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The Anatomy of the Transmission of|Macroprudential Policies
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Abstract

Question

| _ * residential mortgage credit
_regulatory constraints  ‘aefeet . house prices

_on household leverage - _ o
] “« other asset classes not directly targeted by the limits,
Explain: @ Constraint form, loan-to-income(LT1) and loan-to-value(LTV) limits
' (2 Other asset classes, securities holdings and corporate credit of banks

it

_» mortgage credit is reallocated from low- to high-income borrowers and from urban :
to rural counties
« This reallocation weakens the feedback between credit and house prices and slows
~house price growth in “hot” housing markets feedback loop
~» Banks whose lending to households is more affected by the regulatory constrainté
drive this reallocation, but also substitute their risk-taking into holdings of securities
~and corporate credit :
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Motivation

Practical Level:

« Since 1990, policymakers in more than 60 countries have adopted macro
prudential policies = limit household leverage -=>slow down the feedback loop
between credit and house prices

Theoretical Level:

« By showing that a buildup of household leverage eventually leads to busts,
lower output growth, and higher unemployment (Jorda, Schularick & Taylor |,
2016; Mian, Sufifi & Verner , 2017), academic literature has highlighted the
Importance of these policies
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Focus on lreland:

e RN L cjending limit
N ot R Tecdrence of' ﬁl‘IISgOOOm-%USt cycle, the central bank introduced new

2 imi
macroprdehtial rules-2(eiilig “mI[['IS'I limit is 3.5

First qliscuss Impl*ament |::|:M|jr'nni]fti é:igpgnds on the borrower type

+ Inthevisdasf Patrighorenahan, theh YOULATBEBFHRBRPA MK Sfffeland,

“What we are trying to prevent is-another psychological loop between credit-and-

g o it ot BB S Bir 1o
,,,,,,, 7 FOFfirs -time buyers (ETBs), a more generous LTV limit of 90%is.imposed. |
for houses up to[===~""" T

v For any am¢ - .
facesan80% LT
v’ The measurg =~
properties it

e To avoig a {ecur_rence of this boom-bust cycle, the central bank introduced new

amount over €220,000

______________

) for buy-to-let (BTL)
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Combining the following four types data

county-level house price | loan on residential mortgages

\. e e /

Few papers analyzing LTV/LTI limits imposed in other countries:

Dodd-Frank “Ability-to-Repay” rule (similar to an LTI limit) successfully reduced
borrower leverage(DeFusco, Johnson & Mondragon, 2020); LTV limits caused Dutch
borrowers to increase their down payments (Van Bekkum et al., 2019)......

A

L One paper analyze the same Irish macroprudential policy: LTV fell for first-time and
subsequent time buyers (Kinghan, McCarthy & O’Toole, 2019 )

7 ~ T4

cransmission of macroprudential poI|C|es

» Most important contribution

focus on house prices and reallocation of mortgage credit across the income and
geographical distributions; represents the most comprehensive analysis of how
macroprudential policies in mortgage credit have operated in practice in a country
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Based estimate method

Y = a + BPost; x|Distanceg, [+ Xt + Ver + Neh + Wt + €che

« Dependent variable--- the logarithm of to} mortgage volume, the logarithm of

{
y How distance variable represents the distributions on the income and geography

. Answer: low-distance borrowers = low-income borrowers (urban-hot housing market)
| high-distance borrowers - high-income borrowers (rural-cold housing market)

«-Others: ¢ 1S a county, t 1s a month, and h 1s a borrower income bucket, with
borrowers divided into 20 income buckets. The sample includes 24 months and
runs from February 2014 to January 2016. The key independent variable is the
interaction term between a Post dummy equal to one from February 2015 to
January 2016 (12-month period after the policy implementation) and the
(prepolicy) distance from the lending limits for each income bucket-county pair
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The Cost of Capital for Banks: Evidence from Analyst Earnings Forecasts

The conservation-of-risk principle states that changing how a given cash flow stream is
divided among investors will not change the total value of that cash flow stream, because,
In_aggregate, the risk being held is not changed by how it is divided among investors.
=== Therefore, under this principle, the portfolio of debt and equity issued by a bank
should have the same risk characteristics as the bank’s total assets. In turn, because the risk
characteristics are the same, the expected portfolio return and the bank’s expected total
asset return should also be identical.

L C“""“"" from current and long-term debt and equity.

Modigliani and Miller (MM or M & M) have a convincing argument that a firm
annot change the total value of its outstanding securities by changing the proportions of
ts capital structure. In other words, the value of the firm is always the same under differ-
nt capital structures. In still other words, no capital structure is any better or worse than

ny other capital structure for the firm’s stockholders. This rather pessimistic result is the
Sharshoklers equity amous MM Proposition 1.

Fixed assets

1. Tangible fixed

assets
2. Intangible fixed
assets

Total Valuo of Assots Total Yaluo of the Firm This type of reasoning allows us to develop MM Proposition II. Here MM argue that
tolmvestors the expected return on equity is positively related to leverage because the risk to equity-
holders increases with leverage.
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Abstract

We extract cost of capital measures for banks using analyst earnings
forecasts, which we show are unbiased

finding
* The cost of equity and the cost of debt decrease in the Tier 1 ratio,
' whereas total cost of capital is uncorrelated with the Tier 1 ratio

Cost of Equity Capital
This table presents estimated coefficients for regressions with the cost of equity capital (in per-
centage points) as the dependent variable (defined in Section L. B). In the first three columns, Tier
1and 2 capital are scaled by risk-weighted assets; in the last three columns, they are scaled by to-
tal assets. Deposits to assets is the book value of deposits to book value of assets. OBE to assets is

Cost of Debt Capital
This table presents estimated coefficients for regressions with the cost of debt capital (in percent-
points) as the dependent variable (defined in Section 1.C). In the first three columns, Tier 1
.lml 2 capital are scaled by risk-weighted assets; in the last three columns, they are scaled by total
ts is the book value of deposits to book value of assets. OBE to assets is

to

assets. Depo

Total Cost of Capital

This table presents estimated coefficients for regressions with the total cost of capital (in percent-
age points) as the dependent variable (defined in Section D). In the first three columns, Tier 1
and 2 capital are scaled by risk-weighted assets; in the last three columns, they are scaled by total
assets. Deposits to assets is the book value of deposits to book value of assets. OBE to assets is

