heidrum Hoppe NL

27/01/1970

01/09/1999 1 month

post-doc

S-21

- name and nationality (ISO Code)

- date of birth

- start date and duration of the appointment
  in months

- category of researcher

- scientific speciality1
- list of publications in refereed journals
Sebastian Pouget- FR

12/03/73

20/10/1999 15 months

pre-doc

S-21
Aleix Calveras ES

29/04/69

01/03/200 7 months

post-doc

S-22

- name and nationality (ISO Code)

- date of birth

- start date and duration of the appointment
  in months

- category of researcher

- scientific speciality1
- list of publications in refereed journals
Alex Stomper AT

07/05/72

01/02/2000 1 month

post-doc

S-22
Nicolas Boccard FR

22/11/67

25/03/2000 4.5 months

post-doc

S-21, S-24

- name and nationality (ISO Code)

- date of birth

- start date and duration of the appointment
  in months

- category of researcher

- scientific speciality1
- list of publications in refereed journals
Hans Degryse B

1 October 1966

14/01/2002 1.5 months

Post-doc

S-21, S-22

Degryse, H and Onhena, S (2000) ‘Bank relationships and Firm Profitability’ Financial Management

Degryse, H and Van Cayseele,P (2000) ‘Relationship Lending within a Bank-based System: Evidence from European Small Busines Data, Journal of Financial Intermediation 0, 90-109
Michael Halling A

9 April 1976

15/02/2002 2.5 months

Pre-doc

S-21, S-22

- name and nationality (ISO Code)

- date of birth

- start date and duration of the appointment
  in months

- category of researcher

- scientific speciality1
- list of publications in refereed journals
Natalie Utrero-Gonzales ES
9 May 1973
01/10/2002 5 months

Post-Doc

S-21, S-22
Fany Declerck FR

25 Jan 1975

06/01/2003 2 months

Post-Doc

S-21, S-22

For each researcher or support technician seconded under the network contract to another participant for one month or more4:

- name and nationality (ISO Code)

- destination

- date of birth

- start date and likely duration of their
  secondment in months

- category of staff
N/A

Name of the network participant 

Their scientific speciality1
Institut for Economic Analysis, CSIC

S21, S24

Name of the scientist in charge
Ramon Caminal

Number of individual researchers contributing to the joint activities of the network

Number of man-months spent on the project during the reporting period2
8

100 (57)

For each researcher whose salary or fellowship is financed by the network contract3:

- name and nationality (ISO Code)

- date of birth

- start date and duration of the appointment
  in months

- category of researcher

- scientific speciality1
- list of publications in refereed journals


G.Cestone IT

30/06/1971

01/09/1999

24

Post-Doc

S-21, S-24

2  


D. Fabri IT

13/09/1971

01/09/2001

12

Post-Doc

S-22, S-24



For each researcher whose salary or fellowship is financed by the network contract3:

- name and nationality (ISO Code)

- date of birth

- start date and duration of the appointment
  in months

- category of researcher

- scientific speciality1
- list of publications in refereed journals


C. Fumagalli IT

30/11/1969

01/03/2002

3

Post-Doc

S-21, S-24

2


F. Palomino FR

01/10/1966

01/09/1999

12

Post-Doc

S-21, S-24

4



For each researcher whose salary or fellowship is financed by the network contract3:

- name and nationality (ISO Code)

- date of birth

- start date and duration of the appointment
  in months

- category of researcher

- scientific speciality1
- list of publications in refereed journals


E. Peyrache FR

24/10/1975

01/05/2001

6

Pre-Doc

S-21, S-24

1


For each researcher or support technician seconded under the network contract to another participant for one month or more4:

- name and nationality (ISO Code)

- destination

- date of birth

- start date and likely duration of their
  secondment in months

- category of staff
N/A

Name of the network participant 

Their scientific speciality1
London School of Economics, Financial Markets Group

S21, S22, S23

Name of the scientist in charge
Prof. David Webb

Number of individual researchers contributing to the joint activities of the network

