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We are pleased to send you our CFS Newsletter with information on CFS events.
Our best wishes for the New Year!
 

Editorial

Prodigal Italy Greece Spain? 01

If anyone ever writes Ten Commandments for building an
economic union, one should probably start with ‘Know Thy
Partners Well’, followed by ‘Now Double-check’. 

Michael Haliassos
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DB Prize 2011: Award Ceremony in honor of Kenneth Rogoff 01

The Deutsche Bank Prize in Financial Economics was
presented to Kenneth Rogoff by Josef Ackermann, CEO of
Deutsche Bank AG, on September 22, 2011, followed by
the academic symposium at Campus Westend, Goethe
University Frankfurt.
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DB Prize 2011: CFS Symposium in honor of Kenneth Rogoff 02

The scientific symposium "Global perspective on the
financial crisis" aimed at covering the various, but
interconnected aspects of Rogoffs´ research. The recent
global crises have taught us that financial instability can
have both, a global and an historical perspective. The
discussion also verged on the challenges faced at the
current moment by both, academics and policy makers.
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Is the Euro Zone on its Way to Fiscal Union? 03

Otmar Issing, President of the Center for Financial Studies,

Editorial

01 Prodigal Italy Greece
Spain?

Events

01
DB Prize 2011: Award
Ceremony in honor of
Kenneth Rogoff

02
DB Prize 2011: CFS
Symposium in honor of
Kenneth Rogoff

03 Is the Euro Zone on its
Way to Fiscal Union?

04 CFS Visitors Program -
Pistaferri

05 Krugman’s Perspective on
the Crisis

06
IMF Post-Annual
Meetings Policy
Discussion

07
International Conference
on Payout Policy –
Foundations and Trends

08 MONFISPOL – Final
conference

09 CFS - EIEF Conference on
Household Finance

 



Newsletter

http://scnem.com/a.php?sid=2jpi6.80o7kq,f=1,n=2jpi6.80o7kq,p=1[18.10.2012 14:56:45]

concluded this year’s CFS Colloquium Series on the
“Relationship between State and Financial Markets”, sharing
his views on the European debt crisis. He focused in
particular on the EU summit at the beginning of December.
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CFS Visitors Program - Pistaferri 04

During his one week visit to Frankfurt, Professor Luigi
Pistaferri from Stanford University gave  a three session
mini-course at graduate level, and a research seminar on
the topic of “Household Consumption, Income, Labor
Supply, and Retirement”.
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Krugman’s Perspective on the Crisis 05

On November 10th, the Center for Financial Studies, in co-
operation with the House of Finance and Union Investment,
organized an informal discussion session with Nobel Prize
winner Prof. Paul Krugman and students from Goethe
University Frankfurt.
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IMF Post-Annual Meetings Policy Discussion 06

On September 23-25, the 2011 Annual Meetings of the IMF
and World Bank took place in Washington D.C., where 187
countries gathered to focus on the economic crisis and the
world economic outlook.
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International Conference on Payout Policy – Foundations and
Trends 07

Payout policy is one of the most intensively researched
topics in corporate finance. And yet many fundamental
questions are still awaiting a definite answer. Therefore, the
aim of the conference was to shed further light on
foundations and actual trends in payout policy.
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MONFISPOL – Final conference 08

On September 19th and 20th, 2011 the final conference of
the MONFISPOL project, organized by Volker Wieland and
Ester Faia, took place at Goethe University Frankfurt.
 

more
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CFS - EIEF Conference on Household Finance 09

The annual conference on household finance took place in
Rome and was jointly organized by the Center for Financial
Studies (CFS) and the Einaudi Institute for Economics and
Finance (EIEF).
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Prodigal Italy Greece Spain?

 If anyone ever writes Ten Commandments for
building an economic union, one should probably
start with ‘Know Thy Partners Well’, followed by
‘Now Double-check’. Over the past two years, the
Eurozone has been faced with a massive fiscal
crisis, originating in Greece and spreading to other
countries collectively termed PIGS, to be revised
later to PIIGS, and recently to the more politically
correct GIIPS: Greece, Italy, Ireland, Portugal,
Spain. Much of the reluctance of the core to take
timely and drastic support measures emanates
from perceptions regarding the ability of people in
the periphery to reform and escape the crisis.

At the center of the debate in Germany lies a deep
dilemma. On the one hand, support of debt
refinancing prevents unilateral default and
departure from the eurozone, signaling to markets
that euro membership is a one-way street; on the
other, it creates moral hazard by removing market
pressure to run primary surpluses, and undertake
painful wage cuts and productivity-enhancing

reforms. Both concerns are legitimate. 

Letting a country fall out of the euro sends a powerful signal to markets that exit is
possible under easily verifiable conditions: high debt- and deficit-to-GDP ratios invite
higher spreads, themselves contributing to default. It is not an accident that the euro
area did not build emergency exits. Forty years ago, the Bretton Woods system collapsed
mainly because it gave a similar one-way bet: to currency speculators monitoring
external imbalances and contributing to devaluations. Bretton Woods was a system of
‘fixed but adjustable’ exchange rates, while the euro was designed to be one of fixed and
immutable rates. 

On the other hand, it seems unwise to keep lending to countries that not only proved
incapable of balancing budgets in the past but also appear unwilling to save, work hard,
reform, and ultimately get on a growth path. The difficult balancing act involves support
to prevent exits, and monitoring of debt accumulation. Recent moves towards a ‘stability
union’ can be viewed in this context. 

Strict rules for fiscal monitoring are not sufficient: people of troubled countries must be
willing to work hard to boost productivity, and to be prudent so as to avoid over-
borrowing. Those in strong countries need to perceive the efforts of their ailing partners
and potential for improvement. The image of laid-back Zorbas dancing the night away
can be excellent for tourism but detrimental for the cohesion of an economic union.
Interestingly, this applies not only to Germans looking at PIGS, but also to PIGS looking
in the mirror. Citizens of troubled countries need to realize that their compatriots are
hard workers, albeit inefficient; and that they should apply to their State the same
prudent principles they apply to their own private wealth management. 

Contrary to perceptions, workers in PIGS work hard. Data from the UK Office of National
Statistics and Eurostat, quoted in the Guardian on December 8, show that Greeks,
together with Austrians, are EU champions in average hours worked per week among
full-time employees, at 43.7 hours. The Portuguese lag only a bit behind at 42.3.
Germany takes 8th place with 42. However, Greeks and Portuguese rank 20th and 22nd,
respectively, in productivity, which stands at 76 and 65 percent of the EU average, with
Germany at 124 percent. While productivity differences are difficult to decompose, their
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size indicates room for substantial transfer of organizational capital and international
best practices to troubled partners, so that they spend less time dealing with inadequate
management practices or inefficient bureaucracies and more time producing goods and
services. 

At the time their countries were accumulating excessive debt, private households in PIGS
were maintaining a substantial wealth buffer, consistent with increased uncertainties
they face. Internationally comparable data on net household wealth of households aged
50 or more are now available for the first time.[1] Using the Survey on Health, Ageing,
and Retirement, the Table shows that, adjusting for purchasing power, median net
household wealth in 2006-7 was comparable in Greece and Germany and substantially
larger in Spain and Italy. Net wealth among poorer households, at the 25th percentile of
the distribution, was triple in Greece and Italy to that of Germany, and six times as
large in Spain. Among richer households (75th percentile), Greece was only slightly
below Germany, while Spain and Italy were substantially above. 

As shown in the Table, the main driver of these differences is widespread ownership of
real estate and limited mortgage indebtedness of older households in troubled countries.
This has two implications. First, taxing real estate to meet fiscal targets affects a much
wider part of the wealth distribution in troubled countries. Second, the liquid ‘buffer’ in
net wealth positions was much more limited in those countries than in Germany prior to
the crisis. Given that it is neither feasible nor advisable (in view of the subprime crisis)
to provide vehicles – such as reverse mortgages – for turning houses into ATMs under
present conditions, the ability of these countries to withstand lower incomes and
repeated tax collections is likely to be severely limited. 

Might it be, then, that PIGS are hard-working rather than lazy, prudent rather than
prodigal, inefficient and disillusioned rather than hopeless, illiquid rather than insolvent,
and in need of reforms rather than of sanctions? As I watch people in the European core
become increasingly frustrated about supporting lazy, irresponsible partners, and people
in the periphery protest against repeated tax assaults and pressure for hasty reforms, I
wonder whether this threatened divorce may be based on rumors rather than fact,
stereotypes rather than reality, and bad judgment rather than immutable characteristics.
Is it worth breaking up the euro family for this?

Michael Haliassos

[1] For an extensive study of international differences in household portfolios see
Christelis, Georgarakos, Haliassos, “Differences in Portfolios Across Countries: Economic
Environment versus Household Characteristics”, forthcoming in Review of Economics and
Statistics.
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 If anyone ever writes Ten Commandments for
building an economic union, one should probably
start with ‘Know Thy Partners Well’, followed by
‘Now Double-check’. Over the past two years, the
Eurozone has been faced with a massive fiscal
crisis, originating in Greece and spreading to other
countries collectively termed PIGS, to be revised
later to PIIGS, and recently to the more politically
correct GIIPS: Greece, Italy, Ireland, Portugal,
Spain. Much of the reluctance of the core to take
timely and drastic support measures emanates
from perceptions regarding the ability of people in
the periphery to reform and escape the crisis.

At the center of the debate in Germany lies a deep
dilemma. On the one hand, support of debt
refinancing prevents unilateral default and
departure from the eurozone, signaling to markets
that euro membership is a one-way street; on the
other, it creates moral hazard by removing market
pressure to run primary surpluses, and undertake
painful wage cuts and productivity-enhancing

reforms. Both concerns are legitimate. 

Letting a country fall out of the euro sends a powerful signal to markets that exit is
possible under easily verifiable conditions: high debt- and deficit-to-GDP ratios invite
higher spreads, themselves contributing to default. It is not an accident that the euro
area did not build emergency exits. Forty years ago, the Bretton Woods system collapsed
mainly because it gave a similar one-way bet: to currency speculators monitoring
external imbalances and contributing to devaluations. Bretton Woods was a system of
‘fixed but adjustable’ exchange rates, while the euro was designed to be one of fixed and
immutable rates. 

On the other hand, it seems unwise to keep lending to countries that not only proved
incapable of balancing budgets in the past but also appear unwilling to save, work hard,
reform, and ultimately get on a growth path. The difficult balancing act involves support
to prevent exits, and monitoring of debt accumulation. Recent moves towards a ‘stability
union’ can be viewed in this context. 

Strict rules for fiscal monitoring are not sufficient: people of troubled countries must be
willing to work hard to boost productivity, and to be prudent so as to avoid over-
borrowing. Those in strong countries need to perceive the efforts of their ailing partners
and potential for improvement. The image of laid-back Zorbas dancing the night away
can be excellent for tourism but detrimental for the cohesion of an economic union.
Interestingly, this applies not only to Germans looking at PIGS, but also to PIGS looking
in the mirror. Citizens of troubled countries need to realize that their compatriots are
hard workers, albeit inefficient; and that they should apply to their State the same
prudent principles they apply to their own private wealth management. 

Contrary to perceptions, workers in PIGS work hard. Data from the UK Office of National
Statistics and Eurostat, quoted in the Guardian on December 8, show that Greeks,
together with Austrians, are EU champions in average hours worked per week among
full-time employees, at 43.7 hours. The Portuguese lag only a bit behind at 42.3.
Germany takes 8th place with 42. However, Greeks and Portuguese rank 20th and 22nd,
respectively, in productivity, which stands at 76 and 65 percent of the EU average, with
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size indicates room for substantial transfer of organizational capital and international
best practices to troubled partners, so that they spend less time dealing with inadequate
management practices or inefficient bureaucracies and more time producing goods and
services. 

At the time their countries were accumulating excessive debt, private households in PIGS
were maintaining a substantial wealth buffer, consistent with increased uncertainties
they face. Internationally comparable data on net household wealth of households aged
50 or more are now available for the first time.[1] Using the Survey on Health, Ageing,
and Retirement, the Table shows that, adjusting for purchasing power, median net
household wealth in 2006-7 was comparable in Greece and Germany and substantially
larger in Spain and Italy. Net wealth among poorer households, at the 25th percentile of
the distribution, was triple in Greece and Italy to that of Germany, and six times as
large in Spain. Among richer households (75th percentile), Greece was only slightly
below Germany, while Spain and Italy were substantially above. 

As shown in the Table, the main driver of these differences is widespread ownership of
real estate and limited mortgage indebtedness of older households in troubled countries.
This has two implications. First, taxing real estate to meet fiscal targets affects a much
wider part of the wealth distribution in troubled countries. Second, the liquid ‘buffer’ in
net wealth positions was much more limited in those countries than in Germany prior to
the crisis. Given that it is neither feasible nor advisable (in view of the subprime crisis)
to provide vehicles – such as reverse mortgages – for turning houses into ATMs under
present conditions, the ability of these countries to withstand lower incomes and
repeated tax collections is likely to be severely limited. 

Might it be, then, that PIGS are hard-working rather than lazy, prudent rather than
prodigal, inefficient and disillusioned rather than hopeless, illiquid rather than insolvent,
and in need of reforms rather than of sanctions? As I watch people in the European core
become increasingly frustrated about supporting lazy, irresponsible partners, and people
in the periphery protest against repeated tax assaults and pressure for hasty reforms, I
wonder whether this threatened divorce may be based on rumors rather than fact,
stereotypes rather than reality, and bad judgment rather than immutable characteristics.
Is it worth breaking up the euro family for this?

Michael Haliassos

[1] For an extensive study of international differences in household portfolios see
Christelis, Georgarakos, Haliassos, “Differences in Portfolios Across Countries: Economic
Environment versus Household Characteristics”, forthcoming in Review of Economics and
Statistics.
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DB Prize 2011: Award Ceremony in honor of Kenneth
Rogoff

 

 

Uwe Walz, Kenneth Rogoff, Josef Ackermann (l. to r.)

Uwe Walz, Chairman of the Jury of the prize, CFS Director and Professor of Economics
at Goethe University, opened the award ceremony and the scientific symposium "Global
perspective on the financial crisis" on September 22, 2011. The recent global crises have
taught us that financial instability can have both, a global and an historical perspective.
The discussion also verged on the challenges faced at the current moment by both,
academics and policy makers. in honor of Kenneth Rogoff, Professor of Economics and
Thomas D. Cabot Professor of Public Policy at Harvard University. Professor Rogoff is the
fourth recipient of the Deutsche Bank Prize in Financial Economics for “his work on
sovereign default and debt restructuring, global imbalances, and the history of financial
crises which is highly relevant for understanding and addressing today‘s global
challenges. Professor Rogoff has not only contributed pioneering work of the greatest
academic importance, he has also made his findings accessible to a broad public”.

Award Ceremony
Josef Ackermann, Chairman of the
Management Board and the Group Executive
Committee of Deutsche Bank, reviewed in his
award ceremony speech the current global
macroeconomic conditions and the current
financial tensions and emphasized the need for
political leadership. He summarized how
problems in real estate markets spread to the
financial sector, over to the real economy and
finally to the sovereign debt. He expressed his
confidence on the stability of the euro despite
the present sovereign debt difficulties.
However, Ackermann was concerned about the
limited knowledge of the macroeconomic
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aspects of globalized financial markets, and the resulting uncertainty about how policy
instruments might work, their side-effects, and the risk of mishandling financial
regulation. 

He praised Rogoff for his ability to combine theoretical rigor with political relevance, and
historical insights with econometrics, in his research and for providing guidance in
understanding the recent financial crisis. His research suggests that, in order to prevent
the crisis from leading to excessive regulation of financial markets, a comprehensive
approach to debt sustainability will be required. However, there is no simple way of
growing out of the current problems, even though stimulating economic growth by
adopting appropriate policies at the national and the international level can obviously
alleviate the pain. This requires the reparation of balance sheets of states, financial
institutions and households. Financial markets will only be stabilized if governments,
central banks and international financial institutions, address debt issues appropriately
and effectively.

Josef Ackermann concluded by emphasizing that the need for a constitutional move
towards deeper integration in fiscal and economic affairs in order to find a lasting
solution is gaining consensus among European leaders. Moreover, the readiness to
address thorny issues of debt directly has improved in both Europe and the US, while
financial institutions are generally in better shape today than they were three years ago.

In the laudatory speech, Helene Rey, Professor at the London School of Economics,
noted how Rogoff's work has shaped the entire filed of international finance and
macroeconomics. His achievements are not only limited to economics and the policy
world but include also chess since he is an international grand master.

She summarized his main contributions starting
from his 1983 paper with Richard Meese which
showed that simple forecasts of a random walk
model cannot be beaten by any exiting
exchange rate models, thus setting an
important benchmark for testing the
predictability of models. In his 1996 paper on
the Purchasing Power Parity (PPP) puzzle he
pointed out the difficulties in building models
able to account for exchange rate dynamic. In
his 2000 paper with Maurice Obstfeld, he
tackled 6 puzzles in macroeconomics and
showed how transportation costs could offer a
common explanation. In “Foundation of International Macroeconomics”, the first
comprehensive graduate text book on international macroeconomics, coauthored with
Maurice Obstfeld and published in 1996, he provided the first micro-founded model
aiming at replacing the traditional Mundell-Fleming approach for policy analysis of open
economies. In the monetary policy area, his 1995 paper on the benefits of hiring a
conservative central banker has shaped the design of central banks in the world.

She summarized his main contributions starting from his 1983 paper with Richard Meese
which showed that simple forecasts of a random walk model cannot be beaten by any
exiting exchange rate models, thus setting an important benchmark for testing the
predictability of models. In his 1996 paper on the Purchasing Power Parity (PPP) puzzle
he pointed out the difficulties in building models able to account for exchange rate
dynamic. In his 2000 paper with Maurice Obstfeld, he tackled 6 puzzles in
macroeconomics and showed how transportation costs could offer a common
explanation. In “Foundation of International Macroeconomics”, the first comprehensive
graduate text book on international macroeconomics, coauthored with Maurice Obstfeld
and published in 1996, he provided the first micro-founded model aiming at replacing the
traditional Mundell-Fleming approach for policy analysis of open economies. In the
monetary policy area, his 1995 paper on the benefits of hiring a conservative central
banker has shaped the design of central banks in the world.

In the literature on sovereign debt, his 1999 paper with Jeremy Bulow challenged the
idea that a country’s reputation for repayment could sustain international lending and
borrowing to a small country, and concluded that lending has to be supported by direct
sanctions available to creditors. Another paper with Jeremy Bulow, “The Buyback
Boondoggle”, showed how debt buybacks might offer a better deal for creditors than for
debtors. In fact, it is usually argued that debtors should take advantage of fire sales in
the secondary markets to reduce their debt burden. However, the country doing the
buyback pays the market price equal to the average value of the debt while the
reduction in the value of the country's obligation reflects the marginal value of the debt,
which is likely much below the average value of the debt. As a result, the purchase may
do little to alleviate the debt burden. 
Finally, Helene Rey noted that the recent and very timely book with Carmen Reinhart
entitled “This Time is different: Eight Centuries of Financial Folly” represents the
conclusion of a long period of work on financial crises.

  

In his acceptance speech, Kenneth Rogoff thanked
his coauthors Jeremy Bulow, Maurice Obstfeld,
Carmen Reinhart, his professors, Stanley Fischer,
Rudi Dornbusch, and his colleagues, expressing his
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honor in receiving this important prize.       
 

Laura Moretti (CFS)

The prize, awarded every two years and established by the Center for Financial
Studies and Goethe University in 2005, aims to honor an internationally renowned
researcher who has made influential contributions in the fields of finance, money and
macroeconomics, and whose work has led to practice- and policy- relevant results.
It is sponsored by the Stiftungsfonds Deutsche Bank im Stifterverband für die
Deutsche Wissenschaft*, a charitable foundation, and carries a cash award of
€50,000.

The nomination process was extensive and involved a total of 3800 economists from
universities, central banks and research centers from 60 countries who made 480
nominations. It was up for the Jury, to select the prize winner during a long meeting
in January 2011. The  Jury itself consisted of leading international experts thereby
ensuring exceptional academic standards are maintained and enhancing the
credibility and reputation of the prize.

The previous recipients of the prize were Eugene Fama of the University of Chicago
for “developing and investigating the concept of market efficiency – a cornerstone in
the area of finance”, Michael Woodford of Columbia University for his fundamental
contributions to “the theory and practical analysis of monetary policy” and Robert
Shiller of Yale University for his “pioneering research in the field of financial
economics, relating to dynamics of asset prizes and their metrics”.

* Deutsche Bank Donation Fund in the Donor's Association for German Science 

For further information on the DB Prize please click on the following link: 
www.db-prize.org 
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aspects of globalized financial markets, and the resulting uncertainty about how policy
instruments might work, their side-effects, and the risk of mishandling financial
regulation. 

He praised Rogoff for his ability to combine theoretical rigor with political relevance, and
historical insights with econometrics, in his research and for providing guidance in
understanding the recent financial crisis. His research suggests that, in order to prevent
the crisis from leading to excessive regulation of financial markets, a comprehensive
approach to debt sustainability will be required. However, there is no simple way of
growing out of the current problems, even though stimulating economic growth by
adopting appropriate policies at the national and the international level can obviously
alleviate the pain. This requires the reparation of balance sheets of states, financial
institutions and households. Financial markets will only be stabilized if governments,
central banks and international financial institutions, address debt issues appropriately
and effectively.

Josef Ackermann concluded by emphasizing that the need for a constitutional move
towards deeper integration in fiscal and economic affairs in order to find a lasting
solution is gaining consensus among European leaders. Moreover, the readiness to
address thorny issues of debt directly has improved in both Europe and the US, while
financial institutions are generally in better shape today than they were three years ago.

In the laudatory speech, Helene Rey, Professor at the London School of Economics,
noted how Rogoff's work has shaped the entire filed of international finance and
macroeconomics. His achievements are not only limited to economics and the policy
world but include also chess since he is an international grand master.

She summarized his main contributions starting
from his 1983 paper with Richard Meese which
showed that simple forecasts of a random walk
model cannot be beaten by any exiting
exchange rate models, thus setting an
important benchmark for testing the
predictability of models. In his 1996 paper on
the Purchasing Power Parity (PPP) puzzle he
pointed out the difficulties in building models
able to account for exchange rate dynamic. In
his 2000 paper with Maurice Obstfeld, he
tackled 6 puzzles in macroeconomics and
showed how transportation costs could offer a
common explanation. In “Foundation of International Macroeconomics”, the first
comprehensive graduate text book on international macroeconomics, coauthored with
Maurice Obstfeld and published in 1996, he provided the first micro-founded model
aiming at replacing the traditional Mundell-Fleming approach for policy analysis of open
economies. In the monetary policy area, his 1995 paper on the benefits of hiring a
conservative central banker has shaped the design of central banks in the world.

She summarized his main contributions starting from his 1983 paper with Richard Meese
which showed that simple forecasts of a random walk model cannot be beaten by any
exiting exchange rate models, thus setting an important benchmark for testing the
predictability of models. In his 1996 paper on the Purchasing Power Parity (PPP) puzzle
he pointed out the difficulties in building models able to account for exchange rate
dynamic. In his 2000 paper with Maurice Obstfeld, he tackled 6 puzzles in
macroeconomics and showed how transportation costs could offer a common
explanation. In “Foundation of International Macroeconomics”, the first comprehensive
graduate text book on international macroeconomics, coauthored with Maurice Obstfeld
and published in 1996, he provided the first micro-founded model aiming at replacing the
traditional Mundell-Fleming approach for policy analysis of open economies. In the
monetary policy area, his 1995 paper on the benefits of hiring a conservative central
banker has shaped the design of central banks in the world.

