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borrowers rely on collateral when pledgeability is high, not low. That is, collateral does not

make up for a lack of pledgeable cash. In this case, the demand for collateral from the initial

creditors can be so high that it encumbers the assets, creating a collateral overhang that may
inefficiently constrain future borrowing and investments.

The paradox of pledgeability

Jason Roderick Donaldson, Denis Gromb, Giorgia Piacentino
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Background

« Collateral matters.

In much of the finance literature, collateral matters because it mitigates enforcement frictions

between borrowers and creditors; i.e., “collateral pledging makes up for a lack of pledgeable

cash” .

Collateral also plays another role, emphasized in the law literature. Collateral matters because

it mitigates enforcement frictions among creditors, i.e., “a secured transaction [is] the

protection... against the claims of competing creditors”.

» These two roles of collateral correspond to the two components of property rights that accrue to
secured creditors upon default: the right of access (a creditor’s right to seize collateral) and the

right of exclusion (a creditor’s right to stop other creditors from seizing collateral).
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Main work

« In this paper, we present a finance model based (solely) on the latter role.

« We focus on the case in which B is close enough to default that this new debt can significantly

dilute existing debt.
«  Numerical example: with higher pledgeability 6 = 1/2 contrast to 6 = 2/5 (B’ s total

repayment is at most a fraction 0 of his total cash flow) , B can no longer borrow

unsecured from C,,.

High pledgeability makes taking on new debt easier, which dilutes existing creditors.
This leads existing creditors to require collateral for protection against possible dilution
by collateralized debt. There is a collateral rat race.

*  Model

* Results: analyze the model’ s subgame perfect equilibrium outcomes.

« empirical implications
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Conclusion

« We develop a model in which collateral serves to protect creditors from the claims of other
creditors. We find that, paradoxically, borrowers rely most on collateral when pledgeability is
high. This is when taking on new debt is easy, which dilutes existing creditors. Creditors thus
require collateral for protection against possible dilution by collateralized debt.

« There is a collateral rat race. But collateralized borrowing has a cost: it encumbers assets,

constraining future borrowing and investment. There is a collateral overhang.

«  Our results suggest that policies aimed at increasing the supply of collateral can backfire,
triggering an inefficient collateral rat race. Likewise, upholding the absolute priority of secured

debt can exacerbate the rat race.

= To our knowledge, our model is the first to focus on the role collateral can play in mitigating

nonexclusivity, arguably its role legally.
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increasing the share of cash flows
that a firm can pledge as collateral
can make it worse off?

Is there a paradox of pledgeability?

Dan Bernhardt, Kostas Koufopoulos, Giulio Trigilia
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Background

« Do firms benefit from having access to a wider set of assets that can be pledged as collateral?
The canonical view is that greater cash flow pledgeability should relax a firm” s financing
constraint, thereby benefiting firms,which is consistent with the empirical findings of Campello
and Larrain (2016).

« However, Vig (2013) shows that greater pledgeability led to an inefficient liquidation bias in
India, while Acharya et al. (2011) present cross-country evidence that pledgeability is associated
with an excessive reduction in corporate risk taking.

« Therefore, in light of the tremendous expansion of collaterizable assets in the US and abroad in
recent years, it has become important to identify and understand the theoretical conditions under

which greater pledgeability can harm a firm.

shanxi universiey



e Donaldson et al. (2019) (henceforth DGP) develop a dynamic model, identify increasing the

share of cash flows that a firm can pledge as collateral can make it worse off.

?

« To see the logic, consider the effect of an increase in a firm’ s pledgeable assets. Regardless of

whether the firm was investing efficiently before, absent informational asymmetries, having

access to more collateral has an option value that cannot hurt.

The firm can always increase the amount of secured debt issued at date zero to offset the

increase in pledgeability, if this is neededto impede the financing of negative NPV projects.

If not needed, the firm might be able to exploit the greater pledgeability to free some

collateral needed to take on future positive NPV projects.

Either way, pledgeability does not harm a firm.
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Main work

- Assumptions: DGP impose five restrictions on model parameters:A1-A5

DGP then observe that for a collateral rat race to result in a collateral overhang—i.e., an

. Inefficient outcome—two further conditions need to be met:A6-A7

implements the first best for all parameter values.

AT and A2 do not simultaneously hold.

Our findings suggest that future investigations of the conditions under which pledgeability
might hurt a firm should explicitly consider informational asymmetries between the firm and

Its investors.
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Conclusion

« We show that in the limited-commitment framework of Donaldson et al. (2019), firm value

always increases in the fraction of cash flows that can be pledged as collateral. That is,

pledgeability increases investment efficiency and relaxes a firm” s financing constraint.

« We derive this conclusion using the same contracts considered by the authors and generalize

the result to an arbitrary number of states.

« We also show that the first best can always be implemented by a nonstate-contingent secured

debt contract, which differs from the ones they consider.
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Emergency loans and collateral upgrades: How broker-dealers

used Federal Reserve credit during the 2008 financial crisis
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Mark Carlson, Marco Macchiavelli




Background

Broker-dealers (or dealers) were at the epicenter of the 2008 financial crisis and involved in most
of its critical events, including the near-default of Bear Stearns and the bankruptcy of Lehman
Brothers, just hours after Merrill ynch was acquired. Amid questions about their viability,
concerns were heightened about the risk of runs on the dealers, which could lead to firesales of
their illiquid inventories and reductions in credit to their clients.

some contraction in dealer balance sheets was expected amid an economic slowdown, stresses in
financial markets raised the likelihood that such a contraction would turn into a disorderly
deleveraging in the midst of falling asset prices. (i@idftsar=SEMEeaE, FHBEHERTE L. XM
BIER T RSHB~NRURE. 7FEF. B~ TE. )

Confronted with this situation, the Federal Reserve acted as a lender of last resort to the dealers.
As dealers are not eligible for the Fed” s traditional discount window (DW) lending facilities, it
created new facilities for them. These facilities were intended to help keep the dealers from
having to liquidate their portfolios of assets into illiquid markets at fire-sale prices, to mitigate the
extent to which illiquidity at dealers would spill over to their clients, and to support the ability of
the dealers to continue to provide market making services.