Number of man-months spent on the project during the reporting period2
7

112, of which 108 by Young Researchers

For each researcher whose salary or fellowship is financed by the network contract3:

· name and nationality (ISO Code)

- date of birth

- start date and duration of the appointment
  in months

- category of researcher

- scientific speciality1
- list of publications in refereed journals


Andrea Cagasse (IT)

09/07/68

01/10/98

24 months

Pre-doc

S21

0
Vicente Cunat (ES)

08/01/72

01/10/98

36 months

Pre-doc

S21

0
Charlotte Ostergaard (DK)

01/07/68

01/08/98

26 months

Pre-doc

S22

0
Frederic Loss (F)

24/08/73

01/10/01

12 months

Post-doc

S21



For each researcher or support technician seconded under the network contract to another participant for one month or more4:

- name and nationality (ISO Code)

- destination

- date of birth

- start date and likely duration of their
  secondment in months

- category of staff
N/A

Name of the network participant 

Their scientific speciality1
DEEP-HEC
Université de Lausanne
S21, S24

Name of the scientist in charge
Ernst-Ludwig von Thadden

Number of individual researchers contributing to the joint activities of the network

Number of man-months spent on the project during the reporting period2
3

24

For each researcher whose salary or fellowship is financed by the network contract3:

- name and nationality (ISO Code)

- date of birth

- start date and duration of the appointment
  in months

- category of researcher

- scientific speciality1
- list of publications in refereed journals


N/A


For each researcher or support technician seconded under the network contract to another participant for one month or more4:

- name and nationality (ISO Code)

- destination

- date of birth

- start date and likely duration of their
  secondment in months

- category of staff
N/A

2. Table of Young Researcher Months

Partner


Hired
Comments
No. of months promised
Number provided/

committed

ECARES
Loic Sadoulet
01/10/1998 - 30/06/2001 (33 months)
33
33

IDEI
Roberta Dessi

Sonje Reiche
01/10/1999 - 30/09/2001 (24 months)

01/10/00 - 30/06/01 (9 months)
69
33

SALERNO


Otto Randl
Stephane Straub
Sandra Morini Marrero
Javier Giner Rubio
Lucy White
Heidrum Hoppe
Sebastien Pouget

Aleix Calveras

Alex Stomper

Nicolas Boccard

Hans Degryse

Michael Halling

Natalie Utrero-Gonzales

Fany Declerck
12/1998 - 01/1999 (1 month)

10/04/2000 - 10/05/00 (1 month)

10/05/1999 - 14/06/1999 (1 month)

10/05/1999 - 14/06/1999 (1 month)

01/07/1999 - 31/07/1999 (1 month)

01/09/1999 - 30/09/1999 (1 month)

20/10/1999 - 31/01/01 (15 months)

01/03/2000 - 30/09/2000 (7 months)

01/02/2000 - 01/03/2000 (1 month)

25/03/2000 - 25/04/2000; 10/05/2000 - 31/08/2000 (4.5 months)

14/01/2002 - 23/02/2002 (1.5 months)

15/02/2002 - 30/03/2002; 01/05/2002 - 30/05/2002 (2.5 months)

01/10/2002 - 28/02/2003 (5 months)

06/01/2003 - 28/02/2003 (2 months)
45
44.5

CSIC


Giacinta Cestone
Frederic Palomino

Daniela Fabbri

Eloic Peyrache

Chiara Fumagalli
01/09/99 - 30/05/00; 01/06/2001 - 31/08/2002 (24 months)

01/09/1999 - 31/08/2000 (12 months)

01/09/2001 - 31/08/2002 (12 months)

01/05/2001 - 31/10/2001 (6 months)

01/03/2002 - 31/05/2002 (3 months)
64
57

LSE


Andrea Caggese
Vicente Cunat
Charlotte Ostergaard

Frederic Loss
01/10/1998 - 30/09/2001 (36 months)

01/10/1998 - 30/09/2001 (36 months)

01/08/1998 - 30/09/2000 (26 months)

01/10/2001 - 31/08/2002 (10 months)
48
108

DEEP
Stefan Arping
01/09/1999 - 31/08/2002 (not Commission funded)

Total required by contract: 259 months; Total provided by network: 275.5 months

3. List of young researchers’ publications resulting from their work in the network

1. Marco Pagano (Salerno), Ailsa Röell (CEPR), Otto Randl (Young Researcher, Salerno) and Josef Zechner (CEPR), 'What Makes Stock Exchanges Succeed? Evidence from Cross-Listing Decisions', European Economic Review, 45, May 2001.