In the literature on sovereign debt, his 1999 paper with Jeremy Bulow challenged the
idea that a country’s reputation for repayment could sustain international lending and
borrowing to a small country, and concluded that lending has to be supported by direct
sanctions available to creditors. Another paper with Jeremy Bulow, “The Buyback
Boondoggle”, showed how debt buybacks might offer a better deal for creditors than for
debtors. In fact, it is usually argued that debtors should take advantage of fire sales in
the secondary markets to reduce their debt burden. However, the country doing the
buyback pays the market price equal to the average value of the debt while the
reduction in the value of the country's obligation reflects the marginal value of the debt,
which is likely much below the average value of the debt. As a result, the purchase may
do little to alleviate the debt burden. 
Finally, Helene Rey noted that the recent and very timely book with Carmen Reinhart
entitled “This Time is different: Eight Centuries of Financial Folly” represents the
conclusion of a long period of work on financial crises.

  

In his acceptance speech, Kenneth Rogoff thanked
his coauthors Jeremy Bulow, Maurice Obstfeld,
Carmen Reinhart, his professors, Stanley Fischer,
Rudi Dornbusch, and his colleagues, expressing his
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honor in receiving this important prize.       
 

Laura Moretti (CFS)

The prize, awarded every two years and established by the Center for Financial
Studies and Goethe University in 2005, aims to honor an internationally renowned
researcher who has made influential contributions in the fields of finance, money and
macroeconomics, and whose work has led to practice- and policy- relevant results.
It is sponsored by the Stiftungsfonds Deutsche Bank im Stifterverband für die
Deutsche Wissenschaft*, a charitable foundation, and carries a cash award of
€50,000.

The nomination process was extensive and involved a total of 3800 economists from
universities, central banks and research centers from 60 countries who made 480
nominations. It was up for the Jury, to select the prize winner during a long meeting
in January 2011. The  Jury itself consisted of leading international experts thereby
ensuring exceptional academic standards are maintained and enhancing the
credibility and reputation of the prize.

The previous recipients of the prize were Eugene Fama of the University of Chicago
for “developing and investigating the concept of market efficiency – a cornerstone in
the area of finance”, Michael Woodford of Columbia University for his fundamental
contributions to “the theory and practical analysis of monetary policy” and Robert
Shiller of Yale University for his “pioneering research in the field of financial
economics, relating to dynamics of asset prizes and their metrics”.

* Deutsche Bank Donation Fund in the Donor's Association for German Science 

For further information on the DB Prize please click on the following link: 
www.db-prize.org 
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The scientific symposium "Global perspective on the financial crisis" aimed at
covering the various, but interconnected aspects of Rogoffs´ research. 

Keynote Lecture: “The Role of the Central Bank in a Financial Crisis”

Stanley Fischer, Governor of the Bank of Israel, in his
keynote speech on “The Role of the Central Bank in a
Financial Crisis” reviewed different monetary policy regimes,
focusing on the recent development of flexible inflation
targeting, which has gained the support from central bankers
and academics as the best approach to monetary policy. In a
flexible inflation targeting regime the main goal of monetary
policy is to maintain price stability and, when not in conflict
with the primary mandate, to support other goals of
government policy, such as economic growth, full
employment, and to contribute to financial stability. 

The presence of an inflation target makes a large difference
to the behavior of the central bank because it offers an
objective criterion by which it is judged by politicians, the
press, the public at large and labor unions in particular if the
objective is missed. In pursuing its primary goal, the central
bank must be granted independence, within the context of democratic accountability,
and should be transparent, which is why inflation reports, monthly reports and minutes
are usually published. Fischer pointed out that the recent suggestion to raise inflation
targets in order to deal with the current situation is not feasible because it would destroy
the regime’s credibility, as measured by the fact that inflation expectations in a 5-10
year horizon are close to the target. Moreover, he argued that exchange rate
interventions are possible when there is a concern for price stability or output, and they
can be implemented in a small open economy, preferably when there is pressure for
appreciation. 
On the final issue of financial stability, central banks, as lenders of last resort, are
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supposed to intervene in the case of a liquidity crisis. However, many crises start as
liquidity crises and end up in a solvency crises. Central banks usually act as a lender of
last resort to the banking system, but, in the case of systemic important institutions, it
might act also with respect to other institutions. However, the broader the lender of last
resort function provided, the greater the moral hazard issues and the more caution
supervision is needed. In fact, central banks are usually supervisors of the banking
system but rarely of the entire financial system. The central bank can act as a lender of
last resort because it has a balance sheet that can expand and contract very rapidly
without political approval. However, when making these interventions the central bank
can incur in losses that might damage its reputation.

Plenary Lectures
Marc Flandreau, Professor of International
Economics and International History at the Graduate
Institute of International and Development Studies in
Geneva, reviewed Professor Rogoff’s contributions as
a theorist and as an economic historian. “This time is
different”, the recent book coauthored with Carmen
Reinhart, is a major contribution to economic history,
an contains a rich analysis of the interaction between
theory and history, theory and empirics at its very
best. 

 

Jeremy Bulow, Professor of Economics at the Graduate
School of Business, Stanford,presented a proposal for
market-based financial bank capital regulation, jointly
developed with Jacob Goldfield and Paul Klemperer. He
emphasized how the limits of the regulatory system became
clear during the financial crisis, noting that Tier 1 capital
ratios were similar for “crisis” and “non-crisis” banks. For
instance, Lehman, just two weeks before filing for Chapter
11 bankruptcy protection, had a Tier 1 capital ratio of
11.2%. Moreover, the limits of regulation are evident from
banks’ ability to move assets from in and out of fair value
accounting and avoiding market- to-market. 
But, regardless of whether the market is right or wrong, it
provides an accurate measure of confidence in the
institution. Indeed, if a firm is well capitalized on a market
value basis, it will not go bankrupt and if a firm is required
to raise additional equity because of a market-determined
regulatory requirement there is no adverse information in
the capital raise. In more detail, they suggest that liabilities which cannot bear risk are
fully collateralized by liquid assets in a bankruptcy-remote subsidiary, while all
unsecured debt categorized by the firm as risk-bearing must be convertible into equity at
a formula price based on current stock price. 

Keynote Lecture: “Sovereign default: theory versus practice”

Deutsche Bank Prize winner Kenneth Rogoff,
in his lecture “Sovereign default: theory versus
practice” presented both the theory and
empirical evidence on sovereign debt. He
reviewed stylized facts about cycles of
sovereign default since 1800 and warned that
after a wave of international banking crisis,
there is typically a wave of sovereign defaults
and the growth level is slow to recover. 
Rogoff then introduced the main theoretical
explanations of the reasons why a country
repays its debt, starting from the popular
theory based on reputation developed by Eaton
and Gersovitz, which claims that countries
repay their debt in order to maintain reputation to access the markets in the future. This
mechanism was seen as the only possible to sustain debt in the absence of international
law and of an enforcement mechanism. Bulow and Rogoff showed that there are
fragilities in this approach because reputation cannot sustain international lending in a
small open economy in the absence of direct sanctions. However, while little can be done
to a country that defaults on its debt, its exposure to international trade and its links to
the international banking system gives creditors some leverage. Finally, there is the idea
that debt default does not only tarnish a country's reputation on debt repayment but
also interferes with trade and foreign policy. 
Finally, Rogoff illustrated the debated idea of discounted debt buybacks with the case of
Bolivia in 1988. Based on a work with Jeremy Bulow, he showed that, even though it was
considered at the time a great success because it reduced the face value of the debt by
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almost one half, since the price of the debt almost doubled, the total market value
remained the same. 

Expert Panel: “Challenges for Policy and Academia: Risk, Financial Stability and
Regulation.”

The symposium ended with a
panel discussion, chaired by
Ester Faia, Professor of
Economics at Goethe University,
on “Challenges for Policy and
Academia: Risk, Financial
Stability and
Regulation.”Participants included
Philippe Bacchetta, Professor
of Macroeconomics at the
University of Lausanne and
research fellow of the Centre for
Economic Policy Research
(CEPR, London), Claudio
Borio,Deputy Head of the
Monetary and Economic
Department at the Bank for
International Settlements,
Otmar Issing, CFS President
and former member of the Executive Board of the ECB, and Thomas Mayer, Chief
Economist of Deutsche Bank AG. 

Philippe Bacchetta focused on the challenge of policy and academia facing a financial
crisis. He noted that policy makers do not fully understand academics, and academics do
not have a full understanding of reality yet. The case of sovereign debt crisis is an
illustrative example, in fact, it was easy to predict and some mechanisms are fully
understood. The fact that Greece was not solvent has been clear for a while but policy
makers seemed to ignore it, making it difficult to entertain a further dialog on other
issues. However, academics may not fully understand, for example, the explosion in risk
and uncertainty, one of the major features of the recent crisis, the change in risk
perception and consequently the appropriate policy measures to suggest. 

Claudio Borio discussed challenges when dealing with a slump after a financial bust.
The traditional view is that monetary policy should be very aggressive, cutting interest
rate to zero and keeping it as low as possible until inflation reemerges. While an
aggressive response is a critical part of crisis management, in the crisis resolution other
policies have to be implemented, in particular balance sheets repair and restructuring. 
Unfortunately, current models do not provide any guidance because they do not assign
any role to financial distortions in boom and bust, and there is no recognition that
financial cycles are much longer than business cycles. As a result, monetary policy is less
effective and has larger side effects than sometimes recognized. He concluded with the
observation that monetary policy can gain time, but it cannot solve the underlying
problems and that a more symmetric approach to monetary policy over the financial
cycle is needed in order to lean against financial imbalances even when inflation remains
under control. 

Otmar Issing analyzed the lessons learned by central banks from Kenneth Rogoff’s
work. In particular, he focused on the concept of conservative central banker and its
evolution in the concept of inflation targeting around the world and in the definition of
the ECB strategy. In fact, while now almost all central banks have a target of inflation, in
the sense that they want to achieve low and stable inflation, the full fledged inflation
targeting approach with an inflation forecast target is more ambitious and more difficult
to define. The ECB’s two-pillar approach was less elegant than inflation targeting and not
easily representable in a single model, but more robust. Moreover, the ECB strategy
embodies the full information approach in the sense that takes into account not only all
the relevant information but also the various possible interpretations of the information.
This strategy reduces the risk of policy errors caused by relying on a single indicator or
model. 

Finally, Thomas Mayer emphasized how also practitioners during the financial crisis
turned to economic history and to Reinhart and Rogoff’s book because traditional finance
and macroeconomics provided few lessons. There were two main limits of traditional
finance and macroeconomics theory: the illusion of measuring risk under the (faulty)
assumptions that risk is normally distributed, and the impossibility of predicting risks to
financial stability in a world driven by rational expectations and efficient markets.
However, in a world in which people are not always rational and markets can present
inefficiencies, the traditional macro models collapse. 

The conference organizers are particularly grateful to Sabine Kimmel, CFS Managing
Director Communications, whose superb organizational skills and ability to deal with
unexpected complications and impossible deadlines made the symposium possible.

Laura Moretti (CFS)
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The scientific symposium "Global perspective on the financial crisis" aimed at
covering the various, but interconnected aspects of Rogoffs´ research. 

Keynote Lecture: “The Role of the Central Bank in a Financial Crisis”

Stanley Fischer, Governor of the Bank of Israel, in his
keynote speech on “The Role of the Central Bank in a
Financial Crisis” reviewed different monetary policy regimes,
focusing on the recent development of flexible inflation
targeting, which has gained the support from central bankers
and academics as the best approach to monetary policy. In a
flexible inflation targeting regime the main goal of monetary
policy is to maintain price stability and, when not in conflict
with the primary mandate, to support other goals of
government policy, such as economic growth, full
employment, and to contribute to financial stability. 

The presence of an inflation target makes a large difference
to the behavior of the central bank because it offers an
objective criterion by which it is judged by politicians, the
press, the public at large and labor unions in particular if the
objective is missed. In pursuing its primary goal, the central
bank must be granted independence, within the context of democratic accountability,
and should be transparent, which is why inflation reports, monthly reports and minutes
are usually published. Fischer pointed out that the recent suggestion to raise inflation
targets in order to deal with the current situation is not feasible because it would destroy
the regime’s credibility, as measured by the fact that inflation expectations in a 5-10
year horizon are close to the target. Moreover, he argued that exchange rate
interventions are possible when there is a concern for price stability or output, and they
can be implemented in a small open economy, preferably when there is pressure for
appreciation. 
On the final issue of financial stability, central banks, as lenders of last resort, are
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supposed to intervene in the case of a liquidity crisis. However, many crises start as
liquidity crises and end up in a solvency crises. Central banks usually act as a lender of
last resort to the banking system, but, in the case of systemic important institutions, it
might act also with respect to other institutions. However, the broader the lender of last
resort function provided, the greater the moral hazard issues and the more caution
supervision is needed. In fact, central banks are usually supervisors of the banking
system but rarely of the entire financial system. The central bank can act as a lender of
last resort because it has a balance sheet that can expand and contract very rapidly
without political approval. However, when making these interventions the central bank
can incur in losses that might damage its reputation.

Plenary Lectures
Marc Flandreau, Professor of International
Economics and International History at the Graduate
Institute of International and Development Studies in
Geneva, reviewed Professor Rogoff’s contributions as
a theorist and as an economic historian. “This time is
different”, the recent book coauthored with Carmen
Reinhart, is a major contribution to economic history,
an contains a rich analysis of the interaction between
theory and history, theory and empirics at its very
best. 

 

Jeremy Bulow, Professor of Economics at the Graduate
School of Business, Stanford,presented a proposal for
market-based financial bank capital regulation, jointly
developed with Jacob Goldfield and Paul Klemperer. He
emphasized how the limits of the regulatory system became
clear during the financial crisis, noting that Tier 1 capital
ratios were similar for “crisis” and “non-crisis” banks. For
instance, Lehman, just two weeks before filing for Chapter
11 bankruptcy protection, had a Tier 1 capital ratio of
11.2%. Moreover, the limits of regulation are evident from
banks’ ability to move assets from in and out of fair value
accounting and avoiding market- to-market. 
But, regardless of whether the market is right or wrong, it
provides an accurate measure of confidence in the
institution. Indeed, if a firm is well capitalized on a market
value basis, it will not go bankrupt and if a firm is required
to raise additional equity because of a market-determined
regulatory requirement there is no adverse information in
the capital raise. In more detail, they suggest that liabilities which cannot bear risk are
fully collateralized by liquid assets in a bankruptcy-remote subsidiary, while all
unsecured debt categorized by the firm as risk-bearing must be convertible into equity at
a formula price based on current stock price. 

Keynote Lecture: “Sovereign default: theory versus practice”

Deutsche Bank Prize winner Kenneth Rogoff,
in his lecture “Sovereign default: theory versus
practice” presented both the theory and
empirical evidence on sovereign debt. He
reviewed stylized facts about cycles of
sovereign default since 1800 and warned that
after a wave of international banking crisis,
there is typically a wave of sovereign defaults
and the growth level is slow to recover. 
Rogoff then introduced the main theoretical
explanations of the reasons why a country
repays its debt, starting from the popular
theory based on reputation developed by Eaton
and Gersovitz, which claims that countries
repay their debt in order to maintain reputation to access the markets in the future. This
mechanism was seen as the only possible to sustain debt in the absence of international
law and of an enforcement mechanism. Bulow and Rogoff showed that there are
fragilities in this approach because reputation cannot sustain international lending in a
small open economy in the absence of direct sanctions. However, while little can be done
to a country that defaults on its debt, its exposure to international trade and its links to
the international banking system gives creditors some leverage. Finally, there is the idea
that debt default does not only tarnish a country's reputation on debt repayment but
also interferes with trade and foreign policy. 
Finally, Rogoff illustrated the debated idea of discounted debt buybacks with the case of
Bolivia in 1988. Based on a work with Jeremy Bulow, he showed that, even though it was
considered at the time a great success because it reduced the face value of the debt by
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almost one half, since the price of the debt almost doubled, the total market value
remained the same. 

Expert Panel: “Challenges for Policy and Academia: Risk, Financial Stability and
Regulation.”

The symposium ended with a
panel discussion, chaired by
Ester Faia, Professor of
Economics at Goethe University,
on “Challenges for Policy and
Academia: Risk, Financial
Stability and
Regulation.”Participants included
Philippe Bacchetta, Professor
of Macroeconomics at the
University of Lausanne and
research fellow of the Centre for
Economic Policy Research
(CEPR, London), Claudio
Borio,Deputy Head of the
Monetary and Economic
Department at the Bank for
International Settlements,
Otmar Issing, CFS President
and former member of the Executive Board of the ECB, and Thomas Mayer, Chief
Economist of Deutsche Bank AG. 

Philippe Bacchetta focused on the challenge of policy and academia facing a financial
crisis. He noted that policy makers do not fully understand academics, and academics do
not have a full understanding of reality yet. The case of sovereign debt crisis is an
illustrative example, in fact, it was easy to predict and some mechanisms are fully
understood. The fact that Greece was not solvent has been clear for a while but policy
makers seemed to ignore it, making it difficult to entertain a further dialog on other
issues. However, academics may not fully understand, for example, the explosion in risk
and uncertainty, one of the major features of the recent crisis, the change in risk
perception and consequently the appropriate policy measures to suggest. 

Claudio Borio discussed challenges when dealing with a slump after a financial bust.
The traditional view is that monetary policy should be very aggressive, cutting interest
rate to zero and keeping it as low as possible until inflation reemerges. While an
aggressive response is a critical part of crisis management, in the crisis resolution other
policies have to be implemented, in particular balance sheets repair and restructuring. 
Unfortunately, current models do not provide any guidance because they do not assign
any role to financial distortions in boom and bust, and there is no recognition that
financial cycles are much longer than business cycles. As a result, monetary policy is less
effective and has larger side effects than sometimes recognized. He concluded with the
observation that monetary policy can gain time, but it cannot solve the underlying
problems and that a more symmetric approach to monetary policy over the financial
cycle is needed in order to lean against financial imbalances even when inflation remains
under control. 

Otmar Issing analyzed the lessons learned by central banks from Kenneth Rogoff’s
work. In particular, he focused on the concept of conservative central banker and its
evolution in the concept of inflation targeting around the world and in the definition of
the ECB strategy. In fact, while now almost all central banks have a target of inflation, in
the sense that they want to achieve low and stable inflation, the full fledged inflation
targeting approach with an inflation forecast target is more ambitious and more difficult
to define. The ECB’s two-pillar approach was less elegant than inflation targeting and not
easily representable in a single model, but more robust. Moreover, the ECB strategy
embodies the full information approach in the sense that takes into account not only all
the relevant information but also the various possible interpretations of the information.
This strategy reduces the risk of policy errors caused by relying on a single indicator or
model. 

Finally, Thomas Mayer emphasized how also practitioners during the financial crisis
turned to economic history and to Reinhart and Rogoff’s book because traditional finance
and macroeconomics provided few lessons. There were two main limits of traditional
finance and macroeconomics theory: the illusion of measuring risk under the (faulty)
assumptions that risk is normally distributed, and the impossibility of predicting risks to
financial stability in a world driven by rational expectations and efficient markets.
However, in a world in which people are not always rational and markets can present
inefficiencies, the traditional macro models collapse. 

The conference organizers are particularly grateful to Sabine Kimmel, CFS Managing
Director Communications, whose superb organizational skills and ability to deal with
unexpected complications and impossible deadlines made the symposium possible.

Laura Moretti (CFS)
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Prodigal Italy Greece Spain?

 If anyone ever writes Ten Commandments for
building an economic union, one should probably
start with ‘Know Thy Partners Well’, followed by
‘Now Double-check’. Over the past two years, the
Eurozone has been faced with a massive fiscal
crisis, originating in Greece and spreading to other
countries collectively termed PIGS, to be revised
later to PIIGS, and recently to the more politically
correct GIIPS: Greece, Italy, Ireland, Portugal,
Spain. Much of the reluctance of the core to take
timely and drastic support measures emanates
from perceptions regarding the ability of people in
the periphery to reform and escape the crisis.

At the center of the debate in Germany lies a deep
dilemma. On the one hand, support of debt
refinancing prevents unilateral default and
departure from the eurozone, signaling to markets
that euro membership is a one-way street; on the
other, it creates moral hazard by removing market
pressure to run primary surpluses, and undertake
painful wage cuts and productivity-enhancing

reforms. Both concerns are legitimate. 

Letting a country fall out of the euro sends a powerful signal to markets that exit is
possible under easily verifiable conditions: high debt- and deficit-to-GDP ratios invite
higher spreads, themselves contributing to default. It is not an accident that the euro
area did not build emergency exits. Forty years ago, the Bretton Woods system collapsed
mainly because it gave a similar one-way bet: to currency speculators monitoring
external imbalances and contributing to devaluations. Bretton Woods was a system of
‘fixed but adjustable’ exchange rates, while the euro was designed to be one of fixed and
immutable rates. 

On the other hand, it seems unwise to keep lending to countries that not only proved
incapable of balancing budgets in the past but also appear unwilling to save, work hard,
reform, and ultimately get on a growth path. The difficult balancing act involves support
to prevent exits, and monitoring of debt accumulation. Recent moves towards a ‘stability
union’ can be viewed in this context. 

Strict rules for fiscal monitoring are not sufficient: people of troubled countries must be
willing to work hard to boost productivity, and to be prudent so as to avoid over-
borrowing. Those in strong countries need to perceive the efforts of their ailing partners
and potential for improvement. The image of laid-back Zorbas dancing the night away
can be excellent for tourism but detrimental for the cohesion of an economic union.
Interestingly, this applies not only to Germans looking at PIGS, but also to PIGS looking
in the mirror. Citizens of troubled countries need to realize that their compatriots are
hard workers, albeit inefficient; and that they should apply to their State the same
prudent principles they apply to their own private wealth management. 

Contrary to perceptions, workers in PIGS work hard. Data from the UK Office of National
Statistics and Eurostat, quoted in the Guardian on December 8, show that Greeks,
together with Austrians, are EU champions in average hours worked per week among
full-time employees, at 43.7 hours. The Portuguese lag only a bit behind at 42.3.
Germany takes 8th place with 42. However, Greeks and Portuguese rank 20th and 22nd,
respectively, in productivity, which stands at 76 and 65 percent of the EU average, with
Germany at 124 percent. While productivity differences are difficult to decompose, their
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size indicates room for substantial transfer of organizational capital and international
best practices to troubled partners, so that they spend less time dealing with inadequate
management practices or inefficient bureaucracies and more time producing goods and
services. 

At the time their countries were accumulating excessive debt, private households in PIGS
were maintaining a substantial wealth buffer, consistent with increased uncertainties
they face. Internationally comparable data on net household wealth of households aged
50 or more are now available for the first time.[1] Using the Survey on Health, Ageing,
and Retirement, the Table shows that, adjusting for purchasing power, median net
household wealth in 2006-7 was comparable in Greece and Germany and substantially
larger in Spain and Italy. Net wealth among poorer households, at the 25th percentile of
the distribution, was triple in Greece and Italy to that of Germany, and six times as
large in Spain. Among richer households (75th percentile), Greece was only slightly
below Germany, while Spain and Italy were substantially above. 

As shown in the Table, the main driver of these differences is widespread ownership of
real estate and limited mortgage indebtedness of older households in troubled countries.
This has two implications. First, taxing real estate to meet fiscal targets affects a much
wider part of the wealth distribution in troubled countries. Second, the liquid ‘buffer’ in
net wealth positions was much more limited in those countries than in Germany prior to
the crisis. Given that it is neither feasible nor advisable (in view of the subprime crisis)
to provide vehicles – such as reverse mortgages – for turning houses into ATMs under
present conditions, the ability of these countries to withstand lower incomes and
repeated tax collections is likely to be severely limited. 

Might it be, then, that PIGS are hard-working rather than lazy, prudent rather than
prodigal, inefficient and disillusioned rather than hopeless, illiquid rather than insolvent,
and in need of reforms rather than of sanctions? As I watch people in the European core
become increasingly frustrated about supporting lazy, irresponsible partners, and people
in the periphery protest against repeated tax assaults and pressure for hasty reforms, I
wonder whether this threatened divorce may be based on rumors rather than fact,
stereotypes rather than reality, and bad judgment rather than immutable characteristics.
Is it worth breaking up the euro family for this?