Ly dh & %
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Main work

. In this paper, we investigate how these new lending facilities affected the behavior of the dealers

%and whether the facilities were effective.

the Fed created two lending facilities: the Primary Dealer Credit Facility (PDCF)—4%3:5m{s5%T
gand the Term Securities Lending Facility (TSLF)z#ir%& T A, The PDCF was structured
similarly to the regular discount window for banks.The TSLF was an auction-based facility in
which the dealers could borrow Treasury securities from the Fed’ s System Open Market
Account (SOMA) portfolio while pledging either other Treasury and agency securities or high-
grade private securities as collateral Bl —iE %3z 5 & AT 5 71 & 4 IR IR SFed RIREE B AR, B
WIHE RN & .

we take advantage of the auction cycle to identify how dealers’ behavior changes in response

to the ability to pledge a broader set of collateral at the Fed.
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Conclusion

« During the 2008 financial crisis, the Federal Reserve established two emergency facilities for

broker-dealers: one provided collateralized loans; the other, collateral upgrades.

« These facilities alleviated dealers’” funding pressures when access to repos backed by illiquid
collateral deteriorated. The ability to upgrade collateral allowed dealers to continue funding
their own illiquid inventories (avoiding potential firesales) and to provide better bond market
liquidity. It also helped sustain dealers’” credit to hedge fund clients, which in turn posted

relatively better returns.
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Contribution

«  Previous studies have examined the impact of these emergency lending facilities (PDCF and

TSLF) on market conditions. These have tended to focus on the impact on interest rate spreads

or measures of market functioninag.

«  Our analysis complements these studies by looking at how the use of these facilities affected

dealers ”~ behavior, in terms of substituting for the reduced supply of private repo funding and

supporting dealers’ credit to clients and their ability to finance illiquid inventories.
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CEOs’ outside opportunities and relative performance
evaluation: evidence from a natural experiment

Ke Na
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Background

» Agency theory suggests that the compensation of chief executive officers (CEOs) should be tied to
their performance relative to a peer group because CEOs cannot affect general market conditions
and need to be compensated for bearing common risk.

« Although recent empirical studies provide evidence consistent with this so-called relative
performance evaluation(RPE), many exogenous shocks beyond CEOs’ control are not completely
filtered out of their compensation contracts.

e Oyer (2004) and Himmelberg and Hubbard (2000) suggest that the practice of linking CEO pay to
market returns is optimal if the value of CEOs’ outside opportunities (reservation utility) is
correlated with general market conditions. A positive shock to the economy will increase the
demand for managerial talent in the external labor market. To the extent that managerial talent is

scarce, competition will drive up CEO compensation in equilibrium,
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Establishing a causal link between CEOs’ outside opportunities and the use of relative

performance evaluation empirically is difficult because firm- and executive-level proxies for
CEOs’ outside opportunities are usually endogenous to the contracting environments.

In this paper, | tackle this question by exploiting an arguably exogenous increase in CEOs’
outside opportunities due to the staggered rejection of the Inevitable Disclosure Doctrine
(IDD) by US states.

The IDD prohibits employees with valuable trade secrets from working for another firm if
they would inevitably disclose the current employer’ s trade secrets.

From 1999 through 2014, a total of 16 states in the US had rejected the IDD by ruling that the
doctrine is not enforceable. In doing so, states remove an important mobility restriction for
employees holding trade secrets, which should lead to an increase in CEOs’ outside
opportunities.
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Main work

The rejection of the IDD is an appealing setting to test the outside opportunities-based
hypothesis for linking CEO pay to general market conditions.

Using a panel of 33,574 US firms from 1992 to 2016 and a difference-in-differences
approach, I provide evidence that CEOs’ outside opportunities have a significant impact on
the use of relative performance evaluation.

| first decompose firm performance into an unsystematic component and a systematic
component by regressing it on peer performance. Unsystematic (Systematic) performance is
the residual (the expected value) of the regression. Then | implement a difference-in
differences estimation where | compare the sensitivity of CEO pay to systematic performance
before and after the rejection of the IDD.

Using this research design, | show that the rejection of the IDD in a given state markedly
Increases the sensitivity of pay to systematic performance.
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Firm per formance;; = y +6 x Peer performance; ; + €., (1)

systematic component of firm performance equals the pre-
dicted value of the regression, j + & x Peer per formance; .
and the wunsystematic component of firm perfor-
mance equals the residual of the regression, ¢,

(Firm per formance;, — § — 8 x Peer performance; ).

LogComp;; = g+ aiUnsystematic per formance;,;
+ o Systematic per formance;, + a3IDD;,
+ agUnsystematic per formance;, x IDD;,
+ asSystematic per formance;, x IDDj,
+ Controls; , + Firm; + Year; + €. (2)

where LogComp;; is the natural logarithm of one plus
total CEO compensation of firm i in year t; Unsystematic

Is an indicator variable equal to one if state j rejected the IDD before year t, and zero otherwise;

shanxi universiey



Conclusion

« This paper examines the effect of CEOs’ outside opportunities on the use of relative

performance evaluation (RPE) in CEO compensation.

« My tests exploit the staggered rejection of the Inevitable Disclosure Doctrine (IDD) by US
state courts as an exogenous increase in CEOs’ outside opportunities.