off-balance-sheet liabilities to assets. The regressions are calculated with robust standard errors off-balance sheet Hahilities to assets, The regressions are calculated with robust standard errors of-hel heet liabilities to assets. The regressions are calculated with robust standard errors
clustered over bank and month. " denotes significance at the 1% level,  at the 5% level, and  clustered over bank and month. ™ denotes significance at the 1% level, ™ at the 5% level, and ~clustered over bank and month. ™** denotes significance at the 1% level, ™ at the 5% level, and
* at the 10% level. R! ﬁ !Q ICI s I ; “\A !e I %! Iq t e EI a Ssetg level at the 10% level.
Tier Capital to RWA Tier Capital Y0 Assets Tier Capital to RWA Tier Capital to Assets Tier Capital to RWA Tier Capital to Assets
) (2) (3) (4) (6) m @) 3 “) 5) ) (1 (2 @) @) (6 @)
Variables s ~ Variables ~ ~ r‘ ~ ~ ~“ Variables plotal plotal rlotal rlotal ylotal plotal
Tierl ratio —6.414**  —7.304™*  —12.132"*  —0.54™* 713.598‘ * Tierl ratio 4,662 1185 4.002°* | Tierl ratio —0.494 .99 .01 —0.49; 1.953 .3
. . (1.873) (2.192) (2.68) (2.646) 69) 1041 1671 L L0564) 1.266) L0631 L0986) A216) L0983)
Tier2 ratio =3 —2.866 3175 132257 —61T ; Tier2 ratio 0.017 Tier2 ratio 0.75 —0.733 03 1.052 —7.16" 86!
(1.852) (2.68) (3528) (7.351) (5997) (6.41) (2236) (0597) (2.109) (0.888) (2.114) (3.793) (2.005)
Deposits to assets ~ —0.483 —0.56 60! 0.69 —0.85! 42 Deposits to ass Deposits to assets ~ —0.746"* 2275 0.3 —0424"  —2.366"" 0.381
(0.655) (0.549) (0.758) (0.829) (0.58) (0.776) (0282 (0216) (0.318) (0245) (0-239) (0.289) (0241)
RWA to assets 1748 —0.498 2,958+ 0.626  RWA to assets RWA to assets 1076 0183 1,187 0.182
(0.413) 0604) (0413) (0.58) (0.333) (0.193) 10.27) (0.18)
OBE to assets 18591 48.098* 15.756 443" OBE to assets OBE to assets —23.327%  _17.024** —19.43**  _17.112**
(9.484) (14.295) (10.052) (14.521) (3.603) (5272) (347) (5234)
Observations 41,820 25,415 25,415 26,864 26,864 26,864  Observations 38,561 9 25,293 Observations 38,561 23,935 23,935 25,293 25,293 25,293
R? 0.698 0.338 0.623 0.621 0.34 0.625  R? 0.964 0.96 0961  R? 0.962 0.872 0.959 0.957 0.872 0.958
Bank FE Yes No Yes Yes No Yes Bank FE Yes Yes Yes Bank FE Yes No Yes Yes No Yes
Month FE Yes Yes Yes Yes Yes Yes Month FE Yes Yes Yes Month FE Yes Yes Yes Yes Yes Yes
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Abstract

————————————————————————————————————————————————————————————————————————————————————————————————————————————————————

. We extract cost of capital measures for banks using analyst earnings :
. forecasts, which we show are unbiased '

___________________________________________________________________________________________________________________

'« The cost of equity and the cost of debt decrease in the Tier 1 ratio,
. Whereas total cost of capital is uncorrelated with the Tier 1 ratio '

suggest

Investors adjust their return expectations for banks in accordance with
the Modigliani—Miller conservation-of-risk principle > Hence, increased
capital requirements are not made socially costly based on a notion that
. market pricing violates risk conservation. i
« Equity can nevertheless still be privately costly for banks because of
' reduced subsidies. i
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Motivation

In the debate on the costs and benefits of banking regulation

« A key question of interest: whether loss-absorbing capital in the form of equity is
socially costly==The main theoretical argument for why equity capital is not a costly
funding source is the Modigliani-Miller (1958) conservation-of-risk principle

The most important contribution:

« Show empirically that investors adjust their return expectations for banks iIn
accordance with the conservation-of-risk principle=—>has important implications for the
assessment of social costs in regards to banks’ regulatory capital requirements, in
particular, equity funding is not made socially costly based on the notion that market
pricing violates risk conservation

 Our findings provide empirical support for those studies that argue that the
conservation-of-risk principle applies to banks (Miller, 1995; Pfleiderer, 2010; Admati et
al., 2013; Admati & Hellwig, 2013)
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Research Process

» Total cost of capital definition: the discount rate applied to the future expected cash
flows available to all investors

» Explanation: this discount rate represents a private cost for the bank and is given as
the portfolio-weighted cost of equity and debt. Ultimately, these costs are determined by
the rates of return required by investors. The private cost of obtaining funding need not
be the same as the social cost. An increase in equity funding would then likely decrease
bank value and potentially also change the total cost of capital

risk conservation holds

equity funding[ = Ieveragel = riskiness gfflgpt and equity J => expected returnsJ

shanxi uni versiey



Empirical analysis '
Two parts |

Measuring Expected Return on Debt Capita
total cost
of the quarter. For bank i at time ¢, we have

4 Yi_, Intere
Lt g 3
2 =0 Del

where 4, is the average cost of debt, Inte
quartel;\ft and Debt;; is the total debt oblig
ter ¢. Since a large part of banks’ debt obliga:
using interest payments over a one-year hc
the true cost of debt. Moreover, while most «

]_ng = 1urece
Estimate £

First, examine whether risk conservation violations could be a
source of social costs. In our main test, we show that the total cost
of capital for a given level of asset risk is invariant to the level of

the level of equity funding, consistent with risk conservation.
These findings rule out private and social costs originating from
market pricing violations of risk conservation

equity funding, the cost of equity and debt are both decreasing in

ESecond, we examine the impact of implicit and explicit
' government subsidies: the tax shield of debt, the too-big-to-fail
' guarantee, and depositor insurance

capital (i.e., equity funding). Since banking regulation is based on the ratios of ) )

Tier 1 capital to RWA, and Tier 1 capital to total assets, we use both of these ra- Equlty Capltaz

tios to proxy for the level of equity funding.!! A significant positive association sually called the ICC. The ICC measure is
between the Tier 1 capital ratios and the total cost of capital could potentially iterature (e.g., Pastor, Sinha, and Swami-
indicate a violation of rls'k co_nservatlon, which would nfnply thfit it is privately e Lee, So, and Wang (2021) for an overview
costly for banks to obtain higher levels of loss-absorbing capital and comply .

with increased regulatory capital requirements. A violation of risk conserva- 3- [0 most ICC models, ICC is constructed
tion could also potentially imply a social cost, as discussed in the Introduection. 1nto expected future dividends and then

We use the following regression specification: iression for the discount rate,

Cost of capital; , =p1 x Tier 1 ratio;; + B2 x Tier 2 ratio;, (7, E, [Dm_Hn]

‘ A+ ICC; )" @)

+ B3 x Deposit ratio;,
Bank fixed effects; + Time fixed effects, + €4,
M fi ffects; + f Ffects; + <z uity and DIV;,,, is the future cash flows
where ¢ denotes month and i denotes bank. Time fixed effects capture general
market trends.!? Bank fixed effects capture a bank’s business model and hence 11 Drusers
asset risk (we verify this interpretation below). All regressions are estimated
with robust standard errors clustered by bank and month.