Despite the increasing integration of capital markets, geography has not yet become irrelevant to finance. Between 1986-97, European public companies have increasingly listed abroad, especially in the US. The authors relate the cross-listing decisions to the characteristics of the destination exchanges (and countries) relative to those of the home exchange (and country). European companies appear more likely to cross-list in more liquid and larger markets, and in markets where several companies from their industry are already cross-listed. They are also more likely to cross-list in countries with better investor protection, and more efficient courts and bureaucracy, but not with more stringent accounting standards.

2. Loic Sadoulet (Young Researcher ECARES), ‘The Role of Mutual Insurance in Group Lending’

Most of the literature studying the mechanisms underlying group lending has focused either on the effect of joint-liability on credit groups’ ability to repay their loans, or on the group members’ willingness to repay loans. This paper extends these analyses by combining both ability and willingness in an environment in which borrowers are not always able to repay their loans. Grounding the analysis on field experience in Guatemala, Sadoulet seeks to understand why borrowers participate in group-lending programs, rather than in individual loans, which do not have this additional joint-liability constraint, when both types of loans are offered. Sadoulet finds that group lending allows borrowers to increase their inherent ability to repay their loans to the financial institution, by providing a forum for insurance arrangements, even in environments that are otherwise non-conducive to insurance contracts. Heterogeneity in risk, which the literature has so far characterised as a second-best outcome, can then become a first best; joint-liability does not necessarily lead to ‘assortative matching’. In light of the recent dramatic increase in microfinance institutions, this work looks more closely at the role of ‘social collateral’, and suggests the importance of the concurrent establishment of centralised credit records to preserve the incentive mechanisms and punishment technology which underlie the success of microfinance.

3. Loic Sadoulet (Young Researcher ECARES), ‘Equilibrium Risk-Matching in Group Lending’, Econometric Society, August 2001

Theoretical and empirical models of group lending have often taken group composition to be exogenous. This paper presents a model in which group membership is endogenous. Group members choose partners in a context of missing insurance markets. Sadoulet finds a general non-monotone matching pattern, with the safer borrowers forming groups with partners riskier than themselves in a negative-assortative manner to exploit beneficial risk-sharing arrangements; while the riskiest borrowers form in groups homogeneous in risk as these borrowers too risky to be accepted in such insurance schemes. The exact matching pattern and the division of surplus in-groups depends on the distribution of borrower types, though he shows the matching pattern remains non-monotone for any continuous distribution. Empirical matching patterns in credit groups surveyed in Guatemala seem to confirm the endogeneity of risk heterogeneity in practice. This underlines the care needed in empirical studies using group characteristics as explanatory variables: endogeneity in these regressors could potentially compromise the reliability of conclusions drawn from such studies.

4. Frederic Palomino (Young Researcher, CSIC), ‘Relative Performance Objectives in Financial Markets’, November 1999.

Money management is an activity in which agents are often evaluated on the basis of their relative performance. In this article, Palomino considers an oligopolisitic market in which some informed fund managers aim at maximizing their Relative Performance (RP) rather than their Absolute Performance (AP). First, Palomino defines an RP Equilibrium and derive conditions for existence of such an equilibrium. Second, he analyses equilibrium strategies. He shows that RP objectives provide incentives to choose overly risky trading strategies, i.e., the RP Equilibrium portfolio is riskier than the AP Equilibrium portfolio. When managers are risk-averse, RP objectives also provide incentives to herd: managers acquire non-profitable information for the only purpose of reducing the variance of their relative performance. These results are consistent with empirical evidence about fund managers' behaviour (choice of overly-risky strategies and herding) and suggest to test further herding among fund managers.