« | find that the rejection of the IDD leads to a significant increase in the sensitivity of CEO pay
to systematic performance (less RPE). This increase is more pronounced for CEOs with

greater labor market mobility and industries where proprietary information is more important

«  These results suggest that firms link CEO pay to systematic performance to retain talent and
ensure participation.
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Contribution

«  First, it contributes to the literature examining the use of relative performance evaluation in
CEO compensation. Under the optimal contracting view, firms tie CEO pay to systematic
performance when firms compete for strategic complements or because the value of CEOs’
outside opportunities is related to general market conditions.

« Second, this paper adds to the literature that examines the role of CEO labor market in the

understanding of compensation policies.
« Third, this paper also relates to the literature on the benchmarking of CEO compensation.

« Fourth, paper also relates to studies on labor laws and corporate policies.
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Swap trading after Dodd-Frank:

Evidence from index CDS
ZE-BE=ERENERRS KB IEBCDSHIERE

Lynn Riggs , Esen Onur , David Reiffen, Haoxiang Zhu




e SEF (BE#X5i) 2—NMEEAZSPRERZZNFHETFEE. B (ZE-HBZREREFNEMERERP
$5Z) (Dodd-Frank Wall Street Reform and Consumer Protection Act) BU¥Z#Y, IFHZZAXNZ T kel B FiT4
mE G E. ZEBZEARENKBRAITER . “ER—MEE X5EGHTE, 2155 BTETHM
S5EWRMN, HITERR. 7 EMs, ESEFRFRFET, MAEBR/LMUENES, RIFZITENFLMN.

o  HEBHE-BERZERZA, EARSRAERIINZGTIRHT, RZIBAEFMEE. Bk, E®RX5EEANERARRER
iERARE (order exposure ) , HIREFTEMNZZICERMEITRIE. IEERXHERS SEC) MEmiERXSERS
(CFTC) H5&E'SEFs.

« winner’ scurse problem: P, BTFHFELMMNABTSEREVEMMGTT, ESRATNERAENEES
EEERK. ERZH, HNBESARANENSEAENBRENARS, XHERGHINARARSEENESNAF
CapenF AL, EXMFRAT, REHINARRAGESTH (RREERE “WOART” ) o aA1969FMHIETN
LB RMIASEF, RENEHNECET, MEZSHNNMIERBS. 72ET. E20MEFIF, SFRNEE TIRSMNH
AELALE, EITARGIP, PIRMEEE TRXSNELHERE.

*  Request for quote (RFQ). Customers select multiple dealers and request quotes from each, revealing their
intended trade size, side, and identity. The RFQ mechanism is thus similar to sealed-bid first-price
auctions: AR REMN RFAE. Importantly, dealers observe how many other dealers a customer contacts in the
RFQ.
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Abstract

The Dodd-Frank Act mandates that certain standard over-the-counter (OTC) derivatives must
be traded on swap execution facilities (SEFs). B 5i&Eigs

Using message-level data, we provide a granular analysis of dealers” and customers’

trading behavior on the two largest dealer-to-customer SEFs for index credit default swaps
~(CDS).

On average, a typical customer contacts few dealers when seeking liquidity. A theoretical
model shows that the benefit of competition through wider order exposure is mitigated by a

winner’ s curse problem and dealer-customer relationships.

Consistent with the model, we find that order size, market conditions, and customer-dealer

relationships are important empirical determinants of customers’ choice of trading

mechanism and dealers’ liquidity provision.
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« SEF trading mechanisms

« Data and summary statistics

« A model of SEF trading and implications

by building and solving a parsimonious model, two relevant economic forces : explain the
customers’ and dealers’ behavior throughout the trade formation process

What prevents customers from seeking quotes from as many dealers as possible? \We
propose two channels that reduce the benefits of increasing the number of competitors

> the winner’ scurse
> the customer dealer relationship

«  Further empirical tests

Customers’ choice of order exposure (RFQ or RFS?/what determines the number of dealers)
Dealers” response rates in RFQs
order size, market conditions, the number of competitors, and customer-dealer

relationships are all important determinants of strategies and outcomes in this market.
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Contribution

«  Our main empirical contribution is the analysis of customers’ and dealers’ strategic
behavior throughout the trade formation process, from the initial customer inquiry to dealers’
responses to the final trade confirmation, all with time stamps.The granular data enable us to
separately analyze the demand for liquidity (customers’ inquiries) and the supply of

liquidity (dealers’ responses).

«  Our study also contributes to the understanding of new electronic trading mechanisms in

fixed-income markets, in particular the RFQ mechanism.

« another key contribution of our paper is the model.
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The conditional expected market return

Fousseni Chabi-Yoa, Johnathan Loudis




Background

The expected excess market return, commonly known as the market risk premium, is the
compensation that investors require for holding the market portfolio. Over the years,
researchers have developed many approaches to estimate the market risk premium. Early
efforts focused on estimating the market risk premium through the lens of the capital asset
pricing model (CAPM) with differing conclusions.

More recently, researchers have looked to other techniques and models for estimating the

market risk premium.

Martin (2017) shows that the risk-neutral variance of the simple market return discounted by
the risk-free return is a lower bound for the conditional expected excess return as long as his
negative correlation condition (NCC) holds. Martin’s work does not account for the effect of

higher-order risk-neutral simple return moments. (i.e., skewness, kurtosis, and other higher

moments) COVi (M= Ru -7, Ri 1) <0
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In this paper, we exploit a no-arbitrage condition and a Taylor series expansion of the inverse

of the marginal utility to construct new lower and upper bounds on the conditional expected
excess market return that are functions of higher-order risk-neutral simple return moments.