Michael Haliassos

[1] For an extensive study of international differences in household portfolios see
Christelis, Georgarakos, Haliassos, “Differences in Portfolios Across Countries: Economic
Environment versus Household Characteristics”, forthcoming in Review of Economics and
Statistics.
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Uwe Walz, Kenneth Rogoff, Josef Ackermann (l. to r.)

Uwe Walz, Chairman of the Jury of the prize, CFS Director and Professor of Economics
at Goethe University, opened the award ceremony and the scientific symposium "Global
perspective on the financial crisis" on September 22, 2011. The recent global crises have
taught us that financial instability can have both, a global and an historical perspective.
The discussion also verged on the challenges faced at the current moment by both,
academics and policy makers. in honor of Kenneth Rogoff, Professor of Economics and
Thomas D. Cabot Professor of Public Policy at Harvard University. Professor Rogoff is the
fourth recipient of the Deutsche Bank Prize in Financial Economics for “his work on
sovereign default and debt restructuring, global imbalances, and the history of financial
crises which is highly relevant for understanding and addressing today‘s global
challenges. Professor Rogoff has not only contributed pioneering work of the greatest
academic importance, he has also made his findings accessible to a broad public”.

Award Ceremony
Josef Ackermann, Chairman of the
Management Board and the Group Executive
Committee of Deutsche Bank, reviewed in his
award ceremony speech the current global
macroeconomic conditions and the current
financial tensions and emphasized the need for
political leadership. He summarized how
problems in real estate markets spread to the
financial sector, over to the real economy and
finally to the sovereign debt. He expressed his
confidence on the stability of the euro despite
the present sovereign debt difficulties.
However, Ackermann was concerned about the
limited knowledge of the macroeconomic
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aspects of globalized financial markets, and the resulting uncertainty about how policy
instruments might work, their side-effects, and the risk of mishandling financial
regulation. 

He praised Rogoff for his ability to combine theoretical rigor with political relevance, and
historical insights with econometrics, in his research and for providing guidance in
understanding the recent financial crisis. His research suggests that, in order to prevent
the crisis from leading to excessive regulation of financial markets, a comprehensive
approach to debt sustainability will be required. However, there is no simple way of
growing out of the current problems, even though stimulating economic growth by
adopting appropriate policies at the national and the international level can obviously
alleviate the pain. This requires the reparation of balance sheets of states, financial
institutions and households. Financial markets will only be stabilized if governments,
central banks and international financial institutions, address debt issues appropriately
and effectively.

Josef Ackermann concluded by emphasizing that the need for a constitutional move
towards deeper integration in fiscal and economic affairs in order to find a lasting
solution is gaining consensus among European leaders. Moreover, the readiness to
address thorny issues of debt directly has improved in both Europe and the US, while
financial institutions are generally in better shape today than they were three years ago.

In the laudatory speech, Helene Rey, Professor at the London School of Economics,
noted how Rogoff's work has shaped the entire filed of international finance and
macroeconomics. His achievements are not only limited to economics and the policy
world but include also chess since he is an international grand master.

She summarized his main contributions starting
from his 1983 paper with Richard Meese which
showed that simple forecasts of a random walk
model cannot be beaten by any exiting
exchange rate models, thus setting an
important benchmark for testing the
predictability of models. In his 1996 paper on
the Purchasing Power Parity (PPP) puzzle he
pointed out the difficulties in building models
able to account for exchange rate dynamic. In
his 2000 paper with Maurice Obstfeld, he
tackled 6 puzzles in macroeconomics and
showed how transportation costs could offer a
common explanation. In “Foundation of International Macroeconomics”, the first
comprehensive graduate text book on international macroeconomics, coauthored with
Maurice Obstfeld and published in 1996, he provided the first micro-founded model
aiming at replacing the traditional Mundell-Fleming approach for policy analysis of open
economies. In the monetary policy area, his 1995 paper on the benefits of hiring a
conservative central banker has shaped the design of central banks in the world.

She summarized his main contributions starting from his 1983 paper with Richard Meese
which showed that simple forecasts of a random walk model cannot be beaten by any
exiting exchange rate models, thus setting an important benchmark for testing the
predictability of models. In his 1996 paper on the Purchasing Power Parity (PPP) puzzle
he pointed out the difficulties in building models able to account for exchange rate
dynamic. In his 2000 paper with Maurice Obstfeld, he tackled 6 puzzles in
macroeconomics and showed how transportation costs could offer a common
explanation. In “Foundation of International Macroeconomics”, the first comprehensive
graduate text book on international macroeconomics, coauthored with Maurice Obstfeld
and published in 1996, he provided the first micro-founded model aiming at replacing the
traditional Mundell-Fleming approach for policy analysis of open economies. In the
monetary policy area, his 1995 paper on the benefits of hiring a conservative central
banker has shaped the design of central banks in the world.

In the literature on sovereign debt, his 1999 paper with Jeremy Bulow challenged the
idea that a country’s reputation for repayment could sustain international lending and
borrowing to a small country, and concluded that lending has to be supported by direct
sanctions available to creditors. Another paper with Jeremy Bulow, “The Buyback
Boondoggle”, showed how debt buybacks might offer a better deal for creditors than for
debtors. In fact, it is usually argued that debtors should take advantage of fire sales in
the secondary markets to reduce their debt burden. However, the country doing the
buyback pays the market price equal to the average value of the debt while the
reduction in the value of the country's obligation reflects the marginal value of the debt,
which is likely much below the average value of the debt. As a result, the purchase may
do little to alleviate the debt burden. 
Finally, Helene Rey noted that the recent and very timely book with Carmen Reinhart
entitled “This Time is different: Eight Centuries of Financial Folly” represents the
conclusion of a long period of work on financial crises.

  

In his acceptance speech, Kenneth Rogoff thanked
his coauthors Jeremy Bulow, Maurice Obstfeld,
Carmen Reinhart, his professors, Stanley Fischer,
Rudi Dornbusch, and his colleagues, expressing his
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honor in receiving this important prize.       
 

Laura Moretti (CFS)

The prize, awarded every two years and established by the Center for Financial
Studies and Goethe University in 2005, aims to honor an internationally renowned
researcher who has made influential contributions in the fields of finance, money and
macroeconomics, and whose work has led to practice- and policy- relevant results.
It is sponsored by the Stiftungsfonds Deutsche Bank im Stifterverband für die
Deutsche Wissenschaft*, a charitable foundation, and carries a cash award of
€50,000.

The nomination process was extensive and involved a total of 3800 economists from
universities, central banks and research centers from 60 countries who made 480
nominations. It was up for the Jury, to select the prize winner during a long meeting
in January 2011. The  Jury itself consisted of leading international experts thereby
ensuring exceptional academic standards are maintained and enhancing the
credibility and reputation of the prize.

The previous recipients of the prize were Eugene Fama of the University of Chicago
for “developing and investigating the concept of market efficiency – a cornerstone in
the area of finance”, Michael Woodford of Columbia University for his fundamental
contributions to “the theory and practical analysis of monetary policy” and Robert
Shiller of Yale University for his “pioneering research in the field of financial
economics, relating to dynamics of asset prizes and their metrics”.

* Deutsche Bank Donation Fund in the Donor's Association for German Science 

For further information on the DB Prize please click on the following link: 
www.db-prize.org 
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The scientific symposium "Global perspective on the financial crisis" aimed at
covering the various, but interconnected aspects of Rogoffs´ research. 

Keynote Lecture: “The Role of the Central Bank in a Financial Crisis”

Stanley Fischer, Governor of the Bank of Israel, in his
keynote speech on “The Role of the Central Bank in a
Financial Crisis” reviewed different monetary policy regimes,
focusing on the recent development of flexible inflation
targeting, which has gained the support from central bankers
and academics as the best approach to monetary policy. In a
flexible inflation targeting regime the main goal of monetary
policy is to maintain price stability and, when not in conflict
with the primary mandate, to support other goals of
government policy, such as economic growth, full
employment, and to contribute to financial stability. 

The presence of an inflation target makes a large difference
to the behavior of the central bank because it offers an
objective criterion by which it is judged by politicians, the
press, the public at large and labor unions in particular if the
objective is missed. In pursuing its primary goal, the central
bank must be granted independence, within the context of democratic accountability,
and should be transparent, which is why inflation reports, monthly reports and minutes
are usually published. Fischer pointed out that the recent suggestion to raise inflation
targets in order to deal with the current situation is not feasible because it would destroy
the regime’s credibility, as measured by the fact that inflation expectations in a 5-10
year horizon are close to the target. Moreover, he argued that exchange rate
interventions are possible when there is a concern for price stability or output, and they
can be implemented in a small open economy, preferably when there is pressure for
appreciation. 
On the final issue of financial stability, central banks, as lenders of last resort, are
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supposed to intervene in the case of a liquidity crisis. However, many crises start as
liquidity crises and end up in a solvency crises. Central banks usually act as a lender of
last resort to the banking system, but, in the case of systemic important institutions, it
might act also with respect to other institutions. However, the broader the lender of last
resort function provided, the greater the moral hazard issues and the more caution
supervision is needed. In fact, central banks are usually supervisors of the banking
system but rarely of the entire financial system. The central bank can act as a lender of
last resort because it has a balance sheet that can expand and contract very rapidly
without political approval. However, when making these interventions the central bank
can incur in losses that might damage its reputation.

Plenary Lectures
Marc Flandreau, Professor of International
Economics and International History at the Graduate
Institute of International and Development Studies in
Geneva, reviewed Professor Rogoff’s contributions as
a theorist and as an economic historian. “This time is
different”, the recent book coauthored with Carmen
Reinhart, is a major contribution to economic history,
an contains a rich analysis of the interaction between
theory and history, theory and empirics at its very
best. 

 

Jeremy Bulow, Professor of Economics at the Graduate
School of Business, Stanford,presented a proposal for
market-based financial bank capital regulation, jointly
developed with Jacob Goldfield and Paul Klemperer. He
emphasized how the limits of the regulatory system became
clear during the financial crisis, noting that Tier 1 capital
ratios were similar for “crisis” and “non-crisis” banks. For
instance, Lehman, just two weeks before filing for Chapter
11 bankruptcy protection, had a Tier 1 capital ratio of
11.2%. Moreover, the limits of regulation are evident from
banks’ ability to move assets from in and out of fair value
accounting and avoiding market- to-market. 
But, regardless of whether the market is right or wrong, it
provides an accurate measure of confidence in the
institution. Indeed, if a firm is well capitalized on a market
value basis, it will not go bankrupt and if a firm is required
to raise additional equity because of a market-determined
regulatory requirement there is no adverse information in
the capital raise. In more detail, they suggest that liabilities which cannot bear risk are
fully collateralized by liquid assets in a bankruptcy-remote subsidiary, while all
unsecured debt categorized by the firm as risk-bearing must be convertible into equity at
a formula price based on current stock price. 

Keynote Lecture: “Sovereign default: theory versus practice”

Deutsche Bank Prize winner Kenneth Rogoff,
in his lecture “Sovereign default: theory versus
practice” presented both the theory and
empirical evidence on sovereign debt. He
reviewed stylized facts about cycles of
sovereign default since 1800 and warned that
after a wave of international banking crisis,
there is typically a wave of sovereign defaults
and the growth level is slow to recover. 
Rogoff then introduced the main theoretical
explanations of the reasons why a country
repays its debt, starting from the popular
theory based on reputation developed by Eaton
and Gersovitz, which claims that countries
repay their debt in order to maintain reputation to access the markets in the future. This
mechanism was seen as the only possible to sustain debt in the absence of international
law and of an enforcement mechanism. Bulow and Rogoff showed that there are
fragilities in this approach because reputation cannot sustain international lending in a
small open economy in the absence of direct sanctions. However, while little can be done
to a country that defaults on its debt, its exposure to international trade and its links to
the international banking system gives creditors some leverage. Finally, there is the idea
that debt default does not only tarnish a country's reputation on debt repayment but
also interferes with trade and foreign policy. 
Finally, Rogoff illustrated the debated idea of discounted debt buybacks with the case of
Bolivia in 1988. Based on a work with Jeremy Bulow, he showed that, even though it was
considered at the time a great success because it reduced the face value of the debt by
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T. Mayer, P. Bacchetta, K. Rogoff, C. Borio, O. Issing (l. to r.)

almost one half, since the price of the debt almost doubled, the total market value
remained the same. 

Expert Panel: “Challenges for Policy and Academia: Risk, Financial Stability and
Regulation.”

The symposium ended with a
panel discussion, chaired by
Ester Faia, Professor of
Economics at Goethe University,
on “Challenges for Policy and
Academia: Risk, Financial
Stability and
Regulation.”Participants included
Philippe Bacchetta, Professor
of Macroeconomics at the
University of Lausanne and
research fellow of the Centre for
Economic Policy Research
(CEPR, London), Claudio
Borio,Deputy Head of the
Monetary and Economic
Department at the Bank for
International Settlements,
Otmar Issing, CFS President
and former member of the Executive Board of the ECB, and Thomas Mayer, Chief
Economist of Deutsche Bank AG. 

Philippe Bacchetta focused on the challenge of policy and academia facing a financial
crisis. He noted that policy makers do not fully understand academics, and academics do
not have a full understanding of reality yet. The case of sovereign debt crisis is an
illustrative example, in fact, it was easy to predict and some mechanisms are fully
understood. The fact that Greece was not solvent has been clear for a while but policy
makers seemed to ignore it, making it difficult to entertain a further dialog on other
issues. However, academics may not fully understand, for example, the explosion in risk
and uncertainty, one of the major features of the recent crisis, the change in risk
perception and consequently the appropriate policy measures to suggest. 

Claudio Borio discussed challenges when dealing with a slump after a financial bust.
The traditional view is that monetary policy should be very aggressive, cutting interest
rate to zero and keeping it as low as possible until inflation reemerges. While an
aggressive response is a critical part of crisis management, in the crisis resolution other
policies have to be implemented, in particular balance sheets repair and restructuring. 
Unfortunately, current models do not provide any guidance because they do not assign
any role to financial distortions in boom and bust, and there is no recognition that
financial cycles are much longer than business cycles. As a result, monetary policy is less
effective and has larger side effects than sometimes recognized. He concluded with the
observation that monetary policy can gain time, but it cannot solve the underlying
problems and that a more symmetric approach to monetary policy over the financial
cycle is needed in order to lean against financial imbalances even when inflation remains
under control. 

Otmar Issing analyzed the lessons learned by central banks from Kenneth Rogoff’s
work. In particular, he focused on the concept of conservative central banker and its
evolution in the concept of inflation targeting around the world and in the definition of
the ECB strategy. In fact, while now almost all central banks have a target of inflation, in
the sense that they want to achieve low and stable inflation, the full fledged inflation
targeting approach with an inflation forecast target is more ambitious and more difficult
to define. The ECB’s two-pillar approach was less elegant than inflation targeting and not
easily representable in a single model, but more robust. Moreover, the ECB strategy
embodies the full information approach in the sense that takes into account not only all
the relevant information but also the various possible interpretations of the information.
This strategy reduces the risk of policy errors caused by relying on a single indicator or
model. 

Finally, Thomas Mayer emphasized how also practitioners during the financial crisis
turned to economic history and to Reinhart and Rogoff’s book because traditional finance
and macroeconomics provided few lessons. There were two main limits of traditional
finance and macroeconomics theory: the illusion of measuring risk under the (faulty)
assumptions that risk is normally distributed, and the impossibility of predicting risks to
financial stability in a world driven by rational expectations and efficient markets.
However, in a world in which people are not always rational and markets can present
inefficiencies, the traditional macro models collapse. 

The conference organizers are particularly grateful to Sabine Kimmel, CFS Managing
Director Communications, whose superb organizational skills and ability to deal with
unexpected complications and impossible deadlines made the symposium possible.

Laura Moretti (CFS)
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 13 December 2011 
Frankfurt

Otmar Issing, President of the Center for
Financial Studies, concluded this year’s CFS
Colloquium Series on the “Relationship
between State and Financial Markets”,
sharing his views on the European debt
crisis. He focused in particular on the EU
summit at the beginning of December.

Issing began his speech with a short
discourse on the political controversies that
have erupted recently in Europe which many
thought had been overcome once and for all
after years of peace and prospering
economic development. On the one side,
negative stereotypes of Mediterranean idlers
–  Greeks in particular – persist; on the
other side, demands for fiscal austerity in
many countries provoke discontent in the
general public and are broadly regarded as a
Teutonic dictate imposed upon them. 

Issing asked how it could have come that
far, bearing in mind that the problem which
Europe currently is facing is only a monetary
one. Yet, Angela Merkel herself has
repeatedly declared that “If the euro fails,
Europe fails”. Already in 1991 Germany’s

former Chancellor, Helmut Kohl said that “political union is indispensable to the
economics and monetary union”. 

Before going into more depth about the road to fiscal union, Issing stressed two points
that had contributed to the poisoning of the current debate. 

First, there is the argument that Germany has benefited the most from being in the euro
zone, and might even have benefited at other members’ costs. In a currency union,
Issing argued, actually all parties benefit, also those EU countries that did not adopt the
euro and even the greater world economy. Furthermore, before undergoing considerable
adjustment measures, Germany actually faced similar problems to the ones many
European countries are confronted with at the moment. Second, the common practice by
politicians, economists and commentators to dub those that criticize the violation of the
Stability and Growth Pact and other undesirable developments as anti-European also
considerably poisons the debate. Just having an unreflective amount of euphoria for
“more Europe” is not in itself a feature for being a “better” European. 

Issing then went on by emphasizing the importance of understanding the causes of the
European debt crisis, criticizing that many proposals to resolve the crisis lack an
adequate analysis of these causes. From the start, the euro zone was not an optimal
currency area but rather an experiment with numerous shortcomings, Issing explained.
These shortcomings did not evaporate but strengthened over time. This can be observed
in four areas. 

Right from the start, the decoupling of price and wage spirals made the levels of
competitiveness diverge which could not be accommodated any further by exchange rate
adjustments and national central bank policy. Second, in some countries substantially
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lower real interest rates compared to earlier times caused bubbles, most prominently in
the real estate sector. The ECB could not react, and the governments did not react, the
result of which meant a proper boom-and-bust cycle causing severe problems in the
financial sector, with some institutions even defaulting. Third, the Stability and Growth
Pact was supposed to control and – if necessary – sanction the member states’ fiscal
policy on the European level. It failed, however, miserably, when in 2002/2003 Germany
and France prevented sanctions to be imposed upon them, thus breaching the pact.
Fourth, great parts of the banking sector being at risk unveiled the weaknesses in the
regulation and supervisory of financial institutions. 

Having emphasized that fiscal consolidation was to be supplemented by structural
reforms and growth enhancing measures in order to resolve the crisis, Issing turned to
the issue of a European fiscal union stating that it could equally be only helpful if there
would be a shared understanding of its meaning. According to Issing, a fiscal union is a
country or a federation of countries that agrees to have a common tax, levy and public
spending system. Hence, a “Europeanization” in the pivotal area of public governance
demonstrates that there cannot be a fiscal union without a political union and that, vice
versa, the “political union eo ipso entails a fiscal union as an indispensable part”. A
transfer union would adopt merely one part of a fiscal union, ignoring the rest, while the
process would also lack democratic legitimization. 

With regards to the EU summit in December, Issing talked about the three most
important economic measures. The first measure, the tightening of the fiscal rules, will
translate, on the national level, into debt breaks allowing member states to run a
structural deficit of not more than 0.5 per cent of GDP. An automatic correction
mechanism will be triggered in the event of deviation. On the European level, the
economic and budgetary surveillance mechanism will be strengthened by tightening the
Stability and Growth Pact. From now on, consequences would set in automatically unless
a qualified majority is opposed. As a second measure, the EU will work on moving
towards a stronger fiscal integration, in line with the process already formulated in the
area of a common economic policy. The third measure concerns the rescue funding
mechanisms. The leverage process of the European Financial Stability Facility (EFSF) will
be accelerated, while the European Stability Mechanism (ESM) will be introduced in July
2012, six months earlier than originally planned. The member states also look at ways to
enhance the firepower of the IMF with the provision of an additional 200 billon euros. 

Issing said that it was particularly worth noting what the heads of states and
governments had not decided at the summit. Obviously, Eurobonds are a prominent
example. According to Issing, they will come up again in the debate, given the
continuing fascination for Eurobonds among many countries. Issing also welcomed the
fact that the member states had decided not to give the rescue funds a banking license,
thus preventing them from refinancing themselves via the ECB. In this respect he
criticized the increasing number of people – economists, especially from the English
speaking world, as well as financial players and European politicians – arguing for the
“big bazooka” as a panacea whose announcement itself would sort out all problems
immediately. 

Issing expressed his concern about the decision of the heads of state and governments
that, in case the resources of the rescue funds would be employed, there would be no
more private sector involvement, predicting that the markets would not believe the “no-
bail-out clause” to be valid also in the future. This would mean that the control of the
member states’ public finance by the markets was ruled out, leaving only the political
control. 
The question whether Europe would be in a better condition if the euro had not been
introduced, Issing admitted, is difficult to answer. Despite all its shortcomings, the
financial crisis combined with volatile foreign exchange markets could have turned out to
be an explosive combination, leaving the European single market and economy possibly
in a dire condition. Issing said that the current crisis could also turn out to be a chance
for pushing through reforms that are long overdue. 

Whether the decisions of the December summit will bring about the necessary change, is
still unclear. 26 out of 27 countries have agreed upon measures to ensure a more solid
fiscal policy In order to enshrine those fiscal measures in European law, a number of
legislative problems will arise. A change of the European Treaty would face many risks,
one of them the fact that  the independence of the ECB could be at stake, given that
there are already plenty of proposals to constrain its independence and extend its
mandate to one that is more similar to the Fed’s. 

Issing warned that if amendments to the treaty are not pushed through, many would try
to get there through the back door. The attempt to slither into a fiscal union via a
transfer union could be fatal for the political coherence of the currency union. In
addition, the cry for so-called ”Stability bonds” and an increasing size of – and also joint
liability of – the rescue funds would only get louder in the next crisis. 

In line with this are the attempts to increasingly include the ECB in all sorts of
operations, in order to rescue the euro. As an example, Issing criticized the mistakenly
used concept of “Lender of last Resort” as an explicit guarantee of government debt.
Taking in account what this would do in terms of moral hazard, Issing concluded that
once the ECB would turn into a money printing machine, the reforms in the various
member states would come to a sudden end. 

He concluded by arguing that the defects in the new construction become fully visible, if
one realizes that the legislation itself is a product of political will. At the December
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summit, the member states decided to rule out the control over their public finance
policy by the markets. But how credible is the pledge to prevent familiar misconduct by
new, stricter regulation, if the old regulation was poorly respected?

Florian Hense (CFS)
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CFS Visitors Program - Pistaferri

 Visit and Seminar by Professor 
Luigi Pistaferri (Stanford University) 

14 – 18 November 2011 
 

During his one week visit to Frankfurt, in the
context of the new CFS Senior Visitors Program,
Professor Luigi Pistaferri from Stanford University
gave a three session mini-course at graduate level,
and a research seminar on the topic of “Household
Consumption, Income, Labor Supply, and
Retirement”. Doctoral students from Goethe
University, as well as graduate students and
researchers from 16 different institutions, including
ECB, Deutsche Bundesbank and Deutsche Bank
Research, participated in the mini-course.
Pistaferri’s was the second visit arranged under the
CFS program, following the visit of David Yermack
(NYU) earlier in the year. 