5. Frédéric Palomino (Young Researcher, CSIC), ‘Should Smart Investors Buy Funds with High Returns in the Past?’, CEPR Discussion Paper 3282.

Newspapers and weekly magazines catering to the investing crowd often rank funds according to the returns generated in the past. Aside from satisfying sheer curiosity, these numbers are probably also the basis on which investors pick a fund to invest in. In this article, Palomino fully characterises the equilibrium in a game between a mutual fund manager of unknown ability who controls the riskiness of his portfolio and investors who only observe realised returns. He derives conditions under which (i) investors invest in the fund if the realised return falls within some interval, i.e., is neither too low nor too high, (ii) a good mutual fund manager picks a portfolio of minimal riskiness and (iii) a bad mutual fund manager will pick a portfolio with higher risk, 'gambling' on a lucky outcome. He also shows that regulating the maximum risk a mutual fund is allowed to take may actually decrease rather than increase the expected return to investors, even if the market price of risk is zero: the regulation ends up forcing the investor to pick the bad fund more often.

6. Frédéric Palomino (Young Researcher, CSIC), 'Risk Taking and Optimal Contracts for Money', CEPR Discussion Paper DP2066

Recent empirical work suggests a strong connection between the incentives money managers are offered and their risk-taking behaviour. Palomino develops a general model of delegated portfolio management, with the feature that the agent can control the riskiness of the portfolio. This represents a departure from the existing literature on agency theory in that moral hazard is not only effort exertion but also risk taking behaviour. The moral hazard problem with risk taking involves an incentive-compatibility constraint on risk, which we characterise. He distinguishes between one period and several periods. In the former case, under mild conditions, there exists a first-best contract that takes the form of a bonus contract. In the latter, he shows that there exists no first-best contract and he uses a numerical approximation to study the properties of the second-best contract. Recent empirical work suggests a strong connection between the incentives money managers are offered and their risk-taking behaviour. He develops a general model of delegated portfolio management, with the feature that the agent can control the riskiness of the portfolio. This represents a departure from the existing literature on agency theory in that moral hazard is not only effort exertion but also risk taking behaviour. The moral hazard problem with risk taking involves an incentive-compatibility constraint on risk, which we characterise. Palomino distinguishes between one period and several periods. In the former case, under mild conditions, there exists a first-best contract that takes the form of a bonus contract. In the latter, he shows that there exists no first-best contract and we use a numerical approximation to study the properties of the second-best contract

7. Giacinta Cestone (Young Researcher CSIC), ‘Corporate Financing and Product Market Competition: An Overview’, CSEF Working Paper No. 18, April 1999

This paper offers an overview of the main interactions between corporate financing decisions and product market competition. Firm's financial policy may affect the market game in several ways. It can make a firm more or less vulnerable to predation, commit the firm to a particular market strategy, or convey signals to the firm's competitors. Financial policy matters also in that the decision to resort to a common lender can facilitate collusion among competing firms. Finally, an appropriate design of financial claims can commit the lender not to provide potential entrants with funding or expertise.

8. Giacinta Cestone (Young Researcher CSIC) and Chiara Fumagalli, (Young Researcher CSIC) ‘Internal Capital Markets and Product Market Competition’, February 2000

This paper explores how internal capital allocation within a conglomerate interacts with the product market behaviour of divisions. Conventional wisdom suggests that the possibility of shifting resources through the internal capital market allows conglomerate divisions to be stronger competitors in the product market game. Cestone and Fumagalli analyse competition in R&D efforts between a conglomerate division and a standalone firm, and show that subsidisation from the parent company does not necessarily make the division a tougher competitor. However, when a division enters a market, subsidisation 'protects' it against the incumbent's strategic moves. While this is always an advantage when the rival aims at deterring entry, when entry is accommodated it may be preferable to enter as a stand-alone firm, in order to encourage the incumbent's pro-collusive commitments.