We also use our results to construct lower and upper bounds on higher-order physical

moments of the market return.
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Main work

e  Theoretical framework

presents the theory that we use to derive our bounds on expected excess returns and
discusses the theoretical differences between our bounds and the lower bound derived in
Martin (2017).

«  Empirical results

we provide empirical support for the theoretical results .

we characterize empirical analogs to our theoretical bounds and show that we cannot reject
that the bounds are tight.
*  Further discussion

= presents empirical evidence regarding the difference between our bounds and the lower
bound from Martin (2017).

 Conclusion
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Conclusion

« We derive lower and upper bounds on the conditional expected excess market return that are

related to risk-neutral volatility, skewness, and kurtosis indexes.

« The bounds can be calculated in real time using a cross section of option prices. The bounds
require a no arbitrage assumption, but they do not depend on distributional assumptions about

market returns or past observations.

« The bounds are highly volatile, positively skewed, and fattailed. They imply that the term
structure of expected excess holding period returns is decreasing during turbulent times and
increasing during normal times and that the expected excess market return is on average

5.2%.

« the main difference is that our bounds include effects from higher-order risk neutral moments

In addition to risk-neutral variance.
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At the table but can not break through the glass
ceiling:Board leadership positions elude diverse directors

Laura Casares Field, Matthew E. Souther , Adam S. Yore




Background

In recent years, institutional shareholders and regulators have been increasingly focused on
the diversity of corporate boards. For example, the 2018 Global Policy Survey conducted by
Institutional Shareholder Services (I1SS) indicated that more than 80% of institutional
investors view firms without female board representation as “problematic.” Similarly, in
some European countries, such as Belgium, France, and Norway mandatory gender diversity
of boards has become the norm.

Although there is no federal regulation for gender or racial diversity of US boards, the issue
has recently received attention from state legislatures.

US firms seem to be responding to these calls for greater board diversity: the percentage of
female and minority directors has substantially increased in the past 20 years.

we examine the extent to which women and minorities serve in leadership roles on corporate
boards, specifically as nonexecutive chairman of the board, lead director, or chair of a major
board committee .
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Main work

« In many of these prior studies, it is unclear whether observed differences in labor market

outcomes are a result of varying opportunities or whether they are attributable to the wide range of

endogenous factors such as differing levels of experience and education, varying career choices, or

traditional gender roles.

« we observe the entire population of candidates for a given leadership position. Notably, while most
prior studies do not observe the pool of candidates not hired, our setting allows us to directly
compare the characteristics of appointed directors to those not appointed to leadership roles.

« Findings: a substantial leadership gap for women and minority directors over the entire sample
period: once on the board, women and minorities have lower representation in board leadership

roles relative to white males.
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» possible explanation :

particularly for females, for whom prior literature has shown exhibit higher degrees of
risk aversion?

diverse directors may live farther from the company and may avoid leadership roles due
to the extra time commitment?

diverse directors may be overlooked in board leadership roles because they are less
effective.

« Policy implications

what might firms do to mitigate this gap? In this section, we examine approaches that
firms may take to address these issues.

explicit diversity policies seem to be an effective means to reducing the leadership gap.
they should implement policies that include diverse directors on the nominating
committee B RERS
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Conclusion

* We explore the labor market effects of gender and race by examining board leadership

appointments.

«  Prior studies are often limited by observing only hired candidates, whereas the boardroom

provides a controlled setting where both hired and unhired candidates are observable.

« Although diverse (female and minority) board representation has increased, diverse directors
are significantly less likely to serve in leadership positions despite possessing stronger

qualifications than nondiverse directors.

»  While specialized skills such as prior leadership or finance experience increase the likelihood
of appointment, that likelihood is reduced for diverse directors. Additional tests provide no

evidence that diverse directors are less effective.
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Contribution

«  Our study contributes to prior literature showing the importance of demographics in the labor
market. Our results show that the gender and race related differences in our setting are not
explained by life choices, qualifications, or the potential supply of candidates for the job.

«  Our study also contributes to the literature exploring the role of race and gender in board

appointments and broader executive leadership.

« our study contributes to the discussion of the internal dynamics at corporate boards and how
board leadership is determined.

« AOSHEEMRAOARPYERFTEREXR. AOBEFIEREERNURAORRESZH—TIRE. —Eith
X—ERRFHT, AONSENE, AOMANEN, FREH, Tl SRER, MLERMREREHFER
MAOMKRBBERFE, EZEHSAORIE. ADSHEXAURAET I AR X LA ORREBEFHE,
MmEEEH—SEXRAXEAORRNETANERR, UBTE—AONMERSHR.
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Active catering to dividend clienteles:
Evidence from takeovers

Andrey Golubov, Meziane Lasfer , Valeriya Vitkova




Background

Why do firms pay dividends and what could explain payout differences across firms? These
questions have attracted significant academic attention following the publication of the seminal
Miller and Modigliani (1961) “dividend irrelevance” proposition.

According to their theory, in the absence of capital market imperfections, investors should be
indifferent between a dollar in dividends and a dollar in capital gains. The key insight from their
analysis is that capital market imperfections must hold the answers to the questions posed
above.

For example, if dividends are taxed at lower rates compared to capital gains, or not at all (as is
the case for certain investor groups in many jurisdictions), then investors could have a
preference for a particular dividend policy. Similarly, differences in the demand for dividends
can arise due to investors” behavioral traits, such as viewing dividend and capital gain income
differently in their mental accounts.
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Whatever the source of any such preferences, a firm would pay dividends when its investors

demand dividend income and refrain from paying dividends when its investors prefer capital

gains. This argument is known as the dividend clientele effect.

however, limited evidence on the importance of such dividend clienteles; and if they do exist, it
is not clear whether investors preferring dividends simply choose to invest in dividend-paying

stocks or firms actually cater to their investors.