L i £ &

shanxi universiey



Commodity Financialization and Information Transmission

AUTHOR: ITAY GOLDSTEIN LIYAN YANG
Abstract

—————————————————————————————————————————————————————————————————————————————————————————————————————————————————————————————————————

: We provide a model @ to understand the effects of commodity futures financialization@ on :
: various market variables@d) .

. and combined effects omathe informativeness of futures prices, the futures price bias, thei

. comovement of futures prices with other markets, and the predictiveness of financial trading

_________________________________________________________________________________________________________________________________

We capture the interactions between commodity futures financialization and real economy |
 through spot prices and production decisions. f
. A dynamic extension illustrates how key variables change over time in a period of acute i
 financialization in a way that is consistent with observed empirical patterns. ’

____________________________________________________________________________________________________________________________________

@ static model and dynamic model @ financial speculators (trading on information) and financial
hedgers (trading to improve the efficiency of their broader financial portfolios) enter the market in
constant proportion @ key interested variables in empirical literatures: price informativeness, futures
price bias, commodity-equity market comovement, return predictiveness of financial positions

P L& X %
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Motivation

Centuy,
21®The twenty-first century has seen many developments and changes in finance

A prominent one among them is the financialization of commodity futures markets.
Commodity futures markets have seen a clear trend of financialization over the period 2004
to 2009, marked by the increased participation of financial traders

2011 Report of the G20 Study Group on Commodities (p.29) notes---“the discussion centers
around two questions. First, does increased financial investment alter demand for and supply
of commodity futures in a way that moves prices away from fundamentals and/or increase
their volatility? Second, does financial investment in commodity futures affect spot prices?”

shanxi universiey



This trend led to a surge in academic studies, including work by Tang and Xiong (2012),
Cheng & Xiong (2014), Basak & Pavlova (2016), Bhardwaj, Gorton, & Rouwenhorst (2016)

__________________________________________________________________________________________________________________________________

' Largely empirical studies: document trading ' Theoretical research scarce:

behavior of financial traders in futures mar- While offer important insights, they all
kets and their pricing impact = often yields feature symmetric information and do not
Econflicting messages on the implications of Eaddress key channels of our modeli
' financialization i involving price informativeness & learning :

This paper develops a model that aims to provide a unified proach to better understand the
mechanisms and interpret the empirical findings + highlights different channels through
which financialization affects prices and real outcome, in particular, financial trading injects
both information and noise into the futures market through the behavior of different types of
financial traders === Contrbutions

shanxi universiey



Model

static model

t=0 (futures market) (=1 (spotmarket)  time| LWO periods: t=0and 1
! = > At date 0, the financial market opens, and

« Financial speculators observe private » Spot market opens and the

information 8, and financial hedgers commodity marketcearsat | 11nN@NCIal speculators and financial hedgers trade
observe private information & price ¥; . . :

I P R . Cashfows are resiedand | TULUFES contracts against commodity producers :
information §;; all agents consume.

and noise traders, commodity producers make

« Financial speculators, financial hedgers,

commodity producers, and noise traders their production decisions at date 0, which
trade futures contracts at price 7, ) ) ) !
+ Commodty producers make production determine the commodity supply in the spot
decisions, and financial hedgers make |
investments i the private technology. market that operates later at date 1 i

shanxi universiey



The spot market equilibrium

ss s g N2
rﬂiﬁ [E(ﬁ — PlSi. €. p)(x; +d4£] _ Par(vls, C‘2P)(XL +dpi) } + max [Px; — C(x;))
The date-1 spot price:

" 5=0 + 5+ hé — hp.
v the commodity spot price |
' § 5 exogenous shocks to consumers’ Comm-i
. odity demand i

h is a positive constant
¢ supply shock

. D Future price

The futures market equilibrium

' construct a linear price function
. >compute demand function of futures

+ AgTs

mg = —
Bte+t.+1+1s
mg Aratio in original system, is bounded,
higher means that the pricepis more
sensitive to the fundamental 9 relative
to exogenous noise trading £
T, price informativeness

Ag the mass of financial speculators

_______________________________________________
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Dynamic model

we expand our model into a dynamic OLG setting to better map to the empirical
settings and show how the interaction between different forces drives time variation in
the key variables of interest. Our analysis also provides an approach to computing a
nonstationary equilibrium in which the sizes of investor populations increase over time.

date { date { + 1
} t t i —>

« Date-t speculators observe private information * Date-t+1 speculators observe private fime
fl,.,, and date-t hedgers observe private information 8¢, and date-t+1 hedgers
information &, ,. observe private information &@,..;.

» Date-t commoadity producer i observes private + Date-t+1 commedity producer i observes
information 3. private information 5, ;.

s Futures market opens: Date-t speculators, date-t » Futures market opens: Date-t+1 speculators,
hedgers, date-f commodity producers, and date-t date-t+1 hedgers, date-t+1 commodity
noise traders trade futures contracts at price p.. producers, and date-f+1 noise traders trade

» Spot market opens: Date-t-1 commadity futures contracts at price f,.
producers supply commodities through « Spot market opens: Date-f commeadity
production and inventory, date-f commodity producers supply commodities through
producers demand commadities for inventory, production and inventory, date-t+1 commodity
and date-t commadity consumers demand producers demand commadities for inventory,
commodities for consumption. and date-t+1 commodity consumers demand

» Date-t commodity producers make production commodities for consumption.
decisions, and date-f hedgers make investments » Date-t+1 commodity producers make
in the private technology. production decisions, and date-f+1 hedgers

« Date-t-1 commodity producers and date-t-1 make investments in the private technology.
financial traders consume. + Date-f commodity producers and date-t

financial traders consume.
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Conclusion

» Financialization in its early stages is likely to improve price efficiency while later stage
financialization is likely to decrease it

» Our analysis highlights a supply channel through which the commaodity futures market
affects the spot market

» And we show that the implications for the real economy are quite complex: while
commodity producers see higher operating profits when financialization improves market
efficiency, financialization is overall value-decreasing due to reduced opportunities in

futures market trading
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When Should Bankruptcy Law Be Creditor- or Debtor-Friendly? Theory and Evidence
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Abstract

Question:

' How  firms with different levels of owners’ and managers’
affects personal costs of bankruptcy (PCB)

under a more debtor-friendly firms with high PCB — borrow and invest more
management stay system

unde:r a more creditor fnendly_> firms with low PCB — borrow and invest more
receivership system

relaxes financial constraints but reduces credit
demand |

stronger creditor protection —

: Which effect dominates depends on owners’ and managers’ PCB




Motivation

Empirical evidencelon the optimal degree of creditor protection in bankruptcy is mixed

A 4

Following the seminal work of La Porta et al.
(1997,1998), a number of studies document a
positive  relationship  between  creditor
protection and the size of credit markets

While several recent studies suggest a
negative relationship
(Acharya & Subramanian, 2009;

Amihud, & Litov, 2011; Vig, 2013)

Acharya,

Given these opposing views

when firms borrow and invest more or less as creditor protection increases? that is, when

bankruptcy law should be more creditor- or more debtor-friendly? remains an open question

implication

Answering this question is crucial for policymakers who need to determine the optimal degree

of creditor protection

™ LS K5
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when firms borrow and invest more or less as creditor protection increases? that is, when
bankruptcy law should be more creditor- or more debtor-friendly? remains an open question

To address this question

B we need to understand what determines firm responses to changes in creditor protection?
B Answer: The theory points to personal costs of bankruptcy (PCB) for firm owners and
managers as an important factor

specifically

Stronger creditor protectionT owners’ and managers’ PCB T

can red can| strengthen

mixed

the incentives of owners and managers to

This paper focuses on invest in valuable but risky investment project

R LD X%
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Research Process---Part one

Korea’s institutional environment
motivzfted by

develop a theoretical model

 The model borrows features from Bolton and Scharfstein (1990), Zwiebel (1996), and
Holmstrdm and Tirole (1997)

* Objective: determine how the level of owners’ and managers’ PCB affects firms’ borrowing
and investment in a receivership system compared with a management stay system===to show
the level of owners’ and managers’ PCB determines whether a firm borrows and invests more
or less as creditor protection increases

L i £ &
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A firm

PROPOSITION 1: There exists a threshold B > 0 such that the probability of
tnvestment is higher under receivership compared with management stay if B <
B, and the probability of investment is lower under receivership compared with

management stay if B > B.

 ahigh level of owners’ and managers’ PCB
Start » is unwilling to invest in risky investment projects due tohigh PCB

« Even itis not financially constrained

Y

Further increases these costs

A

A

Reduces the demand for credit

A 4

Reduces borrowing and investment Stronger creditor protection

shanxi uni versiey



Research Process---Part two
empirical analysis
» data from the Korea Information Service (KIS)

We start our analysis by assessing differences in borrowing and investment
for the average firm under the prereform receivership system compared with
the postreform management stay system by estimating

Yii =i + g + 1 -controls; ;1 + ya - controls; ;1 * reform,

+ 81 - treated; + 89 - reform, + 83 - treated; * reform, + €; ¢, (4)

t,l4

wher+ Y;; 1s the value of the outcome of interest for firm i in year
controls; ;_, 1s a set of lagged control variables,™ the dummy variable reform,
takes the value of zero before the reform (2001 to 2005) and one after the
reform (2006 to 2010), and freated; is a variable that captures the degree to
which firm i is affected by the reform. Firm fixed effects «; ensure that we

14 The outcome variables that we examine are interest rates (IR;;), debt to assets (DebtA; ;),
investment to assets (InvA;;), profit growth (A Profits; ;), return on assets (ROA;,), and different
measures of the riskiness of firm investment.
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LY

Next, to assess how owners’ and managers’ PCB affect firms’ borrowing
and investment under the prereform receivership system compared with the
postreform management stay system, we estimate

Yi: = a; + ajng s + y1 -controls;;_1 + ys - controls; ;1 * reform,

+ B1| B; 4 Be - reform, + Bs - B; x reform, + €; ;, (5)

OC, managers’ 10, and managers’ DR.
where B; is a quintile rank variable ranging from one for firms with PCB in
the lowest quintile to five for firms with PCB in the highest quintile, sorted
in 2005, the year before the reform applies. All other variables are defined

Finally, .

estimate equation (4) separately for high-B and low-B firms
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Rare Disasters, Financial Development, and Sovereign Debt

SERGIO REBELO, NENG WANG, and JINQIANG YANG

€ Rare disasters: sporadic downward jumps in output

€ Financial development: the extent to which a country can issue debt denominated in
domestic currency in international capital markets---the extentT the financial developmentT

@ Sovereign debt crisis: E &S (sovereign debt) 2IE—E LB ST AIEREIN, T
B mEfREMESHATIEEFIRT, EEEEMERERERS
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Abstract

countries vary in their level of financial development:
propose ajmodel of sovereign debt| | the extent to which they can issue debt denominated in
domestic currency in international capital markets

Conclusion

/ _ generate .
low levels offinancial development > the “debt intolerance” phenomenon
reduces gVverall debt capacity _
incregses credit spreads > plagues emerging markets

limjits the country’s ability to smooth consumption

» continuous-time---the country’s infinitely lived representative agent receives a perpetual,
stochastic output stream and can issue both domestic- and foreign-currency debt

shanxi universiey



Motivation
An intriguing fact about sovereign debt markets

pay high credit spreads on their sovereign debt

v

emerging economies despite generally having much lower debt-output

ratios than developed countries

How to generate (" “debt intolerance” walled by Reinhart, Rogoff,

' Propose a model, by “financial development” to show that low levels of financial deve-
. lopment generate debt intolerance

more Iikely to default
lenders charge them a higher credit spread to cover the expected default losses

Low levels of financial development ->reduce debt capacity = increase credit spreads +
 limit the ability to smooth consumption
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Why consider the Rare disasters?