9. Giacinta Cestone (Yong Researcher CSIC) and Lucy White (CEPR), ‘Anti-Competitive Financial Contracting: The Design of Financial Claims’, CEPR Discussion Paper DP3182, January 2002.

This paper presents the first model where entry deterrence takes place through financial rather than product-market channels. In standard models of the interaction between product and financial markets, a firm's use of financial instruments deters entry by affecting product market behaviour, whereas in this model entry deterrence occurs by affecting the credit market behaviour of investors towards entrant firms. Cestone and White find that in order to deter entry, the claims held on incumbent firms should be sufficiently risky, i.e. equity, in contrast to the standard Brander-Lewis (1986) result that debt deters entry. The model sheds light on the policy debate on the separation of banking as to whether banks should be permitted to hold equity in firms. It also provides an explanation for why venture capitalists hold automatically convertible securities in start-up firms.

10. Loic Sadoulet (Young Researcher, ECARES), ‘Risk-Matching in Credit Groups: Evidence from Guatemala’

With widely publicised high repayment rates, microfinance is gaining a great deal of attention. Using data from Guatemala, this paper examines risk matching in credit groups. The literature often assumes that joint-liability will lead groups to form homogeneously in risk, and that risk heterogeneity emerges only as a second-best. Sadoulet finds they do not, even accounting for matching frictions. Data on mutual-help within groups provides evidence consistent with the hypothesis that group lending provides insurance among borrowers. This intra-group insurance suggests that current credit contracts can be improved by incorporating insurance provisions. He discusses one possibility of such a contract briefly.

11. Roberta Dessi (Young Researcher IDEI), ‘Financing entrepreneurs: optimal contracts and the role of intermediaries’, FMG DP0328.

This paper studies an economy in which entrepreneurs seek financing for long-term projects from capital-constrained intermediaries, who specialise in monitoring, and uninformed investors. Monitoring enables an intermediary to affect investment decisions, and may confer an informational advantage at the interim stage. Optimal financial contracts are designed to induce both ex ante (choice of investment project) and ex post (decision to continue or liquidate at the interim stage) efficiency, while economising on the use of scare intermediary capital.

Under certain assumptions, a degree of asymmetric information at the interim stage (between informed insiders and uninformed outside investors) makes it possible to improve on contracting possibilities for the symmetric information case. The paper identifies circumstances in which 'venture capital' contracts are optimal.

12. Loic Sadoulet (Young Researcher ECARES) with David Soberman (INSEAD), 'The Marketing of Political Platforms', ECARES 2001

The literature on political campaigns has thus far mainly focused on the positioning of parties. Little work has been done on how parties communicate their platform to the electorate. Yet, with the proliferation and fragmentation of the media outlets, 'getting the message out' has become increasingly important and expensive. In a model in which parties must divide their budget between 'creative costs' (the costs of designing the political message) and 'media costs' (costs of distributing the message), Sadoulet examines how respective budget levels affect parties' advertising strategies during a political campaign, and how these affect their respective loci of electoral support. He uses these results to investigate how the political landscape is affected by campaign spending limits.

13. Loic Sadoulet (Young Researcher ECARES), 'Learning from MasterCard: Microfinance Contracts with Self-Insurance Options'

The debate on microfinance contracts has increasingly shifted from the relative benefits of group and individual loans, to considerations on contractual improvements. While most efforts have been turned to designing savings services for the poor, this paper examines the issue of insurance provisions in microfinance contracts. The main findings suggest that credit-card-like contracts in which borrowers are able use their accumulated credit history as a buffer for shocks would allow for better risk-sharing capacity than simple group lending contracts. Sadoulet argues that such a contract could be implemented without any additional information than the information microfinance institutions already gather.  

14. Giacinta Cestone (Young Researcher CSIC), ‘Venture Capital Meets Contract Theory: Common Equity or Formal Control?’, CEPR Discussion Paper DP3462, July 2002

This paper develops a theory of the joint allocation of formal control and cash – flow rights in venture capital deals. Cestone tries to assess whether equity-like claims and investor’s formal control are substitutes or complements. The extent to which formal control turns into effective control largely depends on the investor’s incentives, and thus on the shape of her financial claim. This implies that riskier claims should be sometimes associated with weaker formal control. The paper provides a theoretical explanation to some puzzling evidence documented by Kaplan and Stromberg (2000), namely the inclusion in the contract of contingencies that trigger both a reduction in VC control and the conversion of her preferred stocks into common stocks.