Pistaferri’s first session focused on different
theories of consumption behavior. As an
introduction, Pistaferri emphasized key aspects of
the Life Cycle Hypothesis (LCH) on consumption,
comparing it to the Permanent Income Hypothesis.
He went on to derive and discuss important
empirical implications: 1) Individuals attempt to
intertemporally smooth the marginal utility of

consumption. 2) Young workers should accumulate resources for retirement, and hence
have an adequate amount of resources at retirement. 3) The elderly should dissave,
using up their accumulated resources at a rate that leads to zero wealth at the end of
their lifecycle, in the absence of bequest motives. 

Testable implications of modern theories of consumption behavior were scheduled in the
second session of the seminar. A self-insurance model was introduced, in which
individuals can smooth consumption against shocks only using their own resources, such
as savings, and labor supply. Pistaferri showed that there is no detectable change in
smoothing and insurance opportunities; the suggested interpretation is the increased
variance of transitory shocks. Finally, Pistaferri stressed that financial integration
requires a degree of harmonization in national regulations, enhancing domestic financial
development and the entry of foreign intermediaries in less financially developed
countries. He also noted the limited spread of financial sophistication among households.

In the last session, Pistaferri underlined
the importance of the labor income
process, the theoretical and empirical
characterization of income risk, as well as
labor supply as an insurance device.
Models of the earnings process and
random growth were explained with
empirical examples and linked to the
issue of the extent of insurance and the
link to information. Pistaferri suggested
that nobody believes in full insurance but
perhaps there is more insurance than
predicted by the models. More broadly,
identification of information requires
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taking a stand on the structure of (formal
and informal) credit and insurance
markets. What looks like a “lack of
information” may be a “liquidity
constraint” in disguise, where consumers
respond excessively to negative
transitory shocks. Pistaferri stressed a
main theoretical insight, namely that
there is precautionary saving and
precautionary labor supply, and that
assets are used to smooth consumption
over periods of unemployment or low

productivity. After reviewing recent contributions, Pistaferri closed the session by
discussing the equilibrium allocation of resources. He illustrated two examples, private-
information Pareto optimal equilibrium, and limited- commitment equilibrium, thus giving
an interesting impulse for future research. 

Lulu Wang (CFS)
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Krugman’s Perspective on the Crisis

 10 November 2011 
Frankfurt am Main

 

On November 10th, the Center for Financial Studies, in co-operation with the House of
Finance and Union Investment, organized an informal discussion session with Nobel Prize
winner Prof. Paul Krugman and students from Goethe University Frankfurt. In this
session, chaired by Prof. Ester Faia, different topics related to the crisis were discussed,
among these the sources of financial instability, the role of monetary policy and global
aspects of the financial crisis.

Ester Faia opened the discussion by
pointing at the recent worries about a
possible break-up of the euro and the
role of leadership, raising the question
how the current situation in Europe can
be compared with the U.S. in its start
as a currency union. In his reply,
Krugman went back to 1999, when
Europe roughly had a balanced current
account. After the introduction of the
euro, there was a very large internal
capital flow heading south within
Europe. This however stopped when
the financial crisis hit the continent. In
order to adjust this imbalance, two
things have to happen according to

Krugman: a switch of spending and a change of relative prices. Many observers strongly
advocate that the ECB should act as lender of last resort on an enormous and invisible
scale and follow a moderate inflationary policy for Europe. Krugman however doesn’t
know whether this is going to happen. In his comparison of the euro zone to the U.S.,
he stated that the currency union of the U.S. (more or less) works because of fiscal
integration, extremely high labor mobility and an integrated set of financial backstops. 

In the following Q&A session, one of the students asked how we can be sure that
interventions by fiscal authorities are preferable to the invisible hand, given that market
participants are subject to behavioral bias. Krugman answered that the main issue is not
the irrationality of market participants but rather the known market failure it caused.
One can argue that there are multiple equilibriums. In fact, behavioral economics must
be supplemented by behavioral political economy and the debate is mostly in terms of
more or less rational players on both sides who have different constraints and different
opportunities. In this way, Krugman hopes that policy makers will have the chance to do
what the market cannot provide. 

The next question was related to the immense growth of the financial sector. In light of
the financial crisis, it seems that a lot of profits are not really value-added but based on
the expectation of future payoff streams. The question is how to measure the value-
added of the financial sector and how to ensure that money which stays in the financial
sector is truly sustainable value-added. In his reply, Krugman was highly skeptical
whether the increase of the financial sector’s share in the economy is actually
economically desirable. According to him, this far going financialization of the economy is
a major issue. 
 

Further discussion resulted from
the proposal that central banks
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Krugman explaining

should declare financial stability
as an explicit goal, even though
it is a change in policy which is
hard to communicate to the
public. Krugman replied that the
argument for price stability as
main target for monetary policy
was reasonable about 5 years
ago, as long as central banks
were committed to a certain
level of low inflation. However, if
policy makers hold on to
inflation targeting until financial
instability arises, they will find
that monetary policy hits the
zero bound. Liquidity traps are
real and central bankers lack the
policy tools to respond.
According to Krugman, this is
the main reason why monetary policy should target financial stability. In the U.S., the
Federal Reserve has two mandates and sometimes they conflict. He added that the
history of central banking has been marked by a constant search for a simple rule that
will serve its purpose all the time. Nevertheless, today’s central banks need to serve
multiple goals, and as their mandate becomes more complex, the idea of political
independence of central banks becomes more problematic. Replying to a related
question concerning the boundary between monetary and fiscal policy, Krugman stated
that we definitely see a blurring between both, which has caused central bank
independency to be compromised to a certain extent. This independence, however, is not
a key principle of central banking, Krugman said. Having central banks standing aside
from - in someway above - politics is a relatively recent phenomenon, in response to the
inflation in the 1970s. This principle however is no longer appropriate. 

Discussing the topic of rating agencies and the possible benefits from having a European
agency, Krugman stated that credit ratings are obviously a public good. According to
Krugman, ratings should be publicly funded, an option which is never considered. We
rely on a system where organizations pay for their rating, so that moral hazard is very
high. An alternative proposal would be that rating agencies remain private, whereby
firms seeking to be rated would be randomly assigned to a rating agency. Krugman
considered a truly independent European rating agency a desirable but surely not
realistic prospect. It is known that rating agencies have a systematic foreign bias,
applying tougher standards for foreign ratings. Therefore, he said, some might have
been pleased to see that, despite a home bias, S&P downgraded the U.S. government
credit rating. 
  
A last question concerned the current monetary policy of Latin American and other
emerging countries. Krugman advised to let Latin American currencies not rise. Brazil, for
example, should act as a locomotive for the rest of the world. He sees the Chinese policy
stance as rather destructive, both internationally and domestically. The Chinese
government is simultaneously keeping its currency undervalued - which is bad for the
rest of the world - and trying to deal with the inflationary pressure via financial
repression and price control. The basic line should be the attempt to strike a balance
between these two “evils“.

Lulu Wang (CFS)
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IMF Post-Annual Meetings Policy Discussion

 4 October 2011 
Frankfurt am Main 

 

On September 23-25, the 2011 Annual Meetings of the IMF and World Bank took place
in Washington D.C., where 187 countries gathered to focus on the economic crisis and
the world economic outlook. One week after, on October 4, CFS and Johannes Gutenberg
University Mainz jointly hosted a Post-Annual Meetings Policy Discussion at the House of
Finance. Emmanuel van der Mensbrugghe (Director of the IMF Offices in Europe),
Jan Krahnen (CFS and Goethe University Frankfurt) and Beatrice Weder di Mauro
(Johannes Gutenberg University Mainz) joined the panel discussion, attended by
professors, researchers and Ph.D. students. 

After the introduction by Professor Krahnen, Emmanuel van der Mensbrugghe gave an
overview of the IMF’s outlook and action plan from the past Annual Meeting. He admitted
that the economic outlook is rather negative and that “the global economy has entered a
dangerous phase”. A main obstacle for global recovery is currently the shrinking in real
production. According to the IMF’s latest forecasts, the global growth is projected to slow
down to 4 percent this year and next year, while the advanced economies will manage
only an anemic growth of 1.5 to 2 percent. In addition, risks are piling up: weak growth,
weak balance sheets – of governments, banks, and households - and a weak political
commitment create a vicious circle with a large downside risk. While the lack of
confidence in the euro is shaking Europe, the uncertainty in the United States remains
huge. There is a definite sense of urgency, according to van der Mensbrugghe. “And
what makes the situation even more pressing is that the uncertainty has implications for
every country”, he said. 

He continued with the shared diagnosis by the IMF and the Worldbank. The first priority
must be to address the vicious cycle of weak growth and weak balance sheets. In the
opinion of IMF, the main challenge for the U.S. is to adopt a credible strategy to reduce
the fiscal deficit over the medium and long term, deal with high unemployment, and
relieve pressure on overly-indebted households. For Europe, the main target is to
resolve sovereign debt and strengthen bank capital in a synchronized effort. When it
comes to the emerging markets, van der Mensbrugghe emphasized that approaches
must be country-specific. Countries with external surpluses should rely more on
domestic demand and those with current account deficits should take actions to ward off
overheating. 
 

The third point of his speech put
forward actions that are needed
to combat the spreading of the
world crisis. Van der
Mensbrugghe called on policy
makers to show “exceptional
vigilance, coordination and
readiness to take bold action”.
The statement implies many
issues. First, fiscal policy must
“navigate between undermining
credibility or undercutting
recovery”. Advanced countries
need fiscal consolidation but the
pace must neither be too
hesitant nor too hasty. Second,
monetary policy should remain
accommodative and central
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banks should stand ready to take unconventional measures when needed. Third,
financial reform is crucial, as well as a stronger and more consistent financial regulation.
Fourth, structural reforms should be implemented in a timely manner to boost
competitiveness and growth. At the same time, we must pay attention to the social
dimension. Van der Mensbrugghe concluded that “in the Euro area, the EFSF (European
Financial Stability Facility) is created to deal with insolvency while the ECB focuses on
liquidity”, and although policy is under pressure, “we should not rely on market discipline
alone. A minimum level of fiscal integration is needed”. 

In his reply, Krahnen addressed the priorities in the “List of Actions” from the IMF. He
asked what the big choices are – Stimulating growth and/or restructuring financial
system – and where priorities have to be set. Should priority be given to credibility or to
growth? Van der Mensbrugghe responded by fiscal monitoring should go hand in hand
with structural reform. Meanwhile, the IMF will support member countries as they take
actions. Professor Weder-di Mauro then commented on the stability assessment of the
IMF and its future role in the Euro area. 

The audience raised several questions regarding the IMF’s progress in promoting local
regulation; the dominance of financial market confidence over recapitalizing banks; its
focus on U.S. markets, and the idea of making a clear cut between liquidity and
insolvency. Van der Mensbrugghe stressed that “‘the Action Plan’ by the IMF is to make
the economic analysis and policy advice more effective”. The IMF will continue to
strengthen its lending toolkit and global financial safety net, and continue to provide
technical assistance. 

Beatrice Weder-di Mauro and Jan Krahnen both summarized the discussion and the
audience’s comments. Krahnen closed the panel by inspiring the participants to reflect on
how to get the investors’ interest in purchasing government bonds back and how to
reduce sovereign debt.

Lulu Wang (CFS)
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International Conference on Payout Policy –
Foundations and Trends

 

1 July 2011 
Bergische Universität Wuppertal

  

Payout policy is one of the most intensively researched topics
in corporate finance. And yet many fundamental questions are
still awaiting a definite answer. 
Therefore, the aim of the conference was to shed further light

on foundations and actual trends in payout policy. The conference was co-organized by
Christian Andres (WHU – Otto Beisheim School of Management), André Betzer
(University of Wuppertal), and Erik Theissen (University of Mannheim and Center for
Financial Studies). The conference was held on the premises of the University of
Wuppertal on July 1, 2011. The audience was a stimulating mix of academics with an
outstanding expertise in payout policy from all over the world. 

After a short welcome address delivered by Michael Scheffel, prorector of the
University of Wuppertal, the first presentation was given by Jacob Oded (Tel Aviv
University and Boston School of Management). He presented new evidence on how U.S.-
firms execute their open market repurchase programs. Even though repurchases have
certainly gained in importance over the last three decades, relatively little is known
about how firms effectively buy back their own shares. The major reason for the lack of
research on this topic is the fact that firms were not obliged to report actual repurchases
neither on a regular nor a standardized basis until the amendments to SEC Rule 10b-18
in 2004. This study is one of the first studies investigating actual repurchases based on
the new SEC filing standards. The main results are that the repurchase frequency, the
average repurchase price, and post-repurchase stock returns significantly differ for small
and large S&P 500 firms. Small firms repurchase less frequently than large firms and buy
back their own shares at bargain prices. Moreover, repurchases are followed by
persisting positive abnormal returns. In contrast, large firms repurchase their own shares
on a regular basis and at market prices. This indicates that small firms repurchase
strategically, whereas large firms primarily utilize repurchases to disburse cash to their
shareholders. 

Due to the fact that most developed countries liberalized share buybacks only in the late
nineties, most empirical findings are based on U.S. data. Nevertheless, it is important to
analyze if recent findings also apply to other countries that substantially differ with
respect to the quality of corporate governance and regulation. Alberto Manconi (Tilburg
University and CentER) presented a cross-country study on this topic. As in the U.S., a
repurchase announcement is followed by an immediate positive market reaction as well
as a long-run positive drift in returns. The paper empirically investigates which factors
are able to explain cross-country differences in the short and long-run market reaction
to stock repurchase announcements for 31 countries. According to the authors’ main
hypothesis, the market response to a repurchase announcement should be affected by
the quality of corporate governance. Applying different measures of the corporate
governance quality they find a positive relation between the quality of corporate
governance and announcement returns. Additionally, the authors provide evidence that
the firms’ ability to time the market depends on the specific repurchase regulations. For
firms located in countries with weak regulatory environments, they find significantly
lower pre-announcement returns indicating that these firms are possibly able to time the
market. 

In his presentation, Dale W.R. Rosenthal (University of Illinois) provided an empirical
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analysis of the buyback activity during the financial crisis. Since the financial crisis
induced an exogenous shock to most firms’ profitability, it is an interesting natural
experiment to assess the validity of classical hypotheses about share repurchases. Even
though there is some heterogeneity in the adjustment of payout policy across firms
during the financial crisis, the financial flexibility hypothesis is highly rejected given the
empirical findings of this study. Against the expectation that firms should completely
suspend their repurchase activity before they cut any dividends, a non-negligible number
of firms instead increased their repurchase activity during the financial crisis. Moreover,
these repurchases where financed by the issuance of additional debt, which was an
expensive source of financing when credit markets dried out in the wake of the financial
crisis. While these observations are puzzling and challenge many hypotheses about
repurchases, they are in line with the idea that repurchases are used as a takeover
deterrence mechanism. 

Previous studies investigating the effect of pyramidal holdings on payout policy
particularly highlight the wedge between the cash-flow and voting rights induced by this
specific control structure. By making the assumption that holding companies are all
equity financed, these studies neglect an important aspect of pyramids that potentially
affects payout policy: leverage within pyramids. Uli Hege (HEC Paris) addressed the
economic consequences of leveraged pyramidal holdings and its relationship to payout
policy. By levering up pyramidal holding companies, controlling ultimate owners can
increase their personal exposure to leverage relative to that of minority shareholders.
The authors hypothesize that the use of debt in holding companies leads to a higher
demand for dividends by the ultimate controlling shareholders in order to service their
creditors. The authors find support for their hypothesis in a panel data analysis based on
a comprehensive panel of exchange-listed French firms. Overall they show that dividends
increase with the wedge between control and cash flow rights. They conclude that the
decision to use leverage in pyramidal holding companies is not neutral. It affects the risk
profile of the residual cash flows received by the ultimate controlling shareholder.
Dividends received from the bottom company, in addition to being shared with minority
equity holders, must also service debt in the pyramidal structure. The discussant of the
paper suggested that the decision where to allocate debt within the pyramid is another
important question for future research. 

The quality of investor protection and the tax burden on dividend payments are often
tested in empirical studies on dividend policy. However, instead of investigating the joint
impact of these two factors on dividend policy, prior studies included taxes and the
quality of investor protection separately. Therefore in the 3rd session, Meziane Lasfer
(Cass Business School) presented a paper which considers the impact of investor
protection on dividend policy in the presence of taxes. It has been argued that dividends
are a means to protect minority shareholders from expropriation by large shareholders
(La Porta et al. 2000). However, this is costly when taxes on dividends are high relative
to taxes on capital gains. The results indicate a different impact of taxes on dividend
policy for countries with low and high investor protection. If investor protection is low,
taxation is of minor importance for dividend policy and investors accept high dividends
even in the presence of high dividend taxation. On the other hand, however, in countries
with high investor protection shareholders weigh up the tax costs of dividends and the
benefits of reduced agency costs. In those countries, investors would accept dividends
only if the benefits of reduced agency costs exceed the tax costs of dividends. 

In addition to the tax status, the identity of the controlling shareholder and the
concentration of ownership are additional potentially important determinants of dividend
policy. The evidence on the impact of controlling shareholders and their impact on
dividend policy outside the U.S. and the U.K. is sparse. Marc Goergen (Cardiff Business
School and European Corporate Governance Institute) presented an empirical analysis on
this topic for German firms. The results suggest that in contrast to theoretical predictions
the concentration of ownership does not have an impact on dividend policy. However,
the results suggest that dividend policy depends on the type of the controlling
shareholder. Whereas family controlled firms have the highest dividend payouts, bank
controlled firms have the lowest dividend payouts relative to all other firms. It appears
that the tax status of the controlling shareholder does not seem to have an impact on
dividend policy. Family firms (which paid high dividends) had a preference for capital
gains over dividends for the entire sample period considered in the paper. Thus, the high
dividend payments of family firms cannot be explained by tax motives. 

The conference continued with a paper about the impact of taxation on the evolution of
aggregate stock ownership. While the topic of the paper is not about dividend policy per
se, it entails important implications for the long-term effects of taxes on dividend policy.
Aggregate stock ownership has undergone a radical change since World War II; namely
direct stock ownership by households has largely been replaced by indirect stock
ownership by financial institutions. The paper presented by Kristian Rydqvist
(Binghamton University and CEPR) analyses the impact on the tax code of aggregate
stock ownership for eight countries and a time period of sixty years. Consistent with the
idea that the tax code has shaped aggregate stock ownership the fraction of household
ownership decreases fast during the high-inflation period of the 1960s, 1970s, and
1980s in those countries in which effective taxation of dividends was high and nominal
stock prices increased. In addition to that, mutual funds became important as they got
included in the tax-favored private retirement system through the 401(k). 

Last but not least, Janet D. Payne (Texas State University) presented a paper about
dividend signaling by newly public firms. Due to the fact that managers are extremely
conservative with respect to their firms’ dividend policy and averse to initiating dividends
due to the perceived inflexibility, dividend initiations are an interesting research topic.
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The paper primarily focuses on the dividend-signaling models to explain the decision to
initiate a dividend and the stock price reaction the announcement of this decision entails.
Alternative explanations (such as agency or tax considerations, clientele effects, or life
cycle arguments) are also taken into account. The empirical analysis supports predictions
of dividend-signaling models. Most importantly, firms initiate dividends when their total
cash needs exceed the supply of cash available from the firms’ operations - firms thus
start to pay dividends at a time when they need to raise additional capital. The authors
also find a negative relation between the probability of dividend initiations and the
riskiness of firms' assets. 

The high level presentations and stimulating discussions during the conference as well as
the positive feedback we received after the conference provide reliable evidence of a
successful event. Most papers presented at the conference are available for download on
the CFS website.

Erik Fernau and Markus Doumet (University of Mannheim)
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MONFISPOL – Final conference

 19 - 20 September 2011 
Frankfurt am Main 

 

On September 19th and 20th, 2011 the final conference of the MONFISPOL project,
organized by Volker Wieland and Ester Faia, took place at Goethe University
Frankfurt. The project had been supported by a three-year funding through the Seventh
Framework Programme for Research (FP7) of the European Commission’s Socio-
economic Sciences and Humanities (SSH) Programme.

The main goal of MONFISPOL was to provide the best tools and models for the analysis
of optimal fiscal and monetary policy in order to advance macroeconomic policy
evaluation and decision-making in a monetary union such as the European Union. From
the start the project was structured around two objectives that interact: (1) the
development of solid computational tools for solving, simulating, estimating and
comparing models, and (2) the conception of innovative macroeconomic models
considering optimal fiscal and monetary policy issues. The partners collaborating in the
project were Michel Juillard (CEPREMAP), Joseph Pearlman (Loughborough University),
Paul Levine (University of Surrey), Albert Marcet (London School of Economics), Volker
Wieland (Goethe University and CFS), Ester Faia (Goethe University) and Riccardo Girardi
(European Commission – Joint Research Centre). 

At the two-day conference, the consortium members presented the results of their work
conducted in the last three years. The topics discussed at the conference included
optimal monetary policy under imperfect information, the use of economic forecasting in
policy making, the transmission of monetary policy in the presence of financial risks, and
optimal fiscal policy when the government issues long-term bonds. In addition, new
computational tools for solving and estimating DSGE models with block decomposition,
and for identification analysis were presented. 

The participants were happy to welcome two distinguished keynote speakers. Professor
John B. Taylor from Stanford University opened the conference with his speech on “The
Financial Crisis and Macroeconomic Policy”. Mr. José Manuel González-Páramo,
Member of the Board of the European Central Bank, delivered the Policy Keynote speech
entitled“Monetary and Fiscal Policy in Times of Crisis”. 

All presented papers and discussions can be downloaded from the CFS conference
webpage.

Sebastian Schmidt (CFS)
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CFS - EIEF Conference on Household Finance

 6-7 October 2011 
Rome, Italy

The annual conference on household finance took place in Rome and was jointly
organized by the Center for Financial Studies (CFS) and the Einaudi Institute for
Economics and Finance (EIEF).

The morning session of the first day,
chaired by Luigi Guiso (European
University Institute and EIEF), was
dedicated to the liability side of
household portfolios, and to default and
bankruptcy. The first speaker, Manuel
Adelino (Tuck School of Business at
Dartmouth) presented a co-authored
project exploring the connection
between credit supply and house prices
by using evidence from mortgage
market segmentation. Exogenous
changes in the annual level of the
conforming loan limit are used as an
instrument for easier access to finance

and lower cost of credit. Contrary to the expectation that market conditions respond to
housing demand, the authors claim that easier access to mortgage credit has a
significant upwards effect on housing prices. The authors also find that loan to value
ratios around the conforming loan limit highly deviate from the common 80% norm,
which validates the fact that it is an important factor in the financing choices of home
buyers.

Satyajit Chatterjee (Federal Reserve Bank of Philadelphia) presented a new theoretical
framework about unsecured consumer credit that can be used to shed light on
consumption smoothing with respect to transitory income shocks, as well as to examine
the welfare consequences of legal restrictions on the length of time that adverse events
can remain on one’s credit record. In this framework, the lender learns from an
individual’s borrowing and repayment behavior about his type and encapsulates his
reputation for not defaulting in a credit score. Restricted credit following a default - e.g.
one at higher interest rates - arises from the lender’s optimal response to limited
information about the agent’s type and earnings realizations. Chatterjee showed that the
theory was tested and is broadly consistent with the way credit scores affect unsecured
consumer credit market behavior. 

In the next presentation, Bruno Ferman (MIT) gave his view on credit demand and
information disclosure based on a field trial with a large credit card company in Brazil.
He estimates whether and to what extend credit demand is influenced by randomly
assigned changes in the level of interest rates, changes in the interest rate disclosure,
and installment plan. He concluded that most of the clients are able to consider
information that is de-emphasized by the firm. Moreover, they remain sensitive to prices
even when the interest rate of the contract is hidden, and demand is no different when
the interest rate is more visible. He also showed that high-risk clients react to prices
when the interest rate is more prominent and finds evidence that default options play an
important role. 

Enricheta Ravina’s (Columbia Business School) paper showed the results from a joint
project aiming to estimate risk aversion from investors’ behavior in a person-to-person
lending platform. She explained a new methodology for estimating risk aversion
parameters. The authors use them to disentangle heterogeneity in risk attitudes from
the elasticity of investor-specific risk aversion to changes in wealth. They find a
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decreasing relative risk aversion after a negative wealth shock. Furthermore, wealthier
investors showed higher risk aversion.