One reason---This framework has proved useful in modeling many asset-pricing and
macroeconomic phenomena. Examples include the equity premium (Rietz (1988); Barro
(2006); Barro and Jin (2011), and Gabaix (2012)), business cycles (Gourio (2012)), the
predictability of excess stock returns(Wachter (2013)), investment, interest rates, and equity
returns (Pindyck and Wang (2013)), and the returns to the carry trade (Burnside et al. (2011)
and Farhi and Gabaix (2016))

Second reason and important--- permanent shocks are the primary source of fluctuations in

emerging markets(Aguiar and Gopinath,2007)

In model, assume that there are sporadic downward jumps in output, output follows the
jump-diffusion process estimated by Barro and Jin (2011) in which the size distribution of
jumps is governed by a power law ( power lawg—MaHER, RIUAFERKSHIER
vtk

L i £ &
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The relationship of two chains
Rare disasters and Low levels of financial development-increase credit spreads

\_/

have less ability to manage disaster risk

Specifically, e.g., high level of financial dev

domestic currencies generally depreciate in

abaix,2016)

the dollar value of domestic-currency del‘lls In these periods

' )

This property makes domestic-currency debt a natural partial hedge against rare disasters

Countries (borrow more in domestic currenchS have greater ability to manage disaster risk

4/A83I’ESU|I\>

they have higher debt capacity  pay lower spreads on foreign-currency debt
have less “debt intolerance”
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compare two economies

/\

The first has a high level of financial The second : “full-spanning” economy that
development and uses domestic-currency uses a full set of state-contingent hedging
debt to hedge its rare disaster risk contracts to hedge its rare-disaster risk
Result:

» the more limited is a country’s ability to issue debt in domestic currency - the lower is
its overall debt capacity + the more severe is its debt intolerance

» full-spanning economy has higher welfare than the economy that hedges rare-disaster risk
by issuing debt denominated in domestic currency
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Common Ownership Does Not Have Anticompetitive Effects in the Airline Industry

Common Ownership :
Institutions often own equity in multiple firms that compete in the same product market

HEN R EE: ERITIAREULEARRHEII KRR —HH it EE
B EHAENBERERSES I XEFEI.MEIEM,2022,(10):59-70.

MBS NIEERFERS Il ERE R[] EBMEKXFER,2021,23(05):81-95.
REFITR: EHE. HHEREHIIESEHENITR

REFITANEXBFESH. BEEm. AEihill. —LXB M H3REVE XF
H, FIRATIANY, BIRMANE. REESMEN, BBiR. 23HmiaFFE,
Bid “MRERE” . “BREFEEN” F, BB/ IRIFTMATZENER. &
EHITHASHISEHIANRERR AFEMN, SHRERZIRE, TEINSEENRSRE.




Abstract

Background
Institutions often own equity in multiple firms that compete in the same product market

Prior research has shown that these institutional “common owners” induce anticompetitive
pricing behavior in the airline industry

Work

This paper reevaluates this evidence
Finding
 positive correlation between common ownership and airline ticket prices stems from the

market share component of the common ownership measure, and not the ownership and

control components
o further show that the results are sensitive to measures of investor control and to

assumptions about equity holders’ ownership and control during bankruptcy
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Motivation

The role of institutional investors in financial markets has increased dramatically over the
past few decades, with the institutional share of publicly traded equity rising from 33% |n
, 1980 to 61% in 2018 '

________________________________________________________________________________________________________________________________

Has attracted significant interest from researchers, who have focused on the economic |
benefits and costs of large institutions managing funds on behalf of investors

increased exposure to asset classes not

Institutional orovide Individual otherwise available to small investors and .
S ) ) |
managers benefits investor economies of scale that allow managers to !
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institutions often own significant equity in multiple firms, including those that compete in:

the same product market

many product market rivals are theref Sprissidn =il / the same ‘“common”
institutional investor causal relationship

common owners induce or even mandate
market rivals in their portfolios

g behavior among product

e.g., Azar et al.(2018, AST) find evidence in the airline industry of a causal relationship
between the concentration of common ownership in a market and average ticket prices in the
market

___________________________________________________________________________________________________________________________________

. This finding has led legal scholars and policymakers to pressure antitrust authorities toi
investigate the extent to which institutional ownership is associated with anticompetitive ;
' behavior —this paper’s work ’
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Research Process

AST extrapolate from the theoretical construct of O’Brien

Revisiting the AST Analysis and Salop (2000) for cross ownership and apply HHI to an

v

Sources of Identification

Mapping Investor Control

y

Further Evidence of Fragility

v

Other Data Issues

empirical setting for common ownership
HHIA, =) ) (M) Srjt  Srkt (1)

TR Ei}/iﬁ'ﬁijt —

Market Shares
Ownership & Control

where y;; represents owner i’s control over carrier j (measured as the number
of shares that owner i votes in carrier j’s annual shareholders’ meeting), and
pBi; represents owner i’s cash-flow rights in carrier j (measured as the number
of shares that i owns in carrier j). Both y;; and B;; are expressed as a fraction
of total shares outstanding.’ ® The numerator of the expression captures the

log(prﬁ) = - HHIA,-; + n- HHI;-; +6 'erg —+ o + Vrj + Erjts (2)
where p,j; is the average ticket price for airline j in market r and year-quarter

t, HHI,; is industry concentration in market r at time ¢, and HHIA,; is the
additional effect arising from common ownership. Standard errors are double-

The coefficient estimate on HHIA s statistically significant

and economically large in magnitude - explore the nature
of this positive relationship

shanxi uni versiey



Revisiting the AST Analysis

v

Sources of Identification

Mapping Investor Control

v

Further Evidence of Fragility

v

Other Data Issues

Research Process

HHIA

HHI
Vijt - ﬁzk
108’(1’3;7:) =o- Z Z (% y": t) Sr_;‘t “Srkt TN - Z sfﬁ
J k#] o J Market S}Lﬂn‘;‘ﬁ_l J Market Shares
| Ownershlp & Cuntru] hiCh drive
+€ 'ert+at+vrj+8rjt- (4)

Equation (4) shows that the AST specification is a regression of average
prices on two functions of market shares, namely, the traditional HHI and
HHIA. Focusing on HHI A, we note that it is a nonlinear function of both mar-

time-series variation in HHIA has two sources: first, the time-series variation
in investor i’s ownership and control of the airlines serving a market and
second, within a market, the time-series variation in each airline’s market
share. To disentangle these two sources of variation, we design a placebo test
that involves constructing two new versions of HHIA. First, we construct
HHI A?“‘fi"'}som a measure that eliminates time-series variation in HHI A that
originates from variation in ownership and control while retaining time-series
and cross-sectional variation stemming from market shares. Next, we reverse
this strategy and construct HHI A?,ff;f%wfs , a measure that eliminates time-
series variation in HHIA originating from variation in market shares while

retaining time-series and cross-sectional variation in HHIA that arises from

ownership and control. The placebo test involves reestlmatmg equatlons (2)

- fews ot . - Vi _at* . . _OTTTTT a T4 - — e
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Revisiting the AST Analysis

v

Sources of Identification

Mapping Investor Control

y

Further Evidence of Fragility

v

Other Data Issues

Research Process

Below, we examine how shareholders exert control over firm management
and discuss different ways to capture control in constructing HHIA. We show
that measuring control with voting designations as AST do yields the results
on_anticompetitive effects of common ownership while using a measure that
captures a shareholder’s threat of selling shares does not.

In this section, we analyze the robustness of the AST results to a data mea-
surement issue and an econometric concern. The measurement issue involves
the treatment of missing equity ownership and control data for bankrupt air-
lines. The econometric concern focuses on the inclusion of regression weights
in all pricing regressions.