15. Giacinta Cestone (Young Researcher CSIC) and Chiara Fumagalli (Young Researcher CSIC), 'Internal Capital Markets, Cross-Subsidization and Product Market Competition', CEPR Discussion Paper DP2935, September 2001
This Paper analyses the interaction between internal capital market allocations and product market competition. It is argued that diversification and divestiture are both rational responses to anticipated changes in the competitive environment. Diversification is the optimal response to an anticipated toughening of competition, whereas divestiture may encourage competitors to adopt collusive pre-commitments. Moreover, thanks to the ability to shift resources across units, a diversified business group can consolidate its market power across industries. The results yield empirically testable predictions relating the stock-market reaction to diversification announcements and the diversification premium to product market factors.

16. Stefan Arping (Young Researcher, Lausanne), ‘Debt and Product Market Fragility’, DEEP Discussion Paper No. 0021, July 2000
This paper studies the interplay between corporate leverage and product pricing when liquidation is costly for customers. The model illustrates that highly leveraged firms can enter a vicious circle in which financial distress and sales drops are mutually re-enforcing. There is a ‘good’ equilibrium in which the firm is in good financial shape. However, when leverage is excessive there is also ‘bad’ equilibrium in which consumers' pessimistic perceptions about the firm's financial health become self-fulfilling. Moreover, whenever the ‘bad’ equilibrium exists the ‘good’ equilibrium is highly fragile in that a small shock can trigger a spiral of sales drops. The paper shows that the firm can avoid the ‘bad’ equilibrium by not fully exercising market power (i.e. cutting prices) and reducing leverage. The model sheds light on why highly leveraged companies often face severe sales drops and how price cuts and debt restructuring can help to restore customer confidence. 

17. Stefan Arping (Young Researcher, Lausanne), ‘Is Bank Industrial Ownership Anti-Competitive?’, DEEP Discussion Paper No. 0022, August 2000

Since the heyday of US ‘financial capitalism’ there is a persistent policy concern that industrial ownership by banks could foster industry concentration. This paper illustrates that bank industrial ownership can indeed be anti-competitive when banks are allowed to hold excessively large equity positions in incumbent firms. However, bank industrial ownership can even be pro-competitive when banks' equity stakes are sufficiently small. An equity stake in an incumbent allows the investor of a financially constrained entrant to harden the entrant's budget constraint. This disciplines the entrant which makes the investor willing to give (more) credit to the entrant. Thus, the paper provides an antitrust motivation for regulatory policies that limit but do not prohibit industrial equity investments by banks.

18. Stefan Arping (Young Researcher, Lausanne) and Gyongyi Loranth (CEPR), ‘Product-Differentiation and Capital Structure’, Birkbeck Economics Working Paper 23/00, December 2000

Liquidation typically imposes costs on a firm's customers by reducing the availability of after-sales service or by hampering the possibility to repurchase the same product in the future. Customers' costs from liquidation should be higher the more the product differs from competitors' products. Thus, we should observe low leverage in firms producing highly differentiated products, but also little product differentiation when leverage is important for providing managerial discipline. Arping and Loranth develop a model where debt improves managerial incentives to pay out free cash flow, but suppresses consumers' willingness to pay. They derive the optimal financial structure and the level of product differentiation endogenously, and show that firms have incentives to position their products closer to competitors when managerial incentive problems matter.

19. Giovanni Cespa (UPF) and Giacinta Cestone (Young Researcher, CSIC), 'Who Likes Incumbent Managers? The Implicit Alliance Between Small Shareholders and Stakeholders', February 2002.