The afternoon session on household
risk preferences was chaired by
Michael Haliassos (Goethe University
and CFS). In his talk, Geng Li (Federal
Reserve Board) presented the
preliminary results from a study of the
consumption and personal finance of
gamblers using a nationwide
representative household survey. He
showed that gamblers are more likely
to have credit card debt, mortgage and
car loans but they are also more likely
to own a second home, to have their
mortgage re-financed before, to lease a
car, and to invest in securities. Li
further proves that people are more
willing to gamble when their income is
higher than its usual level. He also
finds that, instead of crowding out other
household expenditures, nongambling
expenditures tend to increase when a
household spends more on gambling. 

Michelle J. White (University of California, San Diego) presented a paper that is using
new detailed household-level datasets to examine whether filing for bankruptcy delays or
prevents foreclosure. The main finding is that bankruptcy helps homeowners by delaying
both the beginning and the end of the foreclosure process, which may be efficiency
enhancing for a number of reasons. Analyzing prime mortgages, the authors find that
bankruptcy delays foreclosure by longer after the start of the financial crisis than before.
Another conclusion is that bankruptcy delays foreclosure by longer for homeowners who
behave strategically. 

The first conference day was closed by a plenary session on investor and borrower
protection.

The first keynote speaker, Peter
Tufano (Oxford University), focused on
the normative side of consumer
protection. He stressed that both
regulation and social norms have
changed, as a result of which, an
effective response needs to be strategic
and well balanced. He presented a
four-step approach towards adequate
consumer protection, based on setting
principles, finding evidence, designing
interventions, and measuring the
success of regulatory framework. 

Marco Ottaviani (Bocconi University)
presented his joint work with Roman
Inderst (Goethe University Frankfurt)
which investigates the compensation structure for brokers who advise customers
regarding the suitability of financial products. The model explains why brokers are
commonly compensated indirectly through contingent commissions paid by product
providers, even though this compensation structure may lead to biased advice. They
investigate when policy intervention that mandates disclosure or prohibits commissions,
can protect naïve consumers from exploitation or enhance efficiency by leading to more
informative advice. 

The session on Friday morning was chaired by Tullio Jappelli (University of Napoli
Federico II and CSEF) starting with two presentations discussing issues related to the
financial experts and advice. Andrei Simonov (Eli Broad Graduate School of
Management, Michigan State University, SITE and CEPR) provided evidence from his co-
authored work that financial experts do not make better investment decision: they do
not outperform, do not diversify their risks better, and do not exhibit lower behavioral
biases. The conclusions are based on a study of private portfolios of mutual fund
managers and their less financially astute peers. The results also demonstrate that day-
to-day knowledge of finance does not improve investment decisions for investors that
have high level of general intelligence. 

Steffen Meyer (Goethe University) presented the outcome from a joint paper on
financial advice and investors’ behavior. The authors worked with one of the largest
brokerage firms in Germany using unbiased financial advice to a random sample of their
retail customers. They find that investors who most need the financial advice are least
likely to obtain it. The customers who do obtain the advice (about 5%), however, hardly
follow it, and so do not improve their portfolio efficiency much. Overall, it seems that the
mere availability of unbiased financial advice is a necessary but not sufficient condition
for benefiting retail investors. 
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Income risk and annuity choices were the focus of the next two presentations. The first
talk, given by Thomas Jansson (Sveriges Riksbank), was on hedging labor income risk
and investment decisions. Using panel data of Swedish households, the authors relate
changes in wage volatility to changes in the portfolio holdings for households that
switched industries between 1999 and 2002. The main finding is that households do
adjust their portfolio holdings when switching jobs. In other words, they hedge human
capital risk in the stock market. 

Alessandro Previtero (University of Western Ontario) presented his paper on the
relationship between stock market returns and annuitization. For his analysis he
explored a dataset with actual payout decisions. According to the author, positive stock
market returns decrease the probability of employees choosing an annuity over a lump
sum and vice versa. He concluded that this extrapolation based on very recent stock
market performance can trigger serious consequences on welfare and reduce retirement
wealth significantly. 

The afternoon session dealt with problems of social relations and household finance
outcomes and was chaired by Daniele Terlizzese (EIEF and Banca d’Italia). Daniel
Paravisini (London School of Economics and Columbia University) presented evidence
that social proximity between lenders and borrowers improves loan outcomes, and
reduces the collateral rate. As a consequence, social proximity increases repayment
behavior as well. The results of the paper suggest that the informational benefit of social
proximity may outweigh the misallocation costs of taste-based discrimination. The last
presentation was given by Jörg Rocholl (ESMT European School of Management and
Technology). His paper analyzes the incentives in online consumer lending markets in
which lenders and borrowers communicate and close deals directly without the
intermediation of a financial institution. Eliminating the origination fee, the results show
that a change in the incentives of the lenders exists and that it affects the type and
performance of the loans. The results contribute to the ongoing debate about the proper
regulatory framework for consumer lending by shedding light on how retail consumers
can be protected against unscrupulous lending.

Daniela Dimitrova (CFS)
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Is the Euro Zone on its Way to Fiscal Union?

 13 December 2011 
Frankfurt

Otmar Issing, President of the Center for
Financial Studies, concluded this year’s CFS
Colloquium Series on the “Relationship
between State and Financial Markets”,
sharing his views on the European debt
crisis. He focused in particular on the EU
summit at the beginning of December.

Issing began his speech with a short
discourse on the political controversies that
have erupted recently in Europe which many
thought had been overcome once and for all
after years of peace and prospering
economic development. On the one side,
negative stereotypes of Mediterranean idlers
–  Greeks in particular – persist; on the
other side, demands for fiscal austerity in
many countries provoke discontent in the
general public and are broadly regarded as a
Teutonic dictate imposed upon them. 

Issing asked how it could have come that
far, bearing in mind that the problem which
Europe currently is facing is only a monetary
one. Yet, Angela Merkel herself has
repeatedly declared that “If the euro fails,
Europe fails”. Already in 1991 Germany’s

former Chancellor, Helmut Kohl said that “political union is indispensable to the
economics and monetary union”. 

Before going into more depth about the road to fiscal union, Issing stressed two points
that had contributed to the poisoning of the current debate. 

First, there is the argument that Germany has benefited the most from being in the euro
zone, and might even have benefited at other members’ costs. In a currency union,
Issing argued, actually all parties benefit, also those EU countries that did not adopt the
euro and even the greater world economy. Furthermore, before undergoing considerable
adjustment measures, Germany actually faced similar problems to the ones many
European countries are confronted with at the moment. Second, the common practice by
politicians, economists and commentators to dub those that criticize the violation of the
Stability and Growth Pact and other undesirable developments as anti-European also
considerably poisons the debate. Just having an unreflective amount of euphoria for
“more Europe” is not in itself a feature for being a “better” European. 

Issing then went on by emphasizing the importance of understanding the causes of the
European debt crisis, criticizing that many proposals to resolve the crisis lack an
adequate analysis of these causes. From the start, the euro zone was not an optimal
currency area but rather an experiment with numerous shortcomings, Issing explained.
These shortcomings did not evaporate but strengthened over time. This can be observed
in four areas. 

Right from the start, the decoupling of price and wage spirals made the levels of
competitiveness diverge which could not be accommodated any further by exchange rate
adjustments and national central bank policy. Second, in some countries substantially
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lower real interest rates compared to earlier times caused bubbles, most prominently in
the real estate sector. The ECB could not react, and the governments did not react, the
result of which meant a proper boom-and-bust cycle causing severe problems in the
financial sector, with some institutions even defaulting. Third, the Stability and Growth
Pact was supposed to control and – if necessary – sanction the member states’ fiscal
policy on the European level. It failed, however, miserably, when in 2002/2003 Germany
and France prevented sanctions to be imposed upon them, thus breaching the pact.
Fourth, great parts of the banking sector being at risk unveiled the weaknesses in the
regulation and supervisory of financial institutions. 

Having emphasized that fiscal consolidation was to be supplemented by structural
reforms and growth enhancing measures in order to resolve the crisis, Issing turned to
the issue of a European fiscal union stating that it could equally be only helpful if there
would be a shared understanding of its meaning. According to Issing, a fiscal union is a
country or a federation of countries that agrees to have a common tax, levy and public
spending system. Hence, a “Europeanization” in the pivotal area of public governance
demonstrates that there cannot be a fiscal union without a political union and that, vice
versa, the “political union eo ipso entails a fiscal union as an indispensable part”. A
transfer union would adopt merely one part of a fiscal union, ignoring the rest, while the
process would also lack democratic legitimization. 

With regards to the EU summit in December, Issing talked about the three most
important economic measures. The first measure, the tightening of the fiscal rules, will
translate, on the national level, into debt breaks allowing member states to run a
structural deficit of not more than 0.5 per cent of GDP. An automatic correction
mechanism will be triggered in the event of deviation. On the European level, the
economic and budgetary surveillance mechanism will be strengthened by tightening the
Stability and Growth Pact. From now on, consequences would set in automatically unless
a qualified majority is opposed. As a second measure, the EU will work on moving
towards a stronger fiscal integration, in line with the process already formulated in the
area of a common economic policy. The third measure concerns the rescue funding
mechanisms. The leverage process of the European Financial Stability Facility (EFSF) will
be accelerated, while the European Stability Mechanism (ESM) will be introduced in July
2012, six months earlier than originally planned. The member states also look at ways to
enhance the firepower of the IMF with the provision of an additional 200 billon euros. 

Issing said that it was particularly worth noting what the heads of states and
governments had not decided at the summit. Obviously, Eurobonds are a prominent
example. According to Issing, they will come up again in the debate, given the
continuing fascination for Eurobonds among many countries. Issing also welcomed the
fact that the member states had decided not to give the rescue funds a banking license,
thus preventing them from refinancing themselves via the ECB. In this respect he
criticized the increasing number of people – economists, especially from the English
speaking world, as well as financial players and European politicians – arguing for the
“big bazooka” as a panacea whose announcement itself would sort out all problems
immediately. 

Issing expressed his concern about the decision of the heads of state and governments
that, in case the resources of the rescue funds would be employed, there would be no
more private sector involvement, predicting that the markets would not believe the “no-
bail-out clause” to be valid also in the future. This would mean that the control of the
member states’ public finance by the markets was ruled out, leaving only the political
control. 
The question whether Europe would be in a better condition if the euro had not been
introduced, Issing admitted, is difficult to answer. Despite all its shortcomings, the
financial crisis combined with volatile foreign exchange markets could have turned out to
be an explosive combination, leaving the European single market and economy possibly
in a dire condition. Issing said that the current crisis could also turn out to be a chance
for pushing through reforms that are long overdue. 

Whether the decisions of the December summit will bring about the necessary change, is
still unclear. 26 out of 27 countries have agreed upon measures to ensure a more solid
fiscal policy In order to enshrine those fiscal measures in European law, a number of
legislative problems will arise. A change of the European Treaty would face many risks,
one of them the fact that  the independence of the ECB could be at stake, given that
there are already plenty of proposals to constrain its independence and extend its
mandate to one that is more similar to the Fed’s. 

Issing warned that if amendments to the treaty are not pushed through, many would try
to get there through the back door. The attempt to slither into a fiscal union via a
transfer union could be fatal for the political coherence of the currency union. In
addition, the cry for so-called ”Stability bonds” and an increasing size of – and also joint
liability of – the rescue funds would only get louder in the next crisis. 

In line with this are the attempts to increasingly include the ECB in all sorts of
operations, in order to rescue the euro. As an example, Issing criticized the mistakenly
used concept of “Lender of last Resort” as an explicit guarantee of government debt.
Taking in account what this would do in terms of moral hazard, Issing concluded that
once the ECB would turn into a money printing machine, the reforms in the various
member states would come to a sudden end. 

He concluded by arguing that the defects in the new construction become fully visible, if
one realizes that the legislation itself is a product of political will. At the December
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summit, the member states decided to rule out the control over their public finance
policy by the markets. But how credible is the pledge to prevent familiar misconduct by
new, stricter regulation, if the old regulation was poorly respected?

Florian Hense (CFS)
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Is the Euro Zone on its Way to Fiscal Union?

 13 December 2011 
Frankfurt

Otmar Issing, President of the Center for
Financial Studies, concluded this year’s CFS
Colloquium Series on the “Relationship
between State and Financial Markets”,
sharing his views on the European debt
crisis. He focused in particular on the EU
summit at the beginning of December.

Issing began his speech with a short
discourse on the political controversies that
have erupted recently in Europe which many
thought had been overcome once and for all
after years of peace and prospering
economic development. On the one side,
negative stereotypes of Mediterranean idlers
–  Greeks in particular – persist; on the
other side, demands for fiscal austerity in
many countries provoke discontent in the
general public and are broadly regarded as a
Teutonic dictate imposed upon them. 

Issing asked how it could have come that
far, bearing in mind that the problem which
Europe currently is facing is only a monetary
one. Yet, Angela Merkel herself has
repeatedly declared that “If the euro fails,
Europe fails”. Already in 1991 Germany’s

former Chancellor, Helmut Kohl said that “political union is indispensable to the
economics and monetary union”. 

Before going into more depth about the road to fiscal union, Issing stressed two points
that had contributed to the poisoning of the current debate. 

First, there is the argument that Germany has benefited the most from being in the euro
zone, and might even have benefited at other members’ costs. In a currency union,
Issing argued, actually all parties benefit, also those EU countries that did not adopt the
euro and even the greater world economy. Furthermore, before undergoing considerable
adjustment measures, Germany actually faced similar problems to the ones many
European countries are confronted with at the moment. Second, the common practice by
politicians, economists and commentators to dub those that criticize the violation of the
Stability and Growth Pact and other undesirable developments as anti-European also
considerably poisons the debate. Just having an unreflective amount of euphoria for
“more Europe” is not in itself a feature for being a “better” European. 

Issing then went on by emphasizing the importance of understanding the causes of the
European debt crisis, criticizing that many proposals to resolve the crisis lack an
adequate analysis of these causes. From the start, the euro zone was not an optimal
currency area but rather an experiment with numerous shortcomings, Issing explained.
These shortcomings did not evaporate but strengthened over time. This can be observed
in four areas. 

Right from the start, the decoupling of price and wage spirals made the levels of
competitiveness diverge which could not be accommodated any further by exchange rate
adjustments and national central bank policy. Second, in some countries substantially
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lower real interest rates compared to earlier times caused bubbles, most prominently in
the real estate sector. The ECB could not react, and the governments did not react, the
result of which meant a proper boom-and-bust cycle causing severe problems in the
financial sector, with some institutions even defaulting. Third, the Stability and Growth
Pact was supposed to control and – if necessary – sanction the member states’ fiscal
policy on the European level. It failed, however, miserably, when in 2002/2003 Germany
and France prevented sanctions to be imposed upon them, thus breaching the pact.
Fourth, great parts of the banking sector being at risk unveiled the weaknesses in the
regulation and supervisory of financial institutions. 

Having emphasized that fiscal consolidation was to be supplemented by structural
reforms and growth enhancing measures in order to resolve the crisis, Issing turned to
the issue of a European fiscal union stating that it could equally be only helpful if there
would be a shared understanding of its meaning. According to Issing, a fiscal union is a
country or a federation of countries that agrees to have a common tax, levy and public
spending system. Hence, a “Europeanization” in the pivotal area of public governance
demonstrates that there cannot be a fiscal union without a political union and that, vice
versa, the “political union eo ipso entails a fiscal union as an indispensable part”. A
transfer union would adopt merely one part of a fiscal union, ignoring the rest, while the
process would also lack democratic legitimization. 

With regards to the EU summit in December, Issing talked about the three most
important economic measures. The first measure, the tightening of the fiscal rules, will
translate, on the national level, into debt breaks allowing member states to run a
structural deficit of not more than 0.5 per cent of GDP. An automatic correction
mechanism will be triggered in the event of deviation. On the European level, the
economic and budgetary surveillance mechanism will be strengthened by tightening the
Stability and Growth Pact. From now on, consequences would set in automatically unless
a qualified majority is opposed. As a second measure, the EU will work on moving
towards a stronger fiscal integration, in line with the process already formulated in the
area of a common economic policy. The third measure concerns the rescue funding
mechanisms. The leverage process of the European Financial Stability Facility (EFSF) will
be accelerated, while the European Stability Mechanism (ESM) will be introduced in July
2012, six months earlier than originally planned. The member states also look at ways to
enhance the firepower of the IMF with the provision of an additional 200 billon euros. 

Issing said that it was particularly worth noting what the heads of states and
governments had not decided at the summit. Obviously, Eurobonds are a prominent
example. According to Issing, they will come up again in the debate, given the
continuing fascination for Eurobonds among many countries. Issing also welcomed the
fact that the member states had decided not to give the rescue funds a banking license,
thus preventing them from refinancing themselves via the ECB. In this respect he
criticized the increasing number of people – economists, especially from the English
speaking world, as well as financial players and European politicians – arguing for the
“big bazooka” as a panacea whose announcement itself would sort out all problems
immediately. 

Issing expressed his concern about the decision of the heads of state and governments
that, in case the resources of the rescue funds would be employed, there would be no
more private sector involvement, predicting that the markets would not believe the “no-
bail-out clause” to be valid also in the future. This would mean that the control of the
member states’ public finance by the markets was ruled out, leaving only the political
control. 
The question whether Europe would be in a better condition if the euro had not been
introduced, Issing admitted, is difficult to answer. Despite all its shortcomings, the
financial crisis combined with volatile foreign exchange markets could have turned out to
be an explosive combination, leaving the European single market and economy possibly
in a dire condition. Issing said that the current crisis could also turn out to be a chance
for pushing through reforms that are long overdue. 

Whether the decisions of the December summit will bring about the necessary change, is
still unclear. 26 out of 27 countries have agreed upon measures to ensure a more solid
fiscal policy In order to enshrine those fiscal measures in European law, a number of
legislative problems will arise. A change of the European Treaty would face many risks,
one of them the fact that  the independence of the ECB could be at stake, given that
there are already plenty of proposals to constrain its independence and extend its
mandate to one that is more similar to the Fed’s. 

Issing warned that if amendments to the treaty are not pushed through, many would try
to get there through the back door. The attempt to slither into a fiscal union via a
transfer union could be fatal for the political coherence of the currency union. In
addition, the cry for so-called ”Stability bonds” and an increasing size of – and also joint
liability of – the rescue funds would only get louder in the next crisis. 

In line with this are the attempts to increasingly include the ECB in all sorts of
operations, in order to rescue the euro. As an example, Issing criticized the mistakenly
used concept of “Lender of last Resort” as an explicit guarantee of government debt.
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He concluded by arguing that the defects in the new construction become fully visible, if
one realizes that the legislation itself is a product of political will. At the December
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summit, the member states decided to rule out the control over their public finance
policy by the markets. But how credible is the pledge to prevent familiar misconduct by
new, stricter regulation, if the old regulation was poorly respected?

Florian Hense (CFS)
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 Visit and Seminar by Professor 
Luigi Pistaferri (Stanford University) 

14 – 18 November 2011 
 

During his one week visit to Frankfurt, in the
context of the new CFS Senior Visitors Program,
Professor Luigi Pistaferri from Stanford University
gave a three session mini-course at graduate level,
and a research seminar on the topic of “Household
Consumption, Income, Labor Supply, and
Retirement”. Doctoral students from Goethe
University, as well as graduate students and
researchers from 16 different institutions, including
ECB, Deutsche Bundesbank and Deutsche Bank
Research, participated in the mini-course.
Pistaferri’s was the second visit arranged under the
CFS program, following the visit of David Yermack
(NYU) earlier in the year. 

Pistaferri’s first session focused on different
theories of consumption behavior. As an
introduction, Pistaferri emphasized key aspects of
the Life Cycle Hypothesis (LCH) on consumption,
comparing it to the Permanent Income Hypothesis.
He went on to derive and discuss important
empirical implications: 1) Individuals attempt to
intertemporally smooth the marginal utility of

consumption. 2) Young workers should accumulate resources for retirement, and hence
have an adequate amount of resources at retirement. 3) The elderly should dissave,
using up their accumulated resources at a rate that leads to zero wealth at the end of
their lifecycle, in the absence of bequest motives. 

Testable implications of modern theories of consumption behavior were scheduled in the
second session of the seminar. A self-insurance model was introduced, in which
individuals can smooth consumption against shocks only using their own resources, such
as savings, and labor supply. Pistaferri showed that there is no detectable change in
smoothing and insurance opportunities; the suggested interpretation is the increased
variance of transitory shocks. Finally, Pistaferri stressed that financial integration
requires a degree of harmonization in national regulations, enhancing domestic financial
development and the entry of foreign intermediaries in less financially developed
countries. He also noted the limited spread of financial sophistication among households.

In the last session, Pistaferri underlined
the importance of the labor income
process, the theoretical and empirical
characterization of income risk, as well as
labor supply as an insurance device.
Models of the earnings process and
random growth were explained with
empirical examples and linked to the
issue of the extent of insurance and the
link to information. Pistaferri suggested
that nobody believes in full insurance but
perhaps there is more insurance than
predicted by the models. More broadly,
identification of information requires
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taking a stand on the structure of (formal
and informal) credit and insurance
markets. What looks like a “lack of
information” may be a “liquidity
constraint” in disguise, where consumers
respond excessively to negative
transitory shocks. Pistaferri stressed a
main theoretical insight, namely that
there is precautionary saving and
precautionary labor supply, and that
assets are used to smooth consumption
over periods of unemployment or low

productivity. After reviewing recent contributions, Pistaferri closed the session by
discussing the equilibrium allocation of resources. He illustrated two examples, private-
information Pareto optimal equilibrium, and limited- commitment equilibrium, thus giving
an interesting impulse for future research. 

Lulu Wang (CFS)
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Frankfurt am Main

 

On November 10th, the Center for Financial Studies, in co-operation with the House of
Finance and Union Investment, organized an informal discussion session with Nobel Prize
winner Prof. Paul Krugman and students from Goethe University Frankfurt. In this
session, chaired by Prof. Ester Faia, different topics related to the crisis were discussed,
among these the sources of financial instability, the role of monetary policy and global
aspects of the financial crisis.

Ester Faia opened the discussion by
pointing at the recent worries about a
possible break-up of the euro and the
role of leadership, raising the question
how the current situation in Europe can
be compared with the U.S. in its start
as a currency union. In his reply,
Krugman went back to 1999, when
Europe roughly had a balanced current
account. After the introduction of the
euro, there was a very large internal
capital flow heading south within
Europe. This however stopped when
the financial crisis hit the continent. In
order to adjust this imbalance, two
things have to happen according to

Krugman: a switch of spending and a change of relative prices. Many observers strongly
advocate that the ECB should act as lender of last resort on an enormous and invisible
scale and follow a moderate inflationary policy for Europe. Krugman however doesn’t
know whether this is going to happen. In his comparison of the euro zone to the U.S.,
he stated that the currency union of the U.S. (more or less) works because of fiscal
integration, extremely high labor mobility and an integrated set of financial backstops. 

In the following Q&A session, one of the students asked how we can be sure that
interventions by fiscal authorities are preferable to the invisible hand, given that market
participants are subject to behavioral bias. Krugman answered that the main issue is not
the irrationality of market participants but rather the known market failure it caused.
One can argue that there are multiple equilibriums. In fact, behavioral economics must
be supplemented by behavioral political economy and the debate is mostly in terms of
more or less rational players on both sides who have different constraints and different
opportunities. In this way, Krugman hopes that policy makers will have the chance to do
what the market cannot provide. 