In this paper, we use merger-induced changes to the shareholder structure of firms to test

whether companies actively cater to dividend preferences of their investors.
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Main work

If the pre-merger dividend policies of the two firms are different, the newly acquired dividend
clientele could compel the acquirer to adjust its dividend payout toward that of the target. To the
extent that differences in the dividend policy of the merging firms can affect the combined firm” s
payout more broadly, cash-based acquisitions provide a control group for our analysis, because
cash deals do not entail a change in the shareholder base.

We test these predictions using a global sample of mergers and acquisitions (M&A) of listed firms.
In addition to increasing the size of our sample and the external validity of our findings, our global
data set offers cross-country variation in dividend tax regimes, investor protection rules, and
investor age, which are characteristics we exploit to further corroborate the clientele interpretation.
Specifically, if taxation, private benefits extraction by managers, or age-based considerations alter
investors” preference for dividends, these characteristics should affect the extent of dividend
policy adjustment toward preferences of the newly acquired clienteles (if any).

iy K%

shanxi umiversiey



« Related literature
« Sample and methodology

« (A DPS) is the change in the acquirer’ s dividends per share (DPS) around the merger event, scaled by
the pre-merger book value of equity per share (BPS).

Acq. -Acq.
DPS'4 — pps’s

ADPS (-1to +j) = (1) Dividend Gap = Dividend Yieldr,, — Dividend Yielda.,

Acq.
BPS™
 the main results on the clientele etfect Drvidend rvidend Diiierence 7ol B PeL Sodk 2 0
gap = 0 gap =0 (t-statistic) T
. . - (1) (2) (3)
= ADPS(-1to+1 01577 0.0154 0.1423+*
= Univariate analysis (-1t041) o
- - - A DPS (-1 to +1) 0.1422 0.0576 0.0846***
= ADPS (-1to +2) 0.2043 00299 0.1748#+
= (7.592)
- MUItlvarlate anaIySIS A DPS (-1 to +2) 0.1763 0.0757 0.1006%** (8.838)
A DPS (-1 to +3) 0.2265 0.1057 UEI?'-ZSDSSE:)“ ADPS(-1to +3) 02594 00536 0.2058***
(7.037) (8.240)
A DPS A DPS A DPS A DPS A DPS A DPS
(-1to+1) (-1to +1) (-1t0 42) (-1to+2) (-1to +3) (-1to +3)
(1) (2) 3) ) (5) (6)
Panel A: Full sample
Dividend Gap 0.0060 0.0004 0.0076 0.0003 0.0101 0.0008
(0.937) (0.087) (0.861) (0.052) (0.940) (0.111)
Dividend Gap x Pct. Stock 0.2757** 0.3871*** 04531**
(8.229) (9.639) (8.871)

» explores cross-sectional differences in the extent of adjustment

Firm- and deal-level characteristics(the newly acquired shareholders are expected to be more influential or vocal)

Country-level characteristics( tax-based, agency-based, and age-based demand for dividends)
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Conclusion

« We use merger-induced changes to shareholder structure to test for active catering to dividend
clienteles.

« Following mergers, acquirers adjust their dividend payout toward that of the target, but only when
they inherit target shareholders through stock swaps.

« This adjustment is stronger when legacy shareholders are more influential and reveal a greater
preference for dividends through portfolio holdings and trading behavior.

»  Country-level differences in dividend taxes, governance quality, and population age further shape
the extent of adjustment in ways consistent with dividend preferences.

« the adjustment of the dividend policy of the merged firm toward that of the target in stock swaps
IS stronger

when dividends are more tax advantaged

when the bidder comes from a weaker governance regime

when the extent of adjustment is greater for targets domiciled in countries with a higher

proportion of senior citizens

« Pre-closing, differences in dividend payout discourage the use of stock as a payment method. (o
the extent that bidders cannot commit to adjust their dividend payout toward target firm levels, )
L& £ %
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Contribution

Our paper contributes to the literature on dividend policy as well as to the literature on M&A.

We use takeovers as a setting that engenders large changes to the shareholder base and show
that firms actively cater to their investors” revealed preference for dividends. In terms of the
M&A literature, we show that clientele considerations are a significant determinant of deal
structure: acquirers avoid stock offers when target shareholders have a stronger preference for

dividends.

Our analysis of the effect of dividend clienteles on the choice of payment method in takeovers

IS also novel.

X545 (Deal Structure) BEZEMNFUARIFMFERAHERN. HIFSSEIZH N REF
mARRN—HRIIZHE.
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Business cycles and currency returns

Riccardo Colacito, Steven J. Riddiough, Lucio Sarno




Background

« Acore issue in asset pricing is the need to understand the relationship between fundamental
macroeconomic conditions and asset market returns . Nowhere is this more central, and yet
consistently difficult to establish, than in the foreign exchange (FX) market, in which
currency returns and country-level fundamentals are highly correlated in theory, and yet the

empirical relationship is typically found to be weak.

« Arecent literature in macro-finance has shown ,however, that the behavior of exchange rates
becomes easier to explain once exchange rates are studied relative to one another in the cross-
section rather than in isolation. This insight offers the tantalizing prospect that new empirical
tests focusing on relative macroeconomic conditions across countries could reveal a stronger

relationship between currency market returns and macroeconomic fundamentals.

shanxi universiey



Main work

« We focus on the broadest measure of aggregate macroeconomic conditions—the business

cycle—which constitutes a key building block in theoretical models of exchange rates.