In this paper Cespa and Cestone challenge the current view that stakeholders and managers are always 'natural allies' arguing that shareholders and stakeholders may as well form an implicit alliance, to the extent that they both have a common interest in favouring a more efficient management. They propose a theoretical model where stakeholders (environmentalists) may actively interfere in corporate life, while managerial decisions are subject to corporate governance and environmental rules. It is shown that while, for given sets of rules, stakeholders may side with incumbent managers to form ex post alliances, under some conditions stakeholders and small shareholders may both benefit when ex ante tighter corporate governance rules and tighter pro-stakeholder rules are imposed on firms. This result can help understand who benefits from a legal stakeholder protection as opposed to a vague managerial mandate to keep an eye on stakeholder welfare. It can also rationalise recent pressures by shareholder activists towards an institutionalisation of social objectives, as an attempt to deprive managers of the monopoly of relationships with social and environmental activists.

20. Daniela Fabbri (Young Researcher, CSIC), 'Legal Institutions, Corporate Governance and Aggregate Activity: Theory and Evidence', CSEF Working Paper No. 72, October 2001

This paper investigates the interaction between legal institutions and financial arrangements and the effects that these have on corporate decisions and aggregate activity, both theoretically and empirically. Fabbri develops a two-country general equilibrium model with overlapping generations and asymmetric information in the credit market. She shows that, at the steady state equilibrium, firms located in the country providing tighter legal enforcement to the creditors’ rights receive a larger amount of external finance at a lower price and have a larger size. While these results rationalise some recent empirical evidence in the corporate finance literature, she obtains a new result for the leverage ratio that we show to be independent of the quality of legal institutions (i.e. it is the same across firms located in the two countries). At the aggregate level, Fabbri shows that countries with higher creditors’ protection enjoy a larger aggregate output level and a bigger capital stock. The driving force behind our results is that improvements in legal protection of creditor rights to repossess a collateral asset increase the investment rate of return, by tempering the inefficiencies due to asymmetric information. In the empirical part, she provides evidence that confirms the theoretical predictions by using new data sets at firm and regional level for Spain and Italy. Unlike the already existing literature, Fabbri proxies the degree of legal enforcement by using statistical information on the performance of judicial districts, i.e. measures based on the number of backlogs, the number of concluded trials and the average length of trials.

21. Daniela Fabbri (Young Researcher, CSIC), 'The Institutional Determinants of Household Credit Allocation and Borrowing Restrictions', February 2002.

This paper analyses the relation between the quality of judicial enforcement and the allocation of credit to households at a theoretical and empirical level. The theoretical part provides a simple model that outlines two main effects through which the allocation of credit is affected by the working of the judicial system: a minimum collateral requirement, which affects the probability to be liquidity constrained and the price of credit, which affects the equilibrium debt amount. In the empirical part, Fabbri tests her theoretical predictions merging data drawn from a representative Italian sample, the Survey of Households Income and Wealth, with data on the performance of judicial districts. She finds that the working of justice affects the probability of being credit constrained: other things being equal, moving from low-costs (typically, in northern Italy) to high-costs judicial districts increase the probability of being credit constrained by around 35%. Moreover, the amount of debt of non-rationed households decreases if the quality of judicial enforcement worsen in the area of residence. The magnitude of this second effect varies according to how judicial costs are measured: it ranges from 22% to 70%. 

22. Eloic Peyrache (Young Researcher, CSIC), 'Career Concerns and Choosing whether to Compete', February 2002

In many situations, agents have to decide to complete or not, against others in order to signal themselves. The behaviour of researchers, open source developers or start-ups illustrate this fact. The purpose of the paper is to examine, in a imperfect signalling framework, the investment strategies of agents who try to manipulate the beliefs of the market. Our results suggest that in the case of homogeneous projects, the decision of agents is not relevant for the market since they will play according to pooling strategies. On the other hand, in the case of cost-differentiated projects, there will be some scope for separating equilibria. Their features are that a low agent will always invest on the 'easy' project whereas a high type, when acting as a follower, will always differentiate himself. Peyrache further investigates the willingness of agents to postpone their investment decision and the social optimality of their decision in the presence of reputational concerns.