The next question was related to the immense growth of the financial sector. In light of
the financial crisis, it seems that a lot of profits are not really value-added but based on
the expectation of future payoff streams. The question is how to measure the value-
added of the financial sector and how to ensure that money which stays in the financial
sector is truly sustainable value-added. In his reply, Krugman was highly skeptical
whether the increase of the financial sector’s share in the economy is actually
economically desirable. According to him, this far going financialization of the economy is
a major issue. 
 

Further discussion resulted from
the proposal that central banks
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Krugman explaining

should declare financial stability
as an explicit goal, even though
it is a change in policy which is
hard to communicate to the
public. Krugman replied that the
argument for price stability as
main target for monetary policy
was reasonable about 5 years
ago, as long as central banks
were committed to a certain
level of low inflation. However, if
policy makers hold on to
inflation targeting until financial
instability arises, they will find
that monetary policy hits the
zero bound. Liquidity traps are
real and central bankers lack the
policy tools to respond.
According to Krugman, this is
the main reason why monetary policy should target financial stability. In the U.S., the
Federal Reserve has two mandates and sometimes they conflict. He added that the
history of central banking has been marked by a constant search for a simple rule that
will serve its purpose all the time. Nevertheless, today’s central banks need to serve
multiple goals, and as their mandate becomes more complex, the idea of political
independence of central banks becomes more problematic. Replying to a related
question concerning the boundary between monetary and fiscal policy, Krugman stated
that we definitely see a blurring between both, which has caused central bank
independency to be compromised to a certain extent. This independence, however, is not
a key principle of central banking, Krugman said. Having central banks standing aside
from - in someway above - politics is a relatively recent phenomenon, in response to the
inflation in the 1970s. This principle however is no longer appropriate. 

Discussing the topic of rating agencies and the possible benefits from having a European
agency, Krugman stated that credit ratings are obviously a public good. According to
Krugman, ratings should be publicly funded, an option which is never considered. We
rely on a system where organizations pay for their rating, so that moral hazard is very
high. An alternative proposal would be that rating agencies remain private, whereby
firms seeking to be rated would be randomly assigned to a rating agency. Krugman
considered a truly independent European rating agency a desirable but surely not
realistic prospect. It is known that rating agencies have a systematic foreign bias,
applying tougher standards for foreign ratings. Therefore, he said, some might have
been pleased to see that, despite a home bias, S&P downgraded the U.S. government
credit rating. 
  
A last question concerned the current monetary policy of Latin American and other
emerging countries. Krugman advised to let Latin American currencies not rise. Brazil, for
example, should act as a locomotive for the rest of the world. He sees the Chinese policy
stance as rather destructive, both internationally and domestically. The Chinese
government is simultaneously keeping its currency undervalued - which is bad for the
rest of the world - and trying to deal with the inflationary pressure via financial
repression and price control. The basic line should be the attempt to strike a balance
between these two “evils“.

Lulu Wang (CFS)
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 4 October 2011 
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On September 23-25, the 2011 Annual Meetings of the IMF and World Bank took place
in Washington D.C., where 187 countries gathered to focus on the economic crisis and
the world economic outlook. One week after, on October 4, CFS and Johannes Gutenberg
University Mainz jointly hosted a Post-Annual Meetings Policy Discussion at the House of
Finance. Emmanuel van der Mensbrugghe (Director of the IMF Offices in Europe),
Jan Krahnen (CFS and Goethe University Frankfurt) and Beatrice Weder di Mauro
(Johannes Gutenberg University Mainz) joined the panel discussion, attended by
professors, researchers and Ph.D. students. 

After the introduction by Professor Krahnen, Emmanuel van der Mensbrugghe gave an
overview of the IMF’s outlook and action plan from the past Annual Meeting. He admitted
that the economic outlook is rather negative and that “the global economy has entered a
dangerous phase”. A main obstacle for global recovery is currently the shrinking in real
production. According to the IMF’s latest forecasts, the global growth is projected to slow
down to 4 percent this year and next year, while the advanced economies will manage
only an anemic growth of 1.5 to 2 percent. In addition, risks are piling up: weak growth,
weak balance sheets – of governments, banks, and households - and a weak political
commitment create a vicious circle with a large downside risk. While the lack of
confidence in the euro is shaking Europe, the uncertainty in the United States remains
huge. There is a definite sense of urgency, according to van der Mensbrugghe. “And
what makes the situation even more pressing is that the uncertainty has implications for
every country”, he said. 

He continued with the shared diagnosis by the IMF and the Worldbank. The first priority
must be to address the vicious cycle of weak growth and weak balance sheets. In the
opinion of IMF, the main challenge for the U.S. is to adopt a credible strategy to reduce
the fiscal deficit over the medium and long term, deal with high unemployment, and
relieve pressure on overly-indebted households. For Europe, the main target is to
resolve sovereign debt and strengthen bank capital in a synchronized effort. When it
comes to the emerging markets, van der Mensbrugghe emphasized that approaches
must be country-specific. Countries with external surpluses should rely more on
domestic demand and those with current account deficits should take actions to ward off
overheating. 
 

The third point of his speech put
forward actions that are needed
to combat the spreading of the
world crisis. Van der
Mensbrugghe called on policy
makers to show “exceptional
vigilance, coordination and
readiness to take bold action”.
The statement implies many
issues. First, fiscal policy must
“navigate between undermining
credibility or undercutting
recovery”. Advanced countries
need fiscal consolidation but the
pace must neither be too
hesitant nor too hasty. Second,
monetary policy should remain
accommodative and central
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banks should stand ready to take unconventional measures when needed. Third,
financial reform is crucial, as well as a stronger and more consistent financial regulation.
Fourth, structural reforms should be implemented in a timely manner to boost
competitiveness and growth. At the same time, we must pay attention to the social
dimension. Van der Mensbrugghe concluded that “in the Euro area, the EFSF (European
Financial Stability Facility) is created to deal with insolvency while the ECB focuses on
liquidity”, and although policy is under pressure, “we should not rely on market discipline
alone. A minimum level of fiscal integration is needed”. 

In his reply, Krahnen addressed the priorities in the “List of Actions” from the IMF. He
asked what the big choices are – Stimulating growth and/or restructuring financial
system – and where priorities have to be set. Should priority be given to credibility or to
growth? Van der Mensbrugghe responded by fiscal monitoring should go hand in hand
with structural reform. Meanwhile, the IMF will support member countries as they take
actions. Professor Weder-di Mauro then commented on the stability assessment of the
IMF and its future role in the Euro area. 

The audience raised several questions regarding the IMF’s progress in promoting local
regulation; the dominance of financial market confidence over recapitalizing banks; its
focus on U.S. markets, and the idea of making a clear cut between liquidity and
insolvency. Van der Mensbrugghe stressed that “‘the Action Plan’ by the IMF is to make
the economic analysis and policy advice more effective”. The IMF will continue to
strengthen its lending toolkit and global financial safety net, and continue to provide
technical assistance. 

Beatrice Weder-di Mauro and Jan Krahnen both summarized the discussion and the
audience’s comments. Krahnen closed the panel by inspiring the participants to reflect on
how to get the investors’ interest in purchasing government bonds back and how to
reduce sovereign debt.

Lulu Wang (CFS)
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that the economic outlook is rather negative and that “the global economy has entered a
dangerous phase”. A main obstacle for global recovery is currently the shrinking in real
production. According to the IMF’s latest forecasts, the global growth is projected to slow
down to 4 percent this year and next year, while the advanced economies will manage
only an anemic growth of 1.5 to 2 percent. In addition, risks are piling up: weak growth,
weak balance sheets – of governments, banks, and households - and a weak political
commitment create a vicious circle with a large downside risk. While the lack of
confidence in the euro is shaking Europe, the uncertainty in the United States remains
huge. There is a definite sense of urgency, according to van der Mensbrugghe. “And
what makes the situation even more pressing is that the uncertainty has implications for
every country”, he said. 

He continued with the shared diagnosis by the IMF and the Worldbank. The first priority
must be to address the vicious cycle of weak growth and weak balance sheets. In the
opinion of IMF, the main challenge for the U.S. is to adopt a credible strategy to reduce
the fiscal deficit over the medium and long term, deal with high unemployment, and
relieve pressure on overly-indebted households. For Europe, the main target is to
resolve sovereign debt and strengthen bank capital in a synchronized effort. When it
comes to the emerging markets, van der Mensbrugghe emphasized that approaches
must be country-specific. Countries with external surpluses should rely more on
domestic demand and those with current account deficits should take actions to ward off
overheating. 
 

The third point of his speech put
forward actions that are needed
to combat the spreading of the
world crisis. Van der
Mensbrugghe called on policy
makers to show “exceptional
vigilance, coordination and
readiness to take bold action”.
The statement implies many
issues. First, fiscal policy must
“navigate between undermining
credibility or undercutting
recovery”. Advanced countries
need fiscal consolidation but the
pace must neither be too
hesitant nor too hasty. Second,
monetary policy should remain
accommodative and central
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banks should stand ready to take unconventional measures when needed. Third,
financial reform is crucial, as well as a stronger and more consistent financial regulation.
Fourth, structural reforms should be implemented in a timely manner to boost
competitiveness and growth. At the same time, we must pay attention to the social
dimension. Van der Mensbrugghe concluded that “in the Euro area, the EFSF (European
Financial Stability Facility) is created to deal with insolvency while the ECB focuses on
liquidity”, and although policy is under pressure, “we should not rely on market discipline
alone. A minimum level of fiscal integration is needed”. 

In his reply, Krahnen addressed the priorities in the “List of Actions” from the IMF. He
asked what the big choices are – Stimulating growth and/or restructuring financial
system – and where priorities have to be set. Should priority be given to credibility or to
growth? Van der Mensbrugghe responded by fiscal monitoring should go hand in hand
with structural reform. Meanwhile, the IMF will support member countries as they take
actions. Professor Weder-di Mauro then commented on the stability assessment of the
IMF and its future role in the Euro area. 

The audience raised several questions regarding the IMF’s progress in promoting local
regulation; the dominance of financial market confidence over recapitalizing banks; its
focus on U.S. markets, and the idea of making a clear cut between liquidity and
insolvency. Van der Mensbrugghe stressed that “‘the Action Plan’ by the IMF is to make
the economic analysis and policy advice more effective”. The IMF will continue to
strengthen its lending toolkit and global financial safety net, and continue to provide
technical assistance. 

Beatrice Weder-di Mauro and Jan Krahnen both summarized the discussion and the
audience’s comments. Krahnen closed the panel by inspiring the participants to reflect on
how to get the investors’ interest in purchasing government bonds back and how to
reduce sovereign debt.

Lulu Wang (CFS)
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1 July 2011 
Bergische Universität Wuppertal

  

Payout policy is one of the most intensively researched topics
in corporate finance. And yet many fundamental questions are
still awaiting a definite answer. 
Therefore, the aim of the conference was to shed further light

on foundations and actual trends in payout policy. The conference was co-organized by
Christian Andres (WHU – Otto Beisheim School of Management), André Betzer
(University of Wuppertal), and Erik Theissen (University of Mannheim and Center for
Financial Studies). The conference was held on the premises of the University of
Wuppertal on July 1, 2011. The audience was a stimulating mix of academics with an
outstanding expertise in payout policy from all over the world. 

After a short welcome address delivered by Michael Scheffel, prorector of the
University of Wuppertal, the first presentation was given by Jacob Oded (Tel Aviv
University and Boston School of Management). He presented new evidence on how U.S.-
firms execute their open market repurchase programs. Even though repurchases have
certainly gained in importance over the last three decades, relatively little is known
about how firms effectively buy back their own shares. The major reason for the lack of
research on this topic is the fact that firms were not obliged to report actual repurchases
neither on a regular nor a standardized basis until the amendments to SEC Rule 10b-18
in 2004. This study is one of the first studies investigating actual repurchases based on
the new SEC filing standards. The main results are that the repurchase frequency, the
average repurchase price, and post-repurchase stock returns significantly differ for small
and large S&P 500 firms. Small firms repurchase less frequently than large firms and buy
back their own shares at bargain prices. Moreover, repurchases are followed by
persisting positive abnormal returns. In contrast, large firms repurchase their own shares
on a regular basis and at market prices. This indicates that small firms repurchase
strategically, whereas large firms primarily utilize repurchases to disburse cash to their
shareholders. 

Due to the fact that most developed countries liberalized share buybacks only in the late
nineties, most empirical findings are based on U.S. data. Nevertheless, it is important to
analyze if recent findings also apply to other countries that substantially differ with
respect to the quality of corporate governance and regulation. Alberto Manconi (Tilburg
University and CentER) presented a cross-country study on this topic. As in the U.S., a
repurchase announcement is followed by an immediate positive market reaction as well
as a long-run positive drift in returns. The paper empirically investigates which factors
are able to explain cross-country differences in the short and long-run market reaction
to stock repurchase announcements for 31 countries. According to the authors’ main
hypothesis, the market response to a repurchase announcement should be affected by
the quality of corporate governance. Applying different measures of the corporate
governance quality they find a positive relation between the quality of corporate
governance and announcement returns. Additionally, the authors provide evidence that
the firms’ ability to time the market depends on the specific repurchase regulations. For
firms located in countries with weak regulatory environments, they find significantly
lower pre-announcement returns indicating that these firms are possibly able to time the
market. 

In his presentation, Dale W.R. Rosenthal (University of Illinois) provided an empirical
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analysis of the buyback activity during the financial crisis. Since the financial crisis
induced an exogenous shock to most firms’ profitability, it is an interesting natural
experiment to assess the validity of classical hypotheses about share repurchases. Even
though there is some heterogeneity in the adjustment of payout policy across firms
during the financial crisis, the financial flexibility hypothesis is highly rejected given the
empirical findings of this study. Against the expectation that firms should completely
suspend their repurchase activity before they cut any dividends, a non-negligible number
of firms instead increased their repurchase activity during the financial crisis. Moreover,
these repurchases where financed by the issuance of additional debt, which was an
expensive source of financing when credit markets dried out in the wake of the financial
crisis. While these observations are puzzling and challenge many hypotheses about
repurchases, they are in line with the idea that repurchases are used as a takeover
deterrence mechanism. 

Previous studies investigating the effect of pyramidal holdings on payout policy
particularly highlight the wedge between the cash-flow and voting rights induced by this
specific control structure. By making the assumption that holding companies are all
equity financed, these studies neglect an important aspect of pyramids that potentially
affects payout policy: leverage within pyramids. Uli Hege (HEC Paris) addressed the
economic consequences of leveraged pyramidal holdings and its relationship to payout
policy. By levering up pyramidal holding companies, controlling ultimate owners can
increase their personal exposure to leverage relative to that of minority shareholders.
The authors hypothesize that the use of debt in holding companies leads to a higher
demand for dividends by the ultimate controlling shareholders in order to service their
creditors. The authors find support for their hypothesis in a panel data analysis based on
a comprehensive panel of exchange-listed French firms. Overall they show that dividends
increase with the wedge between control and cash flow rights. They conclude that the
decision to use leverage in pyramidal holding companies is not neutral. It affects the risk
profile of the residual cash flows received by the ultimate controlling shareholder.
Dividends received from the bottom company, in addition to being shared with minority
equity holders, must also service debt in the pyramidal structure. The discussant of the
paper suggested that the decision where to allocate debt within the pyramid is another
important question for future research. 

The quality of investor protection and the tax burden on dividend payments are often
tested in empirical studies on dividend policy. However, instead of investigating the joint
impact of these two factors on dividend policy, prior studies included taxes and the
quality of investor protection separately. Therefore in the 3rd session, Meziane Lasfer
(Cass Business School) presented a paper which considers the impact of investor
protection on dividend policy in the presence of taxes. It has been argued that dividends
are a means to protect minority shareholders from expropriation by large shareholders
(La Porta et al. 2000). However, this is costly when taxes on dividends are high relative
to taxes on capital gains. The results indicate a different impact of taxes on dividend
policy for countries with low and high investor protection. If investor protection is low,
taxation is of minor importance for dividend policy and investors accept high dividends
even in the presence of high dividend taxation. On the other hand, however, in countries
with high investor protection shareholders weigh up the tax costs of dividends and the
benefits of reduced agency costs. In those countries, investors would accept dividends
only if the benefits of reduced agency costs exceed the tax costs of dividends. 

In addition to the tax status, the identity of the controlling shareholder and the
concentration of ownership are additional potentially important determinants of dividend
policy. The evidence on the impact of controlling shareholders and their impact on
dividend policy outside the U.S. and the U.K. is sparse. Marc Goergen (Cardiff Business
School and European Corporate Governance Institute) presented an empirical analysis on
this topic for German firms. The results suggest that in contrast to theoretical predictions
the concentration of ownership does not have an impact on dividend policy. However,
the results suggest that dividend policy depends on the type of the controlling
shareholder. Whereas family controlled firms have the highest dividend payouts, bank
controlled firms have the lowest dividend payouts relative to all other firms. It appears
that the tax status of the controlling shareholder does not seem to have an impact on
dividend policy. Family firms (which paid high dividends) had a preference for capital
gains over dividends for the entire sample period considered in the paper. Thus, the high
dividend payments of family firms cannot be explained by tax motives. 

The conference continued with a paper about the impact of taxation on the evolution of
aggregate stock ownership. While the topic of the paper is not about dividend policy per
se, it entails important implications for the long-term effects of taxes on dividend policy.
Aggregate stock ownership has undergone a radical change since World War II; namely
direct stock ownership by households has largely been replaced by indirect stock
ownership by financial institutions. The paper presented by Kristian Rydqvist
(Binghamton University and CEPR) analyses the impact on the tax code of aggregate
stock ownership for eight countries and a time period of sixty years. Consistent with the
idea that the tax code has shaped aggregate stock ownership the fraction of household
ownership decreases fast during the high-inflation period of the 1960s, 1970s, and
1980s in those countries in which effective taxation of dividends was high and nominal
stock prices increased. In addition to that, mutual funds became important as they got
included in the tax-favored private retirement system through the 401(k). 

Last but not least, Janet D. Payne (Texas State University) presented a paper about
dividend signaling by newly public firms. Due to the fact that managers are extremely
conservative with respect to their firms’ dividend policy and averse to initiating dividends
due to the perceived inflexibility, dividend initiations are an interesting research topic.
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The paper primarily focuses on the dividend-signaling models to explain the decision to
initiate a dividend and the stock price reaction the announcement of this decision entails.
Alternative explanations (such as agency or tax considerations, clientele effects, or life
cycle arguments) are also taken into account. The empirical analysis supports predictions
of dividend-signaling models. Most importantly, firms initiate dividends when their total
cash needs exceed the supply of cash available from the firms’ operations - firms thus
start to pay dividends at a time when they need to raise additional capital. The authors
also find a negative relation between the probability of dividend initiations and the
riskiness of firms' assets. 

The high level presentations and stimulating discussions during the conference as well as
the positive feedback we received after the conference provide reliable evidence of a
successful event. Most papers presented at the conference are available for download on
the CFS website.

Erik Fernau and Markus Doumet (University of Mannheim)
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Bergische Universität Wuppertal

  

Payout policy is one of the most intensively researched topics
in corporate finance. And yet many fundamental questions are
still awaiting a definite answer. 
Therefore, the aim of the conference was to shed further light

on foundations and actual trends in payout policy. The conference was co-organized by
Christian Andres (WHU – Otto Beisheim School of Management), André Betzer
(University of Wuppertal), and Erik Theissen (University of Mannheim and Center for
Financial Studies). The conference was held on the premises of the University of
Wuppertal on July 1, 2011. The audience was a stimulating mix of academics with an
outstanding expertise in payout policy from all over the world. 

After a short welcome address delivered by Michael Scheffel, prorector of the
University of Wuppertal, the first presentation was given by Jacob Oded (Tel Aviv
University and Boston School of Management). He presented new evidence on how U.S.-
firms execute their open market repurchase programs. Even though repurchases have
certainly gained in importance over the last three decades, relatively little is known
about how firms effectively buy back their own shares. The major reason for the lack of
research on this topic is the fact that firms were not obliged to report actual repurchases
neither on a regular nor a standardized basis until the amendments to SEC Rule 10b-18
in 2004. This study is one of the first studies investigating actual repurchases based on
the new SEC filing standards. The main results are that the repurchase frequency, the
average repurchase price, and post-repurchase stock returns significantly differ for small
and large S&P 500 firms. Small firms repurchase less frequently than large firms and buy
back their own shares at bargain prices. Moreover, repurchases are followed by
persisting positive abnormal returns. In contrast, large firms repurchase their own shares
on a regular basis and at market prices. This indicates that small firms repurchase
strategically, whereas large firms primarily utilize repurchases to disburse cash to their
shareholders. 

Due to the fact that most developed countries liberalized share buybacks only in the late
nineties, most empirical findings are based on U.S. data. Nevertheless, it is important to
analyze if recent findings also apply to other countries that substantially differ with
respect to the quality of corporate governance and regulation. Alberto Manconi (Tilburg
University and CentER) presented a cross-country study on this topic. As in the U.S., a
repurchase announcement is followed by an immediate positive market reaction as well
as a long-run positive drift in returns. The paper empirically investigates which factors
are able to explain cross-country differences in the short and long-run market reaction
to stock repurchase announcements for 31 countries. According to the authors’ main
hypothesis, the market response to a repurchase announcement should be affected by
the quality of corporate governance. Applying different measures of the corporate
governance quality they find a positive relation between the quality of corporate
governance and announcement returns. Additionally, the authors provide evidence that
the firms’ ability to time the market depends on the specific repurchase regulations. For
firms located in countries with weak regulatory environments, they find significantly
lower pre-announcement returns indicating that these firms are possibly able to time the
market. 

In his presentation, Dale W.R. Rosenthal (University of Illinois) provided an empirical
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analysis of the buyback activity during the financial crisis. Since the financial crisis
induced an exogenous shock to most firms’ profitability, it is an interesting natural
experiment to assess the validity of classical hypotheses about share repurchases. Even
though there is some heterogeneity in the adjustment of payout policy across firms
during the financial crisis, the financial flexibility hypothesis is highly rejected given the
empirical findings of this study. Against the expectation that firms should completely
suspend their repurchase activity before they cut any dividends, a non-negligible number
of firms instead increased their repurchase activity during the financial crisis. Moreover,
these repurchases where financed by the issuance of additional debt, which was an
expensive source of financing when credit markets dried out in the wake of the financial
crisis. While these observations are puzzling and challenge many hypotheses about
repurchases, they are in line with the idea that repurchases are used as a takeover
deterrence mechanism. 

Previous studies investigating the effect of pyramidal holdings on payout policy
particularly highlight the wedge between the cash-flow and voting rights induced by this
specific control structure. By making the assumption that holding companies are all
equity financed, these studies neglect an important aspect of pyramids that potentially
affects payout policy: leverage within pyramids. Uli Hege (HEC Paris) addressed the
economic consequences of leveraged pyramidal holdings and its relationship to payout
policy. By levering up pyramidal holding companies, controlling ultimate owners can
increase their personal exposure to leverage relative to that of minority shareholders.
The authors hypothesize that the use of debt in holding companies leads to a higher
demand for dividends by the ultimate controlling shareholders in order to service their
creditors. The authors find support for their hypothesis in a panel data analysis based on
a comprehensive panel of exchange-listed French firms. Overall they show that dividends
increase with the wedge between control and cash flow rights. They conclude that the
decision to use leverage in pyramidal holding companies is not neutral. It affects the risk
profile of the residual cash flows received by the ultimate controlling shareholder.
Dividends received from the bottom company, in addition to being shared with minority
equity holders, must also service debt in the pyramidal structure. The discussant of the
paper suggested that the decision where to allocate debt within the pyramid is another
important question for future research. 