« We measure macroeconomic conditions using the output gap, defined as the difference between
a country’ s actual and potential level of output, for a broad sample of 27 developed and
emerging market economies. Since it is not directly observable, we measure the output gap

using industrial production data and apply several commonly adopted methods in the literature.
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« Data and currency portfolios

« Business cycles and currency returns

based on a cross-sectional portfolio sort in which currencies are sorted into five bins (P1,
P2, P3, P4, P5) based on quintiles of the cross-sectional distribution of relative output
gaps from the weakest to the strongest economy currencies.

« Asset pricing and implications

investigating if a range of alternative pricing models can explain the returns generated by
output-gap-sorted portfolios. The purpose of this analysis is to evaluate whether the
relationship between currency returns and business cycles can be understood from a risk-
return perspective.

The asset pricing results suggest that standard risk factors used in the literature cannot
explain the returns from currency portfolios that sort on output gaps.

* A model for the GAP premium

we present a simple model that can generate a risk premium associated with relative
output gaps across countries, the GAP premium.

shanxi universiey



Conclusion

« We find a strong link between currency excess returns and the relative strength of the business
cycle.

« Buying currencies of strong economies and selling currencies of weak economies generates
high returns both in the cross-section and time series of countries.

«  These returns stem primarily from spot exchange rate predictability, are uncorrelated with
common currency investment strategies, and cannot be understood using traditional currency
risk factors in either unconditional or conditional asset pricing tests.

«  We also show that a business cycle factor implied by our results is priced in a broad currency
Cross section.
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The US Treasury floating rate note puzzle: Is there a
premium for mark-to-market stability?ssmm

Matthias Fleckenstein, Francis A. Longstaff




Background

« An extensive literature shows that markets incorporate a substantial liquidity premium into
the prices of Treasury securities because of their near-money characteristics. The liquidity of
many Treasury securities allows them to serve in a medium-of-exchange role because they
can be rapidly converted into cash even during flights-to-security in financial markets. As a
result, Treasury securities include a large premium in their prices relative to those of less
liquid securities that are likewise guaranteed by the full faith and credit of the United States.

«  Motivated by recent theory on the demand for safe assets because of their store-of-value or
capital-preservation role, we begin by examining the nature of the demand for Treasury FRNs.

« We provide evidence that the market incorporates a significant additional near-money
premium into the prices of what could be the nearest-to-money of all Treasury securities:
Treasury floating rate notes (FRNs). FRNs are among the most important recent innovations
in fixed income markets. By nature of their security design, FRN prices fluctuate far less than
those of other Treasury securities and are among the most stable collateral options available.

iy K%
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Main work

« explore the relative valuation of FRNs and other types of Treasury debt.

we use a no-arbitrage approach in which we compare the prices of FRNs with the value
of a replicating portfolio of Treasury bills or notes. This allows us to identify directly
whether the market embeds an additional premium or convenience yield into the prices of
FRNs.

The empirical results are striking. we find that the cross-section of premia is significantly
and positively related to the difference in the price volatilities of FRNs and the matched-
maturity Treasury bills and notes used in the replicating portfolios. Thus, the premia
appear directly related to mark-to-market stability of FRN prices.es.

What is the source of the large premia in FRN prices?
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« examine the causal relation between the premia and the demand for mark-to-market stability

we make use of an important exogenous regulatory shock to the ability of many MMFs to
continue reporting fixed NAVs. cross-sectional variation in the flows into the various
types of MMFs allows us to identify the causal effects of changes in the exogenous
demand for stable NAV values on the FRN premia.

We find that money market funds (MMFs), mutual funds, exchange-traded funds (ETFs),
and other net asset value (NAV) sensitive institutional investors are the primary holders
of FRNs.

The results provide strong support for the hypothesis that the FRN premia reflect the

demand for the price stability that these securities provide.

« Finally, we consider and rule out a number of other possible explanations for the FRN premia.
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Conclusion

We find that Treasury floating rate notes (FRNSs) trade at a significant premium relative to the

prices of Treasury bills and notes. This premium is directly related to the near-constant nature

of FRN prices and is correlated with measures reflecting investor demand for safe assets.

Money market funds are often the primary investors in FRNs, and the FRN premium is
related to flows into funds with fixed net asset values, but not to flows into funds with

variable net asset values.

These results provide strong evidence that the FRN premium represents a convenience yield

for the mark-to-market stability feature of FRNS. frn{&Efa E4HERE R 2E R

BRI R LIS AR A RN AT, REEREMENTRENE . EREAAEYHIE, HREROTEE
MK, NMEFIWERES. ERRFERAERERENET, WETREREIEDEHA TSR, NmEFR
WHERKLERK. 5—FHHE, RENEFSHESNEFWE.

mark-to-market: X—FIEMEULA—IRZHBARKWEERE, £E—1XZH+, EXMERZHNESTEHBEE KA
HEE, FMESRFRIEEKP EMARIEABE—X, EmMEBEHaXREHER S EEREN—MEX RN
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* These results have important implications.

They suggest that economic agents place a high value on the capital-preservation or
store-of-value function of FRNs. ®{& &l

Our findings also have implications for the management of sovereign debt.The results
suggest that the US Treasury could reduce its debt financing costs by issuing floating rate
debt with near-constant market values that are largely unaffected by either public or

private information. = &E R
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CEO-board dynamics

John R. Graham, Hyunseob Kim, Mark Leary




Background

* Inrecent years, regulators and investors have shown increasing interest in the composition of
corporate boards of directors. Academic research suggests there is no universally optimal board
composition. While prior empirical research has focused largely on how board structure varies

in the cross-section with characteristics of the firm or CEQ, theory suggests that boards may

also optimally change dynamically within the tenure of a CEO.