23. Frédéric Loss (Young Researcher, LSE) 'Hedging, Agency Cost and Corporate Size' FMG DP November 2001

This paper studies firms' hedging demand where hedging is used by managers to reduce agency costs between them and employees. It shows that the manager's information on the employee's action is a determining factor of the firms' hedging demand. The less the manager's information on the employee's action, the higher is the firm's hedging demand. Therefore, when a merger between firms leads to a loss of information for the manager, the hedging demand of the merged firms is generally higher than the ones of the non-merged firms.

24. Frédéric Loss (Young Researcher, LSE) and Antoine Renucci (IDEI) 'The Fallacy of New Business Creation as a Disciplining Device for Managers' FMG DP February 2002-03-19

This paper investigates a negative externality of new business creation. The authors show that when being perceived as a good manager is a necessary condition to establish a firm in the future a priori talented managers may indulge in undertaking risky projects now. Indeed, such a choice renders more difficult the updating of believes process regarding their actual types. Unfortunately, this in turn leads them to perform less effort, which comes at the expense of economic efficiency. Hence, the career concerns they examine do not discipline good managers. However, they show that employers can reduce managerial slack by resorting to financial markets monitoring.
25. Frédéric Loss (Young Researcher LSE), 'Optimal Hedging and Interactions between Firms' FMG DP February 2002

This paper studies corporate risk management in a context with financial constraints and imperfect competition in the product market. Loss shows that the interactions between firms heavily affect their hedging demand. As a general rule, the firms' hedging demand decreases with the correlation between firms' internal funds and investment opportunities. He shows that when the hedging demand of a firm is high in the case where investments are strategic substitutes, its hedging demand is low in the case where investments are strategic complements. Finally, he also proposes another interpretation of his model in terms of technical choice.

26. Roberta Dessi (Young Researcher, IDEI), 'Implicit Contracts, Managerial Incentives and Financial Structure', Journal of Economics and Management Strategy, 10(3), autumn 2001.

This paper examines how managers may be given incentives to exert effort, and to implement efficient implicit contracts with workers. Under certain assumptions, this can be achieved by tying managerial compensation to shareholder value. However, if reputation effects are weak, it is more efficient to adopt an incentive scheme in which the manager is punished by outside investor intervention when performance fallls below a critical level, and otherwise retains control, receiving a fixed reward. The required form of outside intervention can be implemented through a financial structure combining “hard” debt with a relatively dispersed ownership structure.

27. Roberta Dessi (Young Researcher, IDEI) and Donald Robertson (Cambridge), 'Debt, Incentives and Performance: Evidence from UK Panel Data', last version: September 2001.

A large body of theoretical literature suggests that capital structure plays an important role as a managerial incentive mechanism. What of the evidence for the agency approach? Cross-sectional empirical studies have identified a positive effect of leverage on expected performance (measured by Q) for firms with low growth opportunities. However, this evidence does not take into account the endogeneity of capital structure decisions. The paper investigates the determinants of capital structure and performance, allowing for endogeneity and dynamics. Its results suggest that conclusions reached by previous studies that did not take into account the endogeneity issue should be treated with caution. The main findings are consistent with the implications of agency models, where debt is chosen endogenously.

28. Roberta Dessi (Young Researcher, IDEI), Start-up Finance, Monitoring and Collusion, February 2002, IDEI Working Paper

How should new (capital-constrained) entrepreneurial firms be financed? When active monitoring by a large investor is needed to induce efficient investment decisions, what is the optimal allocation of control rights and cashflow rights among entrepreneurs and different types of investor? The paper addresses these questions, taking into account the possible incentives for the entrepreneur and the large investor to collude and pursue private benefits at the expense of other investors. Dessi finds that the threat of collusion has an important effect on contract design, and on financing constraints (hence aggregate investment). Under plausible assumptions, optimal (collusion-proof) contracts are consistent with several commonly observed characteristics of venture capital financing: (a) the use of convertible securities, (b) the separate allocation of control rights, (c) the practice of syndication
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