The quality of investor protection and the tax burden on dividend payments are often
tested in empirical studies on dividend policy. However, instead of investigating the joint
impact of these two factors on dividend policy, prior studies included taxes and the
quality of investor protection separately. Therefore in the 3rd session, Meziane Lasfer
(Cass Business School) presented a paper which considers the impact of investor
protection on dividend policy in the presence of taxes. It has been argued that dividends
are a means to protect minority shareholders from expropriation by large shareholders
(La Porta et al. 2000). However, this is costly when taxes on dividends are high relative
to taxes on capital gains. The results indicate a different impact of taxes on dividend
policy for countries with low and high investor protection. If investor protection is low,
taxation is of minor importance for dividend policy and investors accept high dividends
even in the presence of high dividend taxation. On the other hand, however, in countries
with high investor protection shareholders weigh up the tax costs of dividends and the
benefits of reduced agency costs. In those countries, investors would accept dividends
only if the benefits of reduced agency costs exceed the tax costs of dividends. 

In addition to the tax status, the identity of the controlling shareholder and the
concentration of ownership are additional potentially important determinants of dividend
policy. The evidence on the impact of controlling shareholders and their impact on
dividend policy outside the U.S. and the U.K. is sparse. Marc Goergen (Cardiff Business
School and European Corporate Governance Institute) presented an empirical analysis on
this topic for German firms. The results suggest that in contrast to theoretical predictions
the concentration of ownership does not have an impact on dividend policy. However,
the results suggest that dividend policy depends on the type of the controlling
shareholder. Whereas family controlled firms have the highest dividend payouts, bank
controlled firms have the lowest dividend payouts relative to all other firms. It appears
that the tax status of the controlling shareholder does not seem to have an impact on
dividend policy. Family firms (which paid high dividends) had a preference for capital
gains over dividends for the entire sample period considered in the paper. Thus, the high
dividend payments of family firms cannot be explained by tax motives. 

The conference continued with a paper about the impact of taxation on the evolution of
aggregate stock ownership. While the topic of the paper is not about dividend policy per
se, it entails important implications for the long-term effects of taxes on dividend policy.
Aggregate stock ownership has undergone a radical change since World War II; namely
direct stock ownership by households has largely been replaced by indirect stock
ownership by financial institutions. The paper presented by Kristian Rydqvist
(Binghamton University and CEPR) analyses the impact on the tax code of aggregate
stock ownership for eight countries and a time period of sixty years. Consistent with the
idea that the tax code has shaped aggregate stock ownership the fraction of household
ownership decreases fast during the high-inflation period of the 1960s, 1970s, and
1980s in those countries in which effective taxation of dividends was high and nominal
stock prices increased. In addition to that, mutual funds became important as they got
included in the tax-favored private retirement system through the 401(k). 

Last but not least, Janet D. Payne (Texas State University) presented a paper about
dividend signaling by newly public firms. Due to the fact that managers are extremely
conservative with respect to their firms’ dividend policy and averse to initiating dividends
due to the perceived inflexibility, dividend initiations are an interesting research topic.
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The paper primarily focuses on the dividend-signaling models to explain the decision to
initiate a dividend and the stock price reaction the announcement of this decision entails.
Alternative explanations (such as agency or tax considerations, clientele effects, or life
cycle arguments) are also taken into account. The empirical analysis supports predictions
of dividend-signaling models. Most importantly, firms initiate dividends when their total
cash needs exceed the supply of cash available from the firms’ operations - firms thus
start to pay dividends at a time when they need to raise additional capital. The authors
also find a negative relation between the probability of dividend initiations and the
riskiness of firms' assets. 

The high level presentations and stimulating discussions during the conference as well as
the positive feedback we received after the conference provide reliable evidence of a
successful event. Most papers presented at the conference are available for download on
the CFS website.

Erik Fernau and Markus Doumet (University of Mannheim)
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 19 - 20 September 2011 
Frankfurt am Main 

 

On September 19th and 20th, 2011 the final conference of the MONFISPOL project,
organized by Volker Wieland and Ester Faia, took place at Goethe University
Frankfurt. The project had been supported by a three-year funding through the Seventh
Framework Programme for Research (FP7) of the European Commission’s Socio-
economic Sciences and Humanities (SSH) Programme.

The main goal of MONFISPOL was to provide the best tools and models for the analysis
of optimal fiscal and monetary policy in order to advance macroeconomic policy
evaluation and decision-making in a monetary union such as the European Union. From
the start the project was structured around two objectives that interact: (1) the
development of solid computational tools for solving, simulating, estimating and
comparing models, and (2) the conception of innovative macroeconomic models
considering optimal fiscal and monetary policy issues. The partners collaborating in the
project were Michel Juillard (CEPREMAP), Joseph Pearlman (Loughborough University),
Paul Levine (University of Surrey), Albert Marcet (London School of Economics), Volker
Wieland (Goethe University and CFS), Ester Faia (Goethe University) and Riccardo Girardi
(European Commission – Joint Research Centre). 

At the two-day conference, the consortium members presented the results of their work
conducted in the last three years. The topics discussed at the conference included
optimal monetary policy under imperfect information, the use of economic forecasting in
policy making, the transmission of monetary policy in the presence of financial risks, and
optimal fiscal policy when the government issues long-term bonds. In addition, new
computational tools for solving and estimating DSGE models with block decomposition,
and for identification analysis were presented. 

The participants were happy to welcome two distinguished keynote speakers. Professor
John B. Taylor from Stanford University opened the conference with his speech on “The
Financial Crisis and Macroeconomic Policy”. Mr. José Manuel González-Páramo,
Member of the Board of the European Central Bank, delivered the Policy Keynote speech
entitled“Monetary and Fiscal Policy in Times of Crisis”. 

All presented papers and discussions can be downloaded from the CFS conference
webpage.

Sebastian Schmidt (CFS)
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On September 19th and 20th, 2011 the final conference of the MONFISPOL project,
organized by Volker Wieland and Ester Faia, took place at Goethe University
Frankfurt. The project had been supported by a three-year funding through the Seventh
Framework Programme for Research (FP7) of the European Commission’s Socio-
economic Sciences and Humanities (SSH) Programme.

The main goal of MONFISPOL was to provide the best tools and models for the analysis
of optimal fiscal and monetary policy in order to advance macroeconomic policy
evaluation and decision-making in a monetary union such as the European Union. From
the start the project was structured around two objectives that interact: (1) the
development of solid computational tools for solving, simulating, estimating and
comparing models, and (2) the conception of innovative macroeconomic models
considering optimal fiscal and monetary policy issues. The partners collaborating in the
project were Michel Juillard (CEPREMAP), Joseph Pearlman (Loughborough University),
Paul Levine (University of Surrey), Albert Marcet (London School of Economics), Volker
Wieland (Goethe University and CFS), Ester Faia (Goethe University) and Riccardo Girardi
(European Commission – Joint Research Centre). 

At the two-day conference, the consortium members presented the results of their work
conducted in the last three years. The topics discussed at the conference included
optimal monetary policy under imperfect information, the use of economic forecasting in
policy making, the transmission of monetary policy in the presence of financial risks, and
optimal fiscal policy when the government issues long-term bonds. In addition, new
computational tools for solving and estimating DSGE models with block decomposition,
and for identification analysis were presented. 

The participants were happy to welcome two distinguished keynote speakers. Professor
John B. Taylor from Stanford University opened the conference with his speech on “The
Financial Crisis and Macroeconomic Policy”. Mr. José Manuel González-Páramo,
Member of the Board of the European Central Bank, delivered the Policy Keynote speech
entitled“Monetary and Fiscal Policy in Times of Crisis”. 

All presented papers and discussions can be downloaded from the CFS conference
webpage.

Sebastian Schmidt (CFS)
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CFS - EIEF Conference on Household Finance

 6-7 October 2011 
Rome, Italy

The annual conference on household finance took place in Rome and was jointly
organized by the Center for Financial Studies (CFS) and the Einaudi Institute for
Economics and Finance (EIEF).

The morning session of the first day,
chaired by Luigi Guiso (European
University Institute and EIEF), was
dedicated to the liability side of
household portfolios, and to default and
bankruptcy. The first speaker, Manuel
Adelino (Tuck School of Business at
Dartmouth) presented a co-authored
project exploring the connection
between credit supply and house prices
by using evidence from mortgage
market segmentation. Exogenous
changes in the annual level of the
conforming loan limit are used as an
instrument for easier access to finance

and lower cost of credit. Contrary to the expectation that market conditions respond to
housing demand, the authors claim that easier access to mortgage credit has a
significant upwards effect on housing prices. The authors also find that loan to value
ratios around the conforming loan limit highly deviate from the common 80% norm,
which validates the fact that it is an important factor in the financing choices of home
buyers.

Satyajit Chatterjee (Federal Reserve Bank of Philadelphia) presented a new theoretical
framework about unsecured consumer credit that can be used to shed light on
consumption smoothing with respect to transitory income shocks, as well as to examine
the welfare consequences of legal restrictions on the length of time that adverse events
can remain on one’s credit record. In this framework, the lender learns from an
individual’s borrowing and repayment behavior about his type and encapsulates his
reputation for not defaulting in a credit score. Restricted credit following a default - e.g.
one at higher interest rates - arises from the lender’s optimal response to limited
information about the agent’s type and earnings realizations. Chatterjee showed that the
theory was tested and is broadly consistent with the way credit scores affect unsecured
consumer credit market behavior. 

In the next presentation, Bruno Ferman (MIT) gave his view on credit demand and
information disclosure based on a field trial with a large credit card company in Brazil.
He estimates whether and to what extend credit demand is influenced by randomly
assigned changes in the level of interest rates, changes in the interest rate disclosure,
and installment plan. He concluded that most of the clients are able to consider
information that is de-emphasized by the firm. Moreover, they remain sensitive to prices
even when the interest rate of the contract is hidden, and demand is no different when
the interest rate is more visible. He also showed that high-risk clients react to prices
when the interest rate is more prominent and finds evidence that default options play an
important role. 

Enricheta Ravina’s (Columbia Business School) paper showed the results from a joint
project aiming to estimate risk aversion from investors’ behavior in a person-to-person
lending platform. She explained a new methodology for estimating risk aversion
parameters. The authors use them to disentangle heterogeneity in risk attitudes from
the elasticity of investor-specific risk aversion to changes in wealth. They find a
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decreasing relative risk aversion after a negative wealth shock. Furthermore, wealthier
investors showed higher risk aversion.

The afternoon session on household
risk preferences was chaired by
Michael Haliassos (Goethe University
and CFS). In his talk, Geng Li (Federal
Reserve Board) presented the
preliminary results from a study of the
consumption and personal finance of
gamblers using a nationwide
representative household survey. He
showed that gamblers are more likely
to have credit card debt, mortgage and
car loans but they are also more likely
to own a second home, to have their
mortgage re-financed before, to lease a
car, and to invest in securities. Li
further proves that people are more
willing to gamble when their income is
higher than its usual level. He also
finds that, instead of crowding out other
household expenditures, nongambling
expenditures tend to increase when a
household spends more on gambling. 

Michelle J. White (University of California, San Diego) presented a paper that is using
new detailed household-level datasets to examine whether filing for bankruptcy delays or
prevents foreclosure. The main finding is that bankruptcy helps homeowners by delaying
both the beginning and the end of the foreclosure process, which may be efficiency
enhancing for a number of reasons. Analyzing prime mortgages, the authors find that
bankruptcy delays foreclosure by longer after the start of the financial crisis than before.
Another conclusion is that bankruptcy delays foreclosure by longer for homeowners who
behave strategically. 

The first conference day was closed by a plenary session on investor and borrower
protection.

The first keynote speaker, Peter
Tufano (Oxford University), focused on
the normative side of consumer
protection. He stressed that both
regulation and social norms have
changed, as a result of which, an
effective response needs to be strategic
and well balanced. He presented a
four-step approach towards adequate
consumer protection, based on setting
principles, finding evidence, designing
interventions, and measuring the
success of regulatory framework. 

Marco Ottaviani (Bocconi University)
presented his joint work with Roman
Inderst (Goethe University Frankfurt)
which investigates the compensation structure for brokers who advise customers
regarding the suitability of financial products. The model explains why brokers are
commonly compensated indirectly through contingent commissions paid by product
providers, even though this compensation structure may lead to biased advice. They
investigate when policy intervention that mandates disclosure or prohibits commissions,
can protect naïve consumers from exploitation or enhance efficiency by leading to more
informative advice. 

The session on Friday morning was chaired by Tullio Jappelli (University of Napoli
Federico II and CSEF) starting with two presentations discussing issues related to the
financial experts and advice. Andrei Simonov (Eli Broad Graduate School of
Management, Michigan State University, SITE and CEPR) provided evidence from his co-
authored work that financial experts do not make better investment decision: they do
not outperform, do not diversify their risks better, and do not exhibit lower behavioral
biases. The conclusions are based on a study of private portfolios of mutual fund
managers and their less financially astute peers. The results also demonstrate that day-
to-day knowledge of finance does not improve investment decisions for investors that
have high level of general intelligence. 

Steffen Meyer (Goethe University) presented the outcome from a joint paper on
financial advice and investors’ behavior. The authors worked with one of the largest
brokerage firms in Germany using unbiased financial advice to a random sample of their
retail customers. They find that investors who most need the financial advice are least
likely to obtain it. The customers who do obtain the advice (about 5%), however, hardly
follow it, and so do not improve their portfolio efficiency much. Overall, it seems that the
mere availability of unbiased financial advice is a necessary but not sufficient condition
for benefiting retail investors. 
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Income risk and annuity choices were the focus of the next two presentations. The first
talk, given by Thomas Jansson (Sveriges Riksbank), was on hedging labor income risk
and investment decisions. Using panel data of Swedish households, the authors relate
changes in wage volatility to changes in the portfolio holdings for households that
switched industries between 1999 and 2002. The main finding is that households do
adjust their portfolio holdings when switching jobs. In other words, they hedge human
capital risk in the stock market. 

Alessandro Previtero (University of Western Ontario) presented his paper on the
relationship between stock market returns and annuitization. For his analysis he
explored a dataset with actual payout decisions. According to the author, positive stock
market returns decrease the probability of employees choosing an annuity over a lump
sum and vice versa. He concluded that this extrapolation based on very recent stock
market performance can trigger serious consequences on welfare and reduce retirement
wealth significantly. 

The afternoon session dealt with problems of social relations and household finance
outcomes and was chaired by Daniele Terlizzese (EIEF and Banca d’Italia). Daniel
Paravisini (London School of Economics and Columbia University) presented evidence
that social proximity between lenders and borrowers improves loan outcomes, and
reduces the collateral rate. As a consequence, social proximity increases repayment
behavior as well. The results of the paper suggest that the informational benefit of social
proximity may outweigh the misallocation costs of taste-based discrimination. The last
presentation was given by Jörg Rocholl (ESMT European School of Management and
Technology). His paper analyzes the incentives in online consumer lending markets in
which lenders and borrowers communicate and close deals directly without the
intermediation of a financial institution. Eliminating the origination fee, the results show
that a change in the incentives of the lenders exists and that it affects the type and
performance of the loans. The results contribute to the ongoing debate about the proper
regulatory framework for consumer lending by shedding light on how retail consumers
can be protected against unscrupulous lending.

Daniela Dimitrova (CFS)
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The annual conference on household finance took place in Rome and was jointly
organized by the Center for Financial Studies (CFS) and the Einaudi Institute for
Economics and Finance (EIEF).

The morning session of the first day,
chaired by Luigi Guiso (European
University Institute and EIEF), was
dedicated to the liability side of
household portfolios, and to default and
bankruptcy. The first speaker, Manuel
Adelino (Tuck School of Business at
Dartmouth) presented a co-authored
project exploring the connection
between credit supply and house prices
by using evidence from mortgage
market segmentation. Exogenous
changes in the annual level of the
conforming loan limit are used as an
instrument for easier access to finance

and lower cost of credit. Contrary to the expectation that market conditions respond to
housing demand, the authors claim that easier access to mortgage credit has a
significant upwards effect on housing prices. The authors also find that loan to value
ratios around the conforming loan limit highly deviate from the common 80% norm,
which validates the fact that it is an important factor in the financing choices of home
buyers.

Satyajit Chatterjee (Federal Reserve Bank of Philadelphia) presented a new theoretical
framework about unsecured consumer credit that can be used to shed light on
consumption smoothing with respect to transitory income shocks, as well as to examine
the welfare consequences of legal restrictions on the length of time that adverse events
can remain on one’s credit record. In this framework, the lender learns from an
individual’s borrowing and repayment behavior about his type and encapsulates his
reputation for not defaulting in a credit score. Restricted credit following a default - e.g.
one at higher interest rates - arises from the lender’s optimal response to limited
information about the agent’s type and earnings realizations. Chatterjee showed that the
theory was tested and is broadly consistent with the way credit scores affect unsecured
consumer credit market behavior. 

In the next presentation, Bruno Ferman (MIT) gave his view on credit demand and
information disclosure based on a field trial with a large credit card company in Brazil.
He estimates whether and to what extend credit demand is influenced by randomly
assigned changes in the level of interest rates, changes in the interest rate disclosure,
and installment plan. He concluded that most of the clients are able to consider
information that is de-emphasized by the firm. Moreover, they remain sensitive to prices
even when the interest rate of the contract is hidden, and demand is no different when
the interest rate is more visible. He also showed that high-risk clients react to prices
when the interest rate is more prominent and finds evidence that default options play an
important role. 

Enricheta Ravina’s (Columbia Business School) paper showed the results from a joint
project aiming to estimate risk aversion from investors’ behavior in a person-to-person
lending platform. She explained a new methodology for estimating risk aversion
parameters. The authors use them to disentangle heterogeneity in risk attitudes from
the elasticity of investor-specific risk aversion to changes in wealth. They find a
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preliminary results from a study of the
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car loans but they are also more likely
to own a second home, to have their
mortgage re-financed before, to lease a
car, and to invest in securities. Li
further proves that people are more
willing to gamble when their income is
higher than its usual level. He also
finds that, instead of crowding out other
household expenditures, nongambling
expenditures tend to increase when a
household spends more on gambling. 

Michelle J. White (University of California, San Diego) presented a paper that is using
new detailed household-level datasets to examine whether filing for bankruptcy delays or
prevents foreclosure. The main finding is that bankruptcy helps homeowners by delaying
both the beginning and the end of the foreclosure process, which may be efficiency
enhancing for a number of reasons. Analyzing prime mortgages, the authors find that
bankruptcy delays foreclosure by longer after the start of the financial crisis than before.
Another conclusion is that bankruptcy delays foreclosure by longer for homeowners who
behave strategically. 

The first conference day was closed by a plenary session on investor and borrower
protection.

The first keynote speaker, Peter
Tufano (Oxford University), focused on
the normative side of consumer
protection. He stressed that both
regulation and social norms have
changed, as a result of which, an
effective response needs to be strategic
and well balanced. He presented a
four-step approach towards adequate
consumer protection, based on setting
principles, finding evidence, designing
interventions, and measuring the
success of regulatory framework. 

Marco Ottaviani (Bocconi University)
presented his joint work with Roman
Inderst (Goethe University Frankfurt)
which investigates the compensation structure for brokers who advise customers
regarding the suitability of financial products. The model explains why brokers are
commonly compensated indirectly through contingent commissions paid by product
providers, even though this compensation structure may lead to biased advice. They
investigate when policy intervention that mandates disclosure or prohibits commissions,
can protect naïve consumers from exploitation or enhance efficiency by leading to more
informative advice. 

The session on Friday morning was chaired by Tullio Jappelli (University of Napoli
Federico II and CSEF) starting with two presentations discussing issues related to the
financial experts and advice. Andrei Simonov (Eli Broad Graduate School of
Management, Michigan State University, SITE and CEPR) provided evidence from his co-
authored work that financial experts do not make better investment decision: they do
not outperform, do not diversify their risks better, and do not exhibit lower behavioral
biases. The conclusions are based on a study of private portfolios of mutual fund
managers and their less financially astute peers. The results also demonstrate that day-
to-day knowledge of finance does not improve investment decisions for investors that
have high level of general intelligence. 

Steffen Meyer (Goethe University) presented the outcome from a joint paper on
financial advice and investors’ behavior. The authors worked with one of the largest
brokerage firms in Germany using unbiased financial advice to a random sample of their
retail customers. They find that investors who most need the financial advice are least
likely to obtain it. The customers who do obtain the advice (about 5%), however, hardly
follow it, and so do not improve their portfolio efficiency much. Overall, it seems that the
mere availability of unbiased financial advice is a necessary but not sufficient condition
for benefiting retail investors. 
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Income risk and annuity choices were the focus of the next two presentations. The first
talk, given by Thomas Jansson (Sveriges Riksbank), was on hedging labor income risk
and investment decisions. Using panel data of Swedish households, the authors relate
changes in wage volatility to changes in the portfolio holdings for households that
switched industries between 1999 and 2002. The main finding is that households do
adjust their portfolio holdings when switching jobs. In other words, they hedge human
capital risk in the stock market. 

Alessandro Previtero (University of Western Ontario) presented his paper on the
relationship between stock market returns and annuitization. For his analysis he
explored a dataset with actual payout decisions. According to the author, positive stock
market returns decrease the probability of employees choosing an annuity over a lump
sum and vice versa. He concluded that this extrapolation based on very recent stock
market performance can trigger serious consequences on welfare and reduce retirement
wealth significantly. 

The afternoon session dealt with problems of social relations and household finance
outcomes and was chaired by Daniele Terlizzese (EIEF and Banca d’Italia). Daniel
Paravisini (London School of Economics and Columbia University) presented evidence
that social proximity between lenders and borrowers improves loan outcomes, and
reduces the collateral rate. As a consequence, social proximity increases repayment
behavior as well. The results of the paper suggest that the informational benefit of social
proximity may outweigh the misallocation costs of taste-based discrimination. The last
presentation was given by Jörg Rocholl (ESMT European School of Management and
Technology). His paper analyzes the incentives in online consumer lending markets in
which lenders and borrowers communicate and close deals directly without the
intermediation of a financial institution. Eliminating the origination fee, the results show
that a change in the incentives of the lenders exists and that it affects the type and
performance of the loans. The results contribute to the ongoing debate about the proper
regulatory framework for consumer lending by shedding light on how retail consumers
can be protected against unscrupulous lending.

Daniela Dimitrova (CFS)
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 30 December 2011

We are pleased to send you our CFS Newsletter with information on CFS events.
Our best wishes for the New Year!
 

Editorial

Prodigal Italy Greece Spain? 01

If anyone ever writes Ten Commandments for building an
economic union, one should probably start with ‘Know Thy
Partners Well’, followed by ‘Now Double-check’. 

Michael Haliassos
 

more

Events

DB Prize 2011: Award Ceremony in honor of Kenneth Rogoff 01

The Deutsche Bank Prize in Financial Economics was
presented to Kenneth Rogoff by Josef Ackermann, CEO of
Deutsche Bank AG, on September 22, 2011, followed by
the academic symposium at Campus Westend, Goethe
University Frankfurt.
 

more

DB Prize 2011: CFS Symposium in honor of Kenneth Rogoff 02

The scientific symposium "Global perspective on the
financial crisis" aimed at covering the various, but
interconnected aspects of Rogoffs´ research. The recent
global crises have taught us that financial instability can
have both, a global and an historical perspective. The
discussion also verged on the challenges faced at the
current moment by both, academics and policy makers.
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Is the Euro Zone on its Way to Fiscal Union? 03

Otmar Issing, President of the Center for Financial Studies,
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concluded this year’s CFS Colloquium Series on the
“Relationship between State and Financial Markets”, sharing
his views on the European debt crisis. He focused in
particular on the EU summit at the beginning of December.
 

more

CFS Visitors Program - Pistaferri 04

During his one week visit to Frankfurt, Professor Luigi
Pistaferri from Stanford University gave  a three session
mini-course at graduate level, and a research seminar on
the topic of “Household Consumption, Income, Labor
Supply, and Retirement”.
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Krugman’s Perspective on the Crisis 05

On November 10th, the Center for Financial Studies, in co-
operation with the House of Finance and Union Investment,
organized an informal discussion session with Nobel Prize
winner Prof. Paul Krugman and students from Goethe
University Frankfurt.
 

more

IMF Post-Annual Meetings Policy Discussion 06

On September 23-25, the 2011 Annual Meetings of the IMF
and World Bank took place in Washington D.C., where 187
countries gathered to focus on the economic crisis and the
world economic outlook.
 

more

International Conference on Payout Policy – Foundations and
Trends 07

Payout policy is one of the most intensively researched
topics in corporate finance. And yet many fundamental
questions are still awaiting a definite answer. Therefore, the
aim of the conference was to shed further light on
foundations and actual trends in payout policy.
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MONFISPOL – Final conference 08

On September 19th and 20th, 2011 the final conference of
the MONFISPOL project, organized by Volker Wieland and
Ester Faia, took place at Goethe University Frankfurt.
 

more
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CFS - EIEF Conference on Household Finance 09

The annual conference on household finance took place in
Rome and was jointly organized by the Center for Financial
Studies (CFS) and the Einaudi Institute for Economics and
Finance (EIEF).
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Prodigal Italy Greece Spain?