« Itis important that some theories make dynamic predictions about board structure, which by
nature occur within the tenure of a CEO at a given firm. Yet due to data limitations, prior
empirical tests have largely been conducted using repeated cross-sections. Adams et al.
emphasize the need for studies that “shed more direct empirical light on the dynamic nature of

the CEO-board relationship within-firms” .
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In this paper, we use a unique longitudinal data set to study within-firm dynamics of

corporate boards and how they relate to the tenure, turnover, and performance of the CEO.

= one needs a long time series of data that includes multiple CEOs per firm. To achieve
this, we construct a new officer and director database with about 87,000 firm-year
observations from 1920 to 2011, allowing us to study board dynamics over many

regulatory and economic environments and within the careers of over 15,000 CEOs.

our objective is not to test predictions of specific models per se but rather to show the within-
firm (and often within-CEQ) dynamics of board structures and discuss the extent to which

these are consistent (or not) with different classes of models.

) board independence = CEQ turnover /tenure/board chair
CEO-board dynamics
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Main work

Independence;; = o + BiIndependence;,
+ B2CEO tenurey, + X'y + €, (1)
« Independence;, is defined as the ratio of the number of independent directors to total directors;

« Independence;, is the first observed board independence ratio for firm i;
« CEO tenure;; is the number of years for which the CEO has been chief executive in firm i as of year t;

Board outcome; = «; + o + PB1CEO tenurey + Xi' vy + &ie.
(2)
© Board outcome, is either board independence, CEO-chair duality, or compensation ;
© o, and o, represent firm and year fixed effects;

Alndependence;, = «;,. + a; + [y Per formance;,
+ AXyy + €. (4)

CEO turnovery; = «;+ o + B1Performance;
+ BaPerformance;; x Power;
+ PBsPerformance;;_
+ B4Performance;,_; x Power;,

+ BsPowery + X 8 + €.

shanxi universiey



Conclusion

We examine CEO-board dynamics using a new panel dataset that spans 1920 to 2011. The long
sample allows us to perform within-firm and within-CEOQ tests over a long horizon, many for the

first time in the governance literature.

Consistent with theories of bargaining or dynamic contracting, we find board independence
increases at CEO turnover and falls with CEO tenure, with the decline stronger following superior
performance. CEOs are also more likely to be appointed board chair as tenure increases, and we
find evidence consistent with a substitution between board independence and chair duality.

Other results suggest that these classes of models fail to capture important elements of board
dynamics. First, the magnitude of the CEO tenure effect is economically small, much smaller, for
example, than the strong persistence in board structure that we show. Second, when external CEOs
are hired, board independence falls and subsequently increases. Third, event studies show a
positive market reaction when powerful CEOs die in office, consistent with powerful CEOs
becoming entrenched.

iy K%
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Contribution

«  While earlier studies have explored elements of board dynamics and the interaction between
CEOs and board structure, ours is the first to study these dynamics strictly within-firm and
within-CEOQO, using a comprehensive panel of data covering thousands of firms and over 90

years.This has several important advantages.

our long panel covering multiple CEOs per firm provides sufficient power to estimate

within-firm and within-CEO dynamics.

reliably detecting the degree of persistence in board structure requires studying a long

database like the one we use.

our long time series enables us to show long-term trends in board structure and CEO

turnover.

We also examine how these relations have changed over time.
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Why do discount rates vary?

Serhiy Kozak, Shrihari Santosh




Background

« Discount rates (expected excess returns) unquestionably vary significantly over time, yet little
agreement exists as to why. Is technology highly volatile? Are preferences sensitive to

economic conditions? Or are markets prone to fads and panics?

« Inthis paper, we focus on an important, but overlooked, moment to help discipline theory: the
sign of the price of discount rate risk, the risk of variation of expected returns on the
aggregate equity market index, controlling for returns on the index. \We propose a new

estimator that recovers an unambiguously negative average price of this risk in the data.
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Main work

« The typical approach to solve this problem is to specify a predictive VAR for market excess

returns and use implied shocks as factor innovations. Though commonly used, this approach has
some known issues.

« our paper focuses on a key quantity, i.e., the price of discount rate risk, 6% (reveals the impact of A,
on the marginal utility of wealth), to help discipline theories of discount rate variation.

< we propose an alternative estimator of the sign of E(5%, ).

The key insight of our methodology is that realized
returns can proxy for expected returns because they equal
expected returns plus noise, Ry ;11 = At + Ur4q1. Hence, we
can consistently estimate cov(R;;, A;) by substituting R, ;4
for A;. Moreover, using a weighted average of many future
market returns can improve the precision of the proxy.
Given certain conditions, we can use this proxy variable
to learn about the sign of the average risk price, E(8}),

The key parameter is §;, and positive §; indicates that
rational agents view increases in discount rates as good
news (and vice versa).
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My =—p — EE(FH‘I —EiFii1).

E[Ris1] =8C™ + 860G + 8,C%.

where - are conditional covariances of R, with Ry 1,
Ary1. and g, respectively. (1) provides an economic
interpretation of the prices of risk, 8. The risk price —&}
reveals the impact of A on the marginal utility of wealth,
as &} ~ —V—.ﬁl. The &; can be thought of as coefficients in
a conditional regression of the SDF, M, . on the factors
Riues1: Aep1. and ;. Therefore, =5} also reveals the
partial covariance of discount rate shocks with growth

H 1 ili Vie Wi A1 &)
in the marginal utility of wealth, AR after

controlling for changes in wealth and the supplementary
factors. The § are not risk premia; they are risk prices.
Because the factor innovations can be correlated, the total
compensation for exposure to discount rate risk depends
on all risk prices and the covariance of discount rate
shocks with the other shocks.
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Conclusion

« The price of discount rate risk reveals whether increases in equity risk premia represent good

or bad news to rational investors.