In this section, we briefly address two issues concerning data construction
that played more prominent roles in earlier versions of this paper. First, we
discuss how AST aggregate ownership and control across funds within a fund
family and the effect of doing so on the results. Second, we discuss the sample
filters that AST apply to clean the raw airline data and how more conventional
sample restrictions impact the results.

shanxi universiey



Rising Intangible Capital, Shrinking Debt Capacity,
and the U.S. Corporate Savings Glut

) N

Rising Intangible Capital Shrinking Debt Capacity U.S. Corporate Savings Glut
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Abstract

Question

Explores the connection

M EEREETENESRER,
milE, AR, Bit~. mIEE~
MHEELAEENER, EXFHTT
Eﬁﬁﬁiﬂe%zﬁ@

5

v' two productive assets: tangible and intangible capital
v" tangible capital can serve as collateral

rising intangible capital

How to solve this guestion

develop a dynamic model

highlight the following points (finding)

O a shift toward intangible capital shrinks firms’ debt capacity and leads them to hold
more cash

O the effect accounts for three-quarters of the observed trend in average cash ratios

O it also accounts for the upward trend of cash ratios in the cross-section of small and
large firms and in the aggregate

shanxi uni versiey



Motivation

Public corporates in the U.S. have undergone fundamental changes over the last decades

e o
. On the financial side |

they have steadily increased cash holdings
on their balance sheets

U

an issue that has attracted wide attention in
the popular press: commentators expressing
the concern that the “corporate saving glut”
might hamper growth of the U.S. economy
and even suggesting that corporate savings
be taxed

:'"""'\‘""""""""""'".

On the real side

_________________________________

their production technology increasingly
relies on intangibles

v

assets such as knowledge, brand, reputation,
organizational, and information technology
capital becoming in many respects defining
features of the modern industrial corpora-
tion

these important trends have been studied mostly in isolation, and hence, the extent to which
they may be connected remains relatively unexplored = this paper’s work and contribution
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' develop a dynamic model of firms’ capital structure, cash management, and real'
. investment decisions (or called a dynamic model of corporate cash management)%
' reflect the mechanism

optimal financing and liquidity decisions

decisions to invest in tangible and intangible capital

shanxi unnnnu;



A. Technology

The firm combines two types of capital to produce output: tangible capital
(K;) and intangible capital (K,). In particular, the operating income of the firm

is given by
:(@@(KT Kn) — ZF°, (1)
where Z is an 1d_msyncrat1c productivity shock that follows a geometric random

walk,

logZ =logZ +log ', logn ~ N(—0.507, o),

y 18 the curvature of the profit function, which reflects either the degree of
decreasing returns to scale (DRS) or the market power of the ﬁ];'m,1 L &(Kr, Ky)
is a capital aggregator that combines the services of the two types of capital,
and ZF? is the fixed cost of operation, which, to keep the firm’s maximization
problem stationary, is assumed to be proportional to the current technology
level. The capital aggregator takes a general constant elasticity of substitution
(CES) functional form

Kr\™* Ev \" "
G D5 o)

where the elasticity of substitution is given by 1/(1 + p).

To assess the link between the illiquidity of capital assets and corporate
liquidity demand, we follow Abel and Eberly (1994) and assume that the ad-
justment of both types of capital is costly and involves fixed costs (or so-called
nonconvex adjustment costs), }?:.K per unit of capital stock for i = T, N. We can

then express the total adjustment costs of the capital stock as

Gi(K,K:) = K — (1 - §)K] + FEE,, fori=T,N
G(Ky. Ky . Kr. Ky)= ) (3)
i=T N
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B. Financing Frictions
Firms have access to three sources of financing: internal funds, debt, and outside equity

B.1. Debt Market Friction

B.2. Equity Market Friction

» B outstanding debt

* B’new issuance

* use B to denote the firm’s liquid asset
position, with B < 0 denoting the firm’s
cash holdings

« Assume: only tangible capital assets
constitute eligible collateral (following but
differ from Kiyotaki and Moore, 1997--- the
only possible form of debt contract is a risk-
free debt contract collateralized by capital
assets)

» Contract for risk-free debt is subject to

the borrowing constraint
ST)K

(5)

* equity issuance E, is costly
* equity issuance costs take the parametric
form

e(E) = @q Z K+ ¢ E. (6)

i=T N
» ¢o afixed cost of issuing new equity

Z K, firm size measured by the book

i=T'N
value of capital assets

* ¢1 linear cost, iIs proportional to amount
Issued

L i £ &
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C. Value Maximization Problem

indicators denote the actinnfinactinn sta us n g firm regar g the adjust-
ment of tangible capital stock, the adjustment of intangible capital stock, and

equity issuance, respectively. The action/inaction margin is a consequence of

the presence of fixed costs of investment and equity issuance. We collect the
status of these three decisions in a single element—efthe Cartesian prod-
uct, v € {(0,1) x (0,1) x (0, 1)} = V. For instanc¢
regime in which the firm makes nonzero adjustments both tang1ble and in-
tangible capital and its financial policy involves issuance of newshares. With
this additional piece of notation in hand, we can defin€(dividend payouts)as

D) = 1-0)N(Z Kr. Ky) — Y WEGI(K. K) = 5K]

—[1+r(1-1)B+B +V"E. (7)

The firm’s problem can be defined in recursive form as the maximization of
the value of equity,

W(Kr,Ky,B,Z) = min  max ‘{(1 + AD(W) = vE[E + ¢(E)] + ulB(K}) — B

i B Ky KBy

K,.B.Z)QZ dz*)], (8)
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Panel (A) Investment Policy

Koy fE

5

0

intangiblecapital stocks

Panel (B) Cash Policy

Cash-to- Asset

50

Panel (C) Leverage Policy

Diebat-to- Asaet

50

« Panel (A): If k; is smaller than the lower
bound of the inaction region or greater than
its upper bound, the next period’s capital
stock jumps to its target

» Panel (B): optimal cash-holding decisions
are tightly linked to the arrival of investment
opportunities

» Panel (C):firms heavily borrow to finance
* investment after the investment boundary
to the left of the inaction region
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A Theory of Equivalent Expectation Measures for Contingent Claim Returns

SANJAY K. NAWALKHA and XIAOYANG ZHUO

Contingent Claim (Zx BZK/z B R E)
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Abstract

Work

This paper introduces a dynamic for computing analytical solutions of expected future

change of measure approach — prices (and therefore, expected returns) of contingent
| claims over a finite horizon

'

The new approach constructs hybrid probability measures called equivalent expectation
measures (EEMs)—>provide the physical expectation of the claim’s future price before the
horizon date, and serve as pricing measures on or after the horizon date.