«  Employing a new empirical methodology, we find that the price is negative, which suggests

that discount rates are high during times of high marginal utility of wealth.

« Our approach relies on using future realized market returns to consistently estimate
covariances of asset returns with the market risk premium. Covariances drive observed

patterns in a broad cross section of stock and bond expected returns.
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Contribution

«  Our main contribution is based on the insight that future realized market returns can be used
as a proxy for expected market returns to consistently estimate the covariance of test asset
returns with the market risk premium.

«  Most previous papers use predictive regressions, in the form of a vector autoregression (VAR)
to estimate shocks to discount rates. the VAR method can produce noisy estimates of the price
of discount rate risk .our estimator has substantially lower variance than the VAR method, but
at the cost of increased bias. Whereas the VAR method exhibits a small upward bias (away
from zero)in the estimate of the price of discount rate risk, our estimator exhibits moderate

downward bias (toward zero).

« In conclusion, we view our proposed methodology as complementary to the standard VAR

method. The two methods have very different strengths and weaknesses.
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Does the Ross recovery theorem work
empirically?

Jens Carsten Jackwertha,Marco Menner




Background

Much of financial economics revolves around the triangular relation among physical return

probabilities p, which are state prices  divided by the stochastic discount factor (SDF) m:

state price

physical probability p = SDF m

Researchers typically pick any two variables to find the third. Yet Ross (2015), based on

earlier work by Hansen and Scheinkman (2009), presents a recovery theorem that allows a

researcher to back out both the SDF and physical probabilities by using state prices only.To

achieve this, he needs to make strong assumptions.

We investigate this claim and test whether the recovered physical probabilities are compatible
with future S&P 500 returns. We further analyze whether the shape of the recovered SDF is
consistent with utility theory. To understand our results, we discuss in detail why the recovery

theorem does not perform well empirically.
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Main work

* Ross (2015) makes three explicit assumptions.the three assumptions allow Ross (2015) to

formulate an eigenvalue problem based on transition state prices. Its unique solution yields

the physical transition probabilities p;;, (8Fh¥&iE, EELNEET, BT HFRRERFRFERT
BEMIX MRS EEMEM— D E A FTREAVIRAS, XFMRZSHISTEMR A IRIT . BAATE X MERITAOLL SR, AERTE
JLR, BRKITHE. SNTFE&mE T, #HARANERT K. thinKEKTHEM. > which represent
physical probabilities of moving from state i to state j, and the SDF.

« We reject this hypothesis strongly using four different density tests: the Berkowitz (2001) test,

two versions of the uniformity test introduced by KnUppel (2015), and the Kolmogorov
Smirnov test.

«  Further, we show that the means and variances of the recovered physical distributions cannot

predict future returns and realized variances.
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Conclusion

Starting with the fundamental relation that state prices are the product of physical
probabilities and the stochastic discount factor, Ross (2015) shows that, given strong
assumptions, knowing state prices suffices to back out physical probabilities and the

stochastic discount factor at the same time.

We find that such recovered physical distributions based on the S&P 500 index are

incompatible with future returns and fail to predict future returns and realized variances.

These negative results are even stronger when we add economically reasonable constraints. .
Simple benchmark methods based on a power utility agent or the historical return distribution

cannot be rejected.

Ross (2015) WIRZS N 18 ZHIEMERFBEAITIE FRORMX—BE AR L %L, RAERBIRT, MERTNERE
VAR [ H#EE YRR ABENAT LA 7. FAMN&LI, IMETIRES00EHIYEES B ERKRWEAEE, TRETN
ARWEHEMELIMAE. HRNMLELF LEERNARE, XEGELERFEMRI. ETHARERHEERS

TR S A TSR .
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Contribution

« We add to the empirical literature concerning Ross recovery by pinpointing exactly where
Ross recovery goes awry. Moreover, we answer the intriguing question as to where Ross
recovery, despite its theoretical shortcomings, might still be useful empirically as a rough
approximation of reality.

* Next, we apply machine learning to Ross recovery.\We use a cross-validated elastic net
regularization, which forces transition state prices to zero.

« To our knowledge, we are the first to provide a rigorous empirical investigation of Ross
recovery using S&P 500 index option data.
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the scarcity of individual
bonds affects their specific repo rates
of individual

The scarcity effect of QE on repo rates:
Evidence from the euro area

William Arrata, Beno® Nguyen, Imane Rahmouni-Rousseau, Miklos Vari




Background

«  The market for repurchase agreements ( “repo” ) allows financial marke participants to
borrow and lend cash against collateral. It is by far the largest segment of the euro area money
market,and plays a critical role in the transmission of monetary policy.

» Repo rates have gained substantial attention in recent years after they began moving out of
sync with the European Central Bank policy rates. Following the start of the Public Sector
Purchase Programme (PSPP) in March 2015-the European version of quantitative easing—
repo rates not only dropped in negative territory but declined markedly below the ECB
deposit facility rate(DFR).

« the main subject of this paper

Explaining the evolution of repo rates

why they were able to decline below the DFR

how this development could be linked to the Eurosystem’ s bond purchases

« Answers to these questions have important implications for monetary policy implementation.
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Conclusion

Most short-term interest rates in the euro area are below the European Central Bank deposit
facility rate. This coincided with the start of the Public Sector Purchase Program (PSPP)
launched in March 2015.

In this paper, we explore empirically the interactions between the PSPP and repo rates. Using
proprietary data from PSPP purchases and repo transactions for specific ( “special” ) securities,
we assess the scarcity channel of PSPP and its impact on repo rates.

We estimate that purchasing 1% of a bond outstanding is associated with a decline of its repo

rate of 0.78 basis points.
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