Implication

The EEM theory can be used for empirical investigations of both the cross-section and the

term structure of returns of contingent claims, such as Treasury bonds, corporate bonds,
and financial derivatives
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Motivation + Framework

The change of measure concept lies at the heart =777 77-777777777="7=======~ R !
of asset pricing B-S pricing equation

Almost half a century ago, the no-arbitrage
derivations of the call option price by Black

C =SeN(d,) - Le""N(d,)

In i +(r+0.56°)T

and Scholes (1973) and Merton (1973b) led to : ¢ -
the discovery of the standard change of S oNT
measure approach, which assigns risk-neutral | _'nL+(f—0-502)T_d i
. . . )= =d,—oVT
or equivalent martingale probabilities to all oNT
LEAILZZ BN 4%
Extending this static approach, which changes i SFIXZEREZF~IMN
the pricing measure only at the current time, we | THRAHH
develop a dynamic change of measure approach riﬁm%“ﬁ* 1%
o'k

that changes the pricing measure at any given
future horizon date H between the current time f s dx)
t and the claim’s expiration date T---theoretical J_

innovation Ll .

future events-----static approach . CHARNIA & IBMN1E i
| NOEASH 2 B REERS RS (—— |
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EEM answer the following kinds of questions

v" What is the expected return of a 10-year Treasury bond over the next two months under
the A1(3) affine model of Dai and Singleton (2000)?

v" What is the expected return of a five-year, A-rated corporate bond over the next quarter
under the stationary-leverage ratio model of Collin-Dufresne and Goldstein (2001)?

v" What is the expected return of a three-month call option on a stock over the next month
under the SVJ model of Pan (2002) or under the CGMY model of Carr et al. (2002)?

v" What is the expected return of a five-year interest rate cap over the next six months,
under the QTSMB3 interest rate model of Ahn, Dittmar, and Gallant (2002)?
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A simple discrete-time example---European call option

the physical measure P prior to time H

the risk-neutral measure Qon or after time H

_____________________________________________________________________________________________________

ihybrid equivalent probability measure R %{ a specific future horizon H between times tand T |

By construction, the R measure provides the physical expectation of the claim’s time-H future
price until time H and serves as the pricing (or the equivalent martingale) measure on or after

time H @
can construct a binomial tree to obtain the expected future price for the European call option C,
which matures at time T with strike price K, written on an underlying asset price process S.
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Given Cr = max(Sy — K,0) = (Sp —
K)* as the terminal payoff from the|call option and using a constant interest

rate r, the future price of the call option at time H can be computed under the
Q measure as follows:

Cu = E§[e TSy - K)*|.

Taking the physical expectation of the future call price at the current time
t < H gives®

is, ICxl = IEF[IES[e"‘T‘H’(ST —K>+]]. (1)

Using this construction, the law of iterated expectations immediately gives

E[Cyl = E}R[e-"T-" (S — K)*]. 2)
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(A)

15.54

0

E,[C] G C
P Probability  Q Probability
A A
4 b \
L | |
t=0 H=1 T=2

134.9

74.08

P Probability

0 Probability
A A

4 Y \
1 1 ]

t=0 H=1 T=2

« stock’s annualized expected return « is 0.1, the annualized risk-free rate r is 0.03, the
annualized stock return volatility ¢ is 0.15, and the discrete interval At =1
Cox, Ross and Rubinstein(1979): the stock price moves either up by the multiplicative
factor u = eVt = 1.1618; or down by the multiplicative factor d = e~9VAt = 0.8607

etdM —d  e%1*1 —0.8607
u—d ~ 1.1618 — 0.8607
A —d e?03x1 _ 0 8607
u—d  1.1618 —0.8607

—0.812, p? =1—p“ = 0.188.

=0.564, ¢? =1—¢g“ = 0.436.
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Now consider the computation of the expected future price E,|C,] of a two-
year European call option written on this stock with a strike price K = $100.

EolCy] = p* x C% + p? x C¥¢
=0.812 x $19. 14+0 188 x $0 = $15.54.

(A)

15.54 0 100 100

74.08

E,[C] G G, So S, S,
P Probability ~ Q Probability P Probability Probability
A A
C N X s A NT A N
L | | 1 1 |
t=0 H=1 T=2 e H=1 T=2

The option prices C, at the terminal nodes of the tree are calculated by
the payoff function max(S, — K. 0). The option prices C; at time H = 1 year
are computed using risk-neutral discounting (see Cox, Ross, and Rubinstein
(1979)). Specifically, the option value C; at the up node is

Ct = (g x $34.99 + ¢ x $o)

= e "%*1(0.564 x $34.99 + 0.436 x $0) = $19.14.

& o4
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The Golden Mean: The Risk-Mitigating Effect of Combining
Tournament Rewards with High-Powered Incentives

Abstract

Background

relative performance (e.g., fund inflows

based on fund rankings, promotions based
on peer comparisons)
rewards received by financial managers—

absolute performance (e.g., bonus
payments for meeting accounting targets,
hedge-fund incentive fees)

v
Work engender risk-taking

» This paper---show that these two sources of risk-taking, relative and absolute
performance rewards, mitigate the risk-taking incentives produced by the other.

» This mutual incentive-reduction effect generates a number of novel predictions about
the relationship of managerial risk-taking with the structure of relative and absolute
performance rewards
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Motivation

Ruin risk-taking (RRT) .
« Definition: involves choosing portfolios or real investments that entail a significanti
. probability of ruin but promise high upside returns
« Evidence: As evidenced by the collapse and subsequent bailout of Long-Term Capital
. Management (Lo, 2001)), the failure of Amaranth and its ripple effects on the energy

1
wmanwelooatka (V7 2 amal NAactn.- DNNNDN Al tlan Iillinan ~F AoAllava ~F loananna - PPN A s s k!

a hypothetical hedge fund, CDP--- talentless managers cannot generate abnormal
i— expected returns, but they can use a simple trading strategy to generate superior
performance, conditional on remaining solvent: sell puts on the S&P 500 index having a
strike price that is 7% out of the money. Over the period that Lo (2001) considers (1992
to 1999), S&P returns ... always exceeded —9%. CDP’s Sharpe ratio of approximately
2.0 was quite impressive...... However, if a massive drop in the S&P 500 index had
| occurred, CDP would have been ruined. In nonruin states of the world, CDP’s risk-return
profile was consistent with talented asset management. CDP “bought” this profile by
accepting ruin risk.
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What sort of incentive structures would motivate a hedge fund to adopt strategies like CDP’s?

0 One motivation might be 20% incentive fees

Provisions in hedge-fund manager contracts frequently grant managers 20% of returns

in eka.” High-water marks are typically fixed, or determined by

=KL 2k 555k (high water marks, LA i FRHWM)--- 8 4 37 {57 — R ol 5 3= Bl 9 451
EHRBERBIOAT, EE—FERESEI10%NE, BETHRI0A T, AR ESHRENRY
BXEE 5 220%, ABAEEZIEREHNSIREFE2HTT. F_FHRETH, BTLEKI05A
é%ﬁhgéi%‘ﬁﬂf? ity gelateg 10.6% Managoment 1968 5 55 | I FHWMESREIELE, BAE
T Ve ermOE Hees — theksingl gy Fogsk= iMeostdntll carg@anem i\ Fepue- fepe~iages
CEOIRensabBN{ binv el st SHAGT8)I/AReHREND OFE SNl SRMWILYS 3IAGRY, NfaNEGE METERLNA Fnfuws
R BNVt PRiieRIRare BflatreRorneaEs SAUR waahd:Nakz 12 0 Odh)-FHNaVISRaselica g1
feg SR EelnERIRaN Ar gk HAktst st eIk ce; et 3siFe kb Bris B e alod (18 AR ery
MREgeRR v 5, ESKIEA A LIMNEBILA F & e 7K FHI &= A E i Bl SR EM
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Prior literatures

. The literature shows that executives receive
significant absolute performance rewards in
the form of bonuses, stock options, and
I rewards,

. restricted stock grants (Murphy, 1999).

* The literature also shows that a significant
remuneration is :

Eproportion of executive

' based on relative performance. For instance, : :
. executives compete for internal promotionsi
. based on relative performance (Kini &

- Williams, 2012).

Prior literature also shows that the mix?
between relative and absolute performance :

. rewards has not been stable over time.

effect of managerial reward structures on RRT

1991;Palomino and Prat, 2003).

i group
Ecompetitors (e.g., Hillman and Samet, 1987;§
. Hillman and Riley, 1989; Hvide, 2002).

 One strand of this research shows that when
Emanagers only receive absolute performancei

high-powered
RRT (e.g.,

compensation |

Engenders Rose-Ackerman, :

» Another strand shows that when managersi

. only receive relative performance rewards :
. based on peer-group comparisons,
1 differences between members of the peer :

ability

lead to risk-taking by weakeri
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Thinking for prior literatures

However, because managers receive mixtures of relative and absolute performance
rewards, models that do not encompass both relative and absolute performance rewards do

not provide a theoretical framework for addressing a number of important questions.

@

For example, when managers receive both relative and absolute performance rewards,

what is the predicted effect on risk taking of shocks that make achieving bonus targets or
high-water marks more challenging, and what is the effect on risk-taking of introducing
relative performance compensation schemes like RPE---relative performance evaluation?

@

answering such questions --- construct a model that considers managerial risk-taking when
managers receive a mixture of relative and absolute performance rewards (work and
contribution)
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Conclusion

» Work: analyze the interaction between rank-based rewards and rewards conditioned
on achieving an absolute level of performance
» Finding:

@ Both rank and absolute performance rewards encourage risk-taking.

@ introducing rank rewards into absolute performance competitions, or introducing
absolute performance rewards into rank competitions, always reduces managerial RRT
and that, under quite general conditions, reduces the overall riskiness of managerial
performance.

@When managers are motivated by rank dominance as well as absolute

performance rewards, the relationships between rewards and risk-taking are quite

different from, and sometimes directly opposed to, the relationships generated by either
pure rank or pure absolute performance rewards.
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CEO Political Leanings and Store-Level Economic Activity during the
COVID-19 Crisis: Effects on Shareholder Value and Public Health

Abstract
Intuition

N0 during the COVID-19 pandemic

benefits for firm shareholders
Maintaining economic output

: comes at a potential cost to public health
Work

Using store-level data, we examine how a CEO’s political leaning impacts this trade-off
Finding
« firms with a Republican-leaning CEO experience a relative increase in store Visits
compared to firms with a Democratic-leaning CEO

* The increase in store visits Is associated with higher sales and positive abnormal stock
returns

 higher COVID-19 transmission rates and more employee safety complaints in communities
where establishments with higher store traffic are managed by a Republican-leaninq CEO.
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Motivation

national, state, and local policies
costs and benefits|are the subject of ongoing debate in the United States

inten%ed to

The

inhibit the transmission of COVID-19 + protect public health

tfade-off

' In particular, social distancing and other policies that limit the spread of COVID-19 (e.qg.,

'wearing masks, travel restrictions, and limiting number of customers in a store) can also
' reduce economic activity

benefits of opening up an economyAB AB
| potential risks to public health
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Evidence from academic studies and surveys alike indicates---political and cultura

are associated with individua toward both COVID-19 and policies intended to

limit virus transmission. @

are likely to extend to CEOs and other firm executives

_____________________________________________________________________________________________

Restrictive policies that aim to protect the
' health of store employees and customers VS !

" impose a burden on firm and its customers, ! o _
' |  transmission--- republicans

lenient policies that aim to boost store
. traffic can provide a channel for virus

: reducing store visits---democrats o

NOTE: differences in ideology do not mean that Republicans solely prioritize the economic benefits of

opening the economy over the potential public health risks, or that Democrats are unaware that

restricting commerce to provide public health benefits can have detrimental effects on the economy.

W

Political leanings, however, are likely to tip the scale in how political ideology affects

prioritizing the potential trade-offs
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Empirical strategy

» SafeGraph database

» weekly frequency over the period March 2 to May 17, 2020

» pre-COVID benchmark: the percentage change in weekly visits to an establishment
relative to the same week a year ago

Y=o+ JBICEO_RER +Xi + Vind county.week + it (D

where y;; is the weekly percentage change in visits to establishment i dur-
ing week ¢ (VISITS), X; is a vector of lagged firm-level control variables, and
Vind.county.weer Captures industry-county-week fixed effects. By comparing firm
establishments within the same industry, county, and calendar week, the triple
fixed effects control for unobserved factors such as differences in county-level
policies or virus transmission at a certain point in time.

Second, we conduct DiD analysis between pre- and post-COVID periods that
explicitly accounts for preexisting trends prior to COVID. This analysis aims
to rule out increases in store traffic following COVID-19 onset that are due
to preexisting trends in store visits based on CEOQO ideology. Specifically, we
estimate

T
is =a + PICEO_REP, + I (week;) + Y _ B>,CEO_REP; x I(week,) +X; + Vind.county + &i.t>

t=1
(2)

where y;; is the weekly percentage change in visits to establishment i dur-
ing week ¢ (VISITS), I(week;) is a vector of dummy variables equal to 1 for a
given week £, X; is a vector of lagged firm-level control variables, and yiuq county
captures industry-county fixed effects.
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Thank you
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