 If anyone ever writes Ten Commandments for
building an economic union, one should probably
start with ‘Know Thy Partners Well’, followed by
‘Now Double-check’. Over the past two years, the
Eurozone has been faced with a massive fiscal
crisis, originating in Greece and spreading to other
countries collectively termed PIGS, to be revised
later to PIIGS, and recently to the more politically
correct GIIPS: Greece, Italy, Ireland, Portugal,
Spain. Much of the reluctance of the core to take
timely and drastic support measures emanates
from perceptions regarding the ability of people in
the periphery to reform and escape the crisis.

At the center of the debate in Germany lies a deep
dilemma. On the one hand, support of debt
refinancing prevents unilateral default and
departure from the eurozone, signaling to markets
that euro membership is a one-way street; on the
other, it creates moral hazard by removing market
pressure to run primary surpluses, and undertake
painful wage cuts and productivity-enhancing

reforms. Both concerns are legitimate. 

Letting a country fall out of the euro sends a powerful signal to markets that exit is
possible under easily verifiable conditions: high debt- and deficit-to-GDP ratios invite
higher spreads, themselves contributing to default. It is not an accident that the euro
area did not build emergency exits. Forty years ago, the Bretton Woods system collapsed
mainly because it gave a similar one-way bet: to currency speculators monitoring
external imbalances and contributing to devaluations. Bretton Woods was a system of
‘fixed but adjustable’ exchange rates, while the euro was designed to be one of fixed and
immutable rates. 

On the other hand, it seems unwise to keep lending to countries that not only proved
incapable of balancing budgets in the past but also appear unwilling to save, work hard,
reform, and ultimately get on a growth path. The difficult balancing act involves support
to prevent exits, and monitoring of debt accumulation. Recent moves towards a ‘stability
union’ can be viewed in this context. 

Strict rules for fiscal monitoring are not sufficient: people of troubled countries must be
willing to work hard to boost productivity, and to be prudent so as to avoid over-
borrowing. Those in strong countries need to perceive the efforts of their ailing partners
and potential for improvement. The image of laid-back Zorbas dancing the night away
can be excellent for tourism but detrimental for the cohesion of an economic union.
Interestingly, this applies not only to Germans looking at PIGS, but also to PIGS looking
in the mirror. Citizens of troubled countries need to realize that their compatriots are
hard workers, albeit inefficient; and that they should apply to their State the same
prudent principles they apply to their own private wealth management. 

Contrary to perceptions, workers in PIGS work hard. Data from the UK Office of National
Statistics and Eurostat, quoted in the Guardian on December 8, show that Greeks,
together with Austrians, are EU champions in average hours worked per week among
full-time employees, at 43.7 hours. The Portuguese lag only a bit behind at 42.3.
Germany takes 8th place with 42. However, Greeks and Portuguese rank 20th and 22nd,
respectively, in productivity, which stands at 76 and 65 percent of the EU average, with
Germany at 124 percent. While productivity differences are difficult to decompose, their
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size indicates room for substantial transfer of organizational capital and international
best practices to troubled partners, so that they spend less time dealing with inadequate
management practices or inefficient bureaucracies and more time producing goods and
services. 

At the time their countries were accumulating excessive debt, private households in PIGS
were maintaining a substantial wealth buffer, consistent with increased uncertainties
they face. Internationally comparable data on net household wealth of households aged
50 or more are now available for the first time.[1] Using the Survey on Health, Ageing,
and Retirement, the Table shows that, adjusting for purchasing power, median net
household wealth in 2006-7 was comparable in Greece and Germany and substantially
larger in Spain and Italy. Net wealth among poorer households, at the 25th percentile of
the distribution, was triple in Greece and Italy to that of Germany, and six times as
large in Spain. Among richer households (75th percentile), Greece was only slightly
below Germany, while Spain and Italy were substantially above. 

As shown in the Table, the main driver of these differences is widespread ownership of
real estate and limited mortgage indebtedness of older households in troubled countries.
This has two implications. First, taxing real estate to meet fiscal targets affects a much
wider part of the wealth distribution in troubled countries. Second, the liquid ‘buffer’ in
net wealth positions was much more limited in those countries than in Germany prior to
the crisis. Given that it is neither feasible nor advisable (in view of the subprime crisis)
to provide vehicles – such as reverse mortgages – for turning houses into ATMs under
present conditions, the ability of these countries to withstand lower incomes and
repeated tax collections is likely to be severely limited. 

Might it be, then, that PIGS are hard-working rather than lazy, prudent rather than
prodigal, inefficient and disillusioned rather than hopeless, illiquid rather than insolvent,
and in need of reforms rather than of sanctions? As I watch people in the European core
become increasingly frustrated about supporting lazy, irresponsible partners, and people
in the periphery protest against repeated tax assaults and pressure for hasty reforms, I
wonder whether this threatened divorce may be based on rumors rather than fact,
stereotypes rather than reality, and bad judgment rather than immutable characteristics.
Is it worth breaking up the euro family for this?

Michael Haliassos

[1] For an extensive study of international differences in household portfolios see
Christelis, Georgarakos, Haliassos, “Differences in Portfolios Across Countries: Economic
Environment versus Household Characteristics”, forthcoming in Review of Economics and
Statistics.
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Uwe Walz, Kenneth Rogoff, Josef Ackermann (l. to r.)

Uwe Walz, Chairman of the Jury of the prize, CFS Director and Professor of Economics
at Goethe University, opened the award ceremony and the scientific symposium "Global
perspective on the financial crisis" on September 22, 2011. The recent global crises have
taught us that financial instability can have both, a global and an historical perspective.
The discussion also verged on the challenges faced at the current moment by both,
academics and policy makers. in honor of Kenneth Rogoff, Professor of Economics and
Thomas D. Cabot Professor of Public Policy at Harvard University. Professor Rogoff is the
fourth recipient of the Deutsche Bank Prize in Financial Economics for “his work on
sovereign default and debt restructuring, global imbalances, and the history of financial
crises which is highly relevant for understanding and addressing today‘s global
challenges. Professor Rogoff has not only contributed pioneering work of the greatest
academic importance, he has also made his findings accessible to a broad public”.

Award Ceremony
Josef Ackermann, Chairman of the
Management Board and the Group Executive
Committee of Deutsche Bank, reviewed in his
award ceremony speech the current global
macroeconomic conditions and the current
financial tensions and emphasized the need for
political leadership. He summarized how
problems in real estate markets spread to the
financial sector, over to the real economy and
finally to the sovereign debt. He expressed his
confidence on the stability of the euro despite
the present sovereign debt difficulties.
However, Ackermann was concerned about the
limited knowledge of the macroeconomic
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aspects of globalized financial markets, and the resulting uncertainty about how policy
instruments might work, their side-effects, and the risk of mishandling financial
regulation. 

He praised Rogoff for his ability to combine theoretical rigor with political relevance, and
historical insights with econometrics, in his research and for providing guidance in
understanding the recent financial crisis. His research suggests that, in order to prevent
the crisis from leading to excessive regulation of financial markets, a comprehensive
approach to debt sustainability will be required. However, there is no simple way of
growing out of the current problems, even though stimulating economic growth by
adopting appropriate policies at the national and the international level can obviously
alleviate the pain. This requires the reparation of balance sheets of states, financial
institutions and households. Financial markets will only be stabilized if governments,
central banks and international financial institutions, address debt issues appropriately
and effectively.

Josef Ackermann concluded by emphasizing that the need for a constitutional move
towards deeper integration in fiscal and economic affairs in order to find a lasting
solution is gaining consensus among European leaders. Moreover, the readiness to
address thorny issues of debt directly has improved in both Europe and the US, while
financial institutions are generally in better shape today than they were three years ago.

In the laudatory speech, Helene Rey, Professor at the London School of Economics,
noted how Rogoff's work has shaped the entire filed of international finance and
macroeconomics. His achievements are not only limited to economics and the policy
world but include also chess since he is an international grand master.

She summarized his main contributions starting
from his 1983 paper with Richard Meese which
showed that simple forecasts of a random walk
model cannot be beaten by any exiting
exchange rate models, thus setting an
important benchmark for testing the
predictability of models. In his 1996 paper on
the Purchasing Power Parity (PPP) puzzle he
pointed out the difficulties in building models
able to account for exchange rate dynamic. In
his 2000 paper with Maurice Obstfeld, he
tackled 6 puzzles in macroeconomics and
showed how transportation costs could offer a
common explanation. In “Foundation of International Macroeconomics”, the first
comprehensive graduate text book on international macroeconomics, coauthored with
Maurice Obstfeld and published in 1996, he provided the first micro-founded model
aiming at replacing the traditional Mundell-Fleming approach for policy analysis of open
economies. In the monetary policy area, his 1995 paper on the benefits of hiring a
conservative central banker has shaped the design of central banks in the world.

She summarized his main contributions starting from his 1983 paper with Richard Meese
which showed that simple forecasts of a random walk model cannot be beaten by any
exiting exchange rate models, thus setting an important benchmark for testing the
predictability of models. In his 1996 paper on the Purchasing Power Parity (PPP) puzzle
he pointed out the difficulties in building models able to account for exchange rate
dynamic. In his 2000 paper with Maurice Obstfeld, he tackled 6 puzzles in
macroeconomics and showed how transportation costs could offer a common
explanation. In “Foundation of International Macroeconomics”, the first comprehensive
graduate text book on international macroeconomics, coauthored with Maurice Obstfeld
and published in 1996, he provided the first micro-founded model aiming at replacing the
traditional Mundell-Fleming approach for policy analysis of open economies. In the
monetary policy area, his 1995 paper on the benefits of hiring a conservative central
banker has shaped the design of central banks in the world.

In the literature on sovereign debt, his 1999 paper with Jeremy Bulow challenged the
idea that a country’s reputation for repayment could sustain international lending and
borrowing to a small country, and concluded that lending has to be supported by direct
sanctions available to creditors. Another paper with Jeremy Bulow, “The Buyback
Boondoggle”, showed how debt buybacks might offer a better deal for creditors than for
debtors. In fact, it is usually argued that debtors should take advantage of fire sales in
the secondary markets to reduce their debt burden. However, the country doing the
buyback pays the market price equal to the average value of the debt while the
reduction in the value of the country's obligation reflects the marginal value of the debt,
which is likely much below the average value of the debt. As a result, the purchase may
do little to alleviate the debt burden. 
Finally, Helene Rey noted that the recent and very timely book with Carmen Reinhart
entitled “This Time is different: Eight Centuries of Financial Folly” represents the
conclusion of a long period of work on financial crises.

  

In his acceptance speech, Kenneth Rogoff thanked
his coauthors Jeremy Bulow, Maurice Obstfeld,
Carmen Reinhart, his professors, Stanley Fischer,
Rudi Dornbusch, and his colleagues, expressing his
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honor in receiving this important prize.       
 

Laura Moretti (CFS)

The prize, awarded every two years and established by the Center for Financial
Studies and Goethe University in 2005, aims to honor an internationally renowned
researcher who has made influential contributions in the fields of finance, money and
macroeconomics, and whose work has led to practice- and policy- relevant results.
It is sponsored by the Stiftungsfonds Deutsche Bank im Stifterverband für die
Deutsche Wissenschaft*, a charitable foundation, and carries a cash award of
€50,000.

The nomination process was extensive and involved a total of 3800 economists from
universities, central banks and research centers from 60 countries who made 480
nominations. It was up for the Jury, to select the prize winner during a long meeting
in January 2011. The  Jury itself consisted of leading international experts thereby
ensuring exceptional academic standards are maintained and enhancing the
credibility and reputation of the prize.

The previous recipients of the prize were Eugene Fama of the University of Chicago
for “developing and investigating the concept of market efficiency – a cornerstone in
the area of finance”, Michael Woodford of Columbia University for his fundamental
contributions to “the theory and practical analysis of monetary policy” and Robert
Shiller of Yale University for his “pioneering research in the field of financial
economics, relating to dynamics of asset prizes and their metrics”.

* Deutsche Bank Donation Fund in the Donor's Association for German Science 

For further information on the DB Prize please click on the following link: 
www.db-prize.org 
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The scientific symposium "Global perspective on the financial crisis" aimed at
covering the various, but interconnected aspects of Rogoffs´ research. 

Keynote Lecture: “The Role of the Central Bank in a Financial Crisis”

Stanley Fischer, Governor of the Bank of Israel, in his
keynote speech on “The Role of the Central Bank in a
Financial Crisis” reviewed different monetary policy regimes,
focusing on the recent development of flexible inflation
targeting, which has gained the support from central bankers
and academics as the best approach to monetary policy. In a
flexible inflation targeting regime the main goal of monetary
policy is to maintain price stability and, when not in conflict
with the primary mandate, to support other goals of
government policy, such as economic growth, full
employment, and to contribute to financial stability. 

The presence of an inflation target makes a large difference
to the behavior of the central bank because it offers an
objective criterion by which it is judged by politicians, the
press, the public at large and labor unions in particular if the
objective is missed. In pursuing its primary goal, the central
bank must be granted independence, within the context of democratic accountability,
and should be transparent, which is why inflation reports, monthly reports and minutes
are usually published. Fischer pointed out that the recent suggestion to raise inflation
targets in order to deal with the current situation is not feasible because it would destroy
the regime’s credibility, as measured by the fact that inflation expectations in a 5-10
year horizon are close to the target. Moreover, he argued that exchange rate
interventions are possible when there is a concern for price stability or output, and they
can be implemented in a small open economy, preferably when there is pressure for
appreciation. 
On the final issue of financial stability, central banks, as lenders of last resort, are

 GO BACK
Return to Newsletter

Editorial

01 Prodigal Italy Greece
Spain?

Events

01
DB Prize 2011: Award
Ceremony in honor of
Kenneth Rogoff

02
DB Prize 2011: CFS
Symposium in honor of
Kenneth Rogoff

03 Is the Euro Zone on its
Way to Fiscal Union?

04 CFS Visitors Program -
Pistaferri

05 Krugman’s Perspective on
the Crisis

06
IMF Post-Annual
Meetings Policy
Discussion

07
International Conference
on Payout Policy –
Foundations and Trends

08 MONFISPOL – Final
conference

09 CFS - EIEF Conference on
Household Finance

 

 

 



DB Prize 2011: CFS Symposium in honor of Kenneth Rogoff

http://scnem.com/a.php?sid=2jpi6.80o7kq,f=5,n=2jpi6.80o7kq,p=5,artref=2362207,l=2mmj9r.1a7ihb4[18.10.2012 14:59:20]

supposed to intervene in the case of a liquidity crisis. However, many crises start as
liquidity crises and end up in a solvency crises. Central banks usually act as a lender of
last resort to the banking system, but, in the case of systemic important institutions, it
might act also with respect to other institutions. However, the broader the lender of last
resort function provided, the greater the moral hazard issues and the more caution
supervision is needed. In fact, central banks are usually supervisors of the banking
system but rarely of the entire financial system. The central bank can act as a lender of
last resort because it has a balance sheet that can expand and contract very rapidly
without political approval. However, when making these interventions the central bank
can incur in losses that might damage its reputation.

Plenary Lectures
Marc Flandreau, Professor of International
Economics and International History at the Graduate
Institute of International and Development Studies in
Geneva, reviewed Professor Rogoff’s contributions as
a theorist and as an economic historian. “This time is
different”, the recent book coauthored with Carmen
Reinhart, is a major contribution to economic history,
an contains a rich analysis of the interaction between
theory and history, theory and empirics at its very
best. 

 

Jeremy Bulow, Professor of Economics at the Graduate
School of Business, Stanford,presented a proposal for
market-based financial bank capital regulation, jointly
developed with Jacob Goldfield and Paul Klemperer. He
emphasized how the limits of the regulatory system became
clear during the financial crisis, noting that Tier 1 capital
ratios were similar for “crisis” and “non-crisis” banks. For
instance, Lehman, just two weeks before filing for Chapter
11 bankruptcy protection, had a Tier 1 capital ratio of
11.2%. Moreover, the limits of regulation are evident from
banks’ ability to move assets from in and out of fair value
accounting and avoiding market- to-market. 
But, regardless of whether the market is right or wrong, it
provides an accurate measure of confidence in the
institution. Indeed, if a firm is well capitalized on a market
value basis, it will not go bankrupt and if a firm is required
to raise additional equity because of a market-determined
regulatory requirement there is no adverse information in
the capital raise. In more detail, they suggest that liabilities which cannot bear risk are
fully collateralized by liquid assets in a bankruptcy-remote subsidiary, while all
unsecured debt categorized by the firm as risk-bearing must be convertible into equity at
a formula price based on current stock price. 

Keynote Lecture: “Sovereign default: theory versus practice”

Deutsche Bank Prize winner Kenneth Rogoff,
in his lecture “Sovereign default: theory versus
practice” presented both the theory and
empirical evidence on sovereign debt. He
reviewed stylized facts about cycles of
sovereign default since 1800 and warned that
after a wave of international banking crisis,
there is typically a wave of sovereign defaults
and the growth level is slow to recover. 
Rogoff then introduced the main theoretical
explanations of the reasons why a country
repays its debt, starting from the popular
theory based on reputation developed by Eaton
and Gersovitz, which claims that countries
repay their debt in order to maintain reputation to access the markets in the future. This
mechanism was seen as the only possible to sustain debt in the absence of international
law and of an enforcement mechanism. Bulow and Rogoff showed that there are
fragilities in this approach because reputation cannot sustain international lending in a
small open economy in the absence of direct sanctions. However, while little can be done
to a country that defaults on its debt, its exposure to international trade and its links to
the international banking system gives creditors some leverage. Finally, there is the idea
that debt default does not only tarnish a country's reputation on debt repayment but
also interferes with trade and foreign policy. 
Finally, Rogoff illustrated the debated idea of discounted debt buybacks with the case of
Bolivia in 1988. Based on a work with Jeremy Bulow, he showed that, even though it was
considered at the time a great success because it reduced the face value of the debt by



DB Prize 2011: CFS Symposium in honor of Kenneth Rogoff

http://scnem.com/a.php?sid=2jpi6.80o7kq,f=5,n=2jpi6.80o7kq,p=5,artref=2362207,l=2mmj9r.1a7ihb4[18.10.2012 14:59:20]

 

T. Mayer, P. Bacchetta, K. Rogoff, C. Borio, O. Issing (l. to r.)

almost one half, since the price of the debt almost doubled, the total market value
remained the same. 

Expert Panel: “Challenges for Policy and Academia: Risk, Financial Stability and
Regulation.”

The symposium ended with a
panel discussion, chaired by
Ester Faia, Professor of
Economics at Goethe University,
on “Challenges for Policy and
Academia: Risk, Financial
Stability and
Regulation.”Participants included
Philippe Bacchetta, Professor
of Macroeconomics at the
University of Lausanne and
research fellow of the Centre for
Economic Policy Research
(CEPR, London), Claudio
Borio,Deputy Head of the
Monetary and Economic
Department at the Bank for
International Settlements,
Otmar Issing, CFS President
and former member of the Executive Board of the ECB, and Thomas Mayer, Chief
Economist of Deutsche Bank AG. 

Philippe Bacchetta focused on the challenge of policy and academia facing a financial
crisis. He noted that policy makers do not fully understand academics, and academics do
not have a full understanding of reality yet. The case of sovereign debt crisis is an
illustrative example, in fact, it was easy to predict and some mechanisms are fully
understood. The fact that Greece was not solvent has been clear for a while but policy
makers seemed to ignore it, making it difficult to entertain a further dialog on other
issues. However, academics may not fully understand, for example, the explosion in risk
and uncertainty, one of the major features of the recent crisis, the change in risk
perception and consequently the appropriate policy measures to suggest. 

Claudio Borio discussed challenges when dealing with a slump after a financial bust.
The traditional view is that monetary policy should be very aggressive, cutting interest
rate to zero and keeping it as low as possible until inflation reemerges. While an
aggressive response is a critical part of crisis management, in the crisis resolution other
policies have to be implemented, in particular balance sheets repair and restructuring. 
Unfortunately, current models do not provide any guidance because they do not assign
any role to financial distortions in boom and bust, and there is no recognition that
financial cycles are much longer than business cycles. As a result, monetary policy is less
effective and has larger side effects than sometimes recognized. He concluded with the
observation that monetary policy can gain time, but it cannot solve the underlying
problems and that a more symmetric approach to monetary policy over the financial
cycle is needed in order to lean against financial imbalances even when inflation remains
under control. 

Otmar Issing analyzed the lessons learned by central banks from Kenneth Rogoff’s
work. In particular, he focused on the concept of conservative central banker and its
evolution in the concept of inflation targeting around the world and in the definition of
the ECB strategy. In fact, while now almost all central banks have a target of inflation, in
the sense that they want to achieve low and stable inflation, the full fledged inflation
targeting approach with an inflation forecast target is more ambitious and more difficult
to define. The ECB’s two-pillar approach was less elegant than inflation targeting and not
easily representable in a single model, but more robust. Moreover, the ECB strategy
embodies the full information approach in the sense that takes into account not only all
the relevant information but also the various possible interpretations of the information.
This strategy reduces the risk of policy errors caused by relying on a single indicator or
model. 

Finally, Thomas Mayer emphasized how also practitioners during the financial crisis
turned to economic history and to Reinhart and Rogoff’s book because traditional finance
and macroeconomics provided few lessons. There were two main limits of traditional
finance and macroeconomics theory: the illusion of measuring risk under the (faulty)
assumptions that risk is normally distributed, and the impossibility of predicting risks to
financial stability in a world driven by rational expectations and efficient markets.
However, in a world in which people are not always rational and markets can present
inefficiencies, the traditional macro models collapse. 

The conference organizers are particularly grateful to Sabine Kimmel, CFS Managing
Director Communications, whose superb organizational skills and ability to deal with
unexpected complications and impossible deadlines made the symposium possible.

Laura Moretti (CFS)
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 13 December 2011 
Frankfurt

Otmar Issing, President of the Center for
Financial Studies, concluded this year’s CFS
Colloquium Series on the “Relationship
between State and Financial Markets”,
sharing his views on the European debt
crisis. He focused in particular on the EU
summit at the beginning of December.

Issing began his speech with a short
discourse on the political controversies that
have erupted recently in Europe which many
thought had been overcome once and for all
after years of peace and prospering
economic development. On the one side,
negative stereotypes of Mediterranean idlers
–  Greeks in particular – persist; on the
other side, demands for fiscal austerity in
many countries provoke discontent in the
general public and are broadly regarded as a
Teutonic dictate imposed upon them. 

Issing asked how it could have come that
far, bearing in mind that the problem which
Europe currently is facing is only a monetary
one. Yet, Angela Merkel herself has
repeatedly declared that “If the euro fails,
Europe fails”. Already in 1991 Germany’s

former Chancellor, Helmut Kohl said that “political union is indispensable to the
economics and monetary union”. 

Before going into more depth about the road to fiscal union, Issing stressed two points
that had contributed to the poisoning of the current debate. 

First, there is the argument that Germany has benefited the most from being in the euro
zone, and might even have benefited at other members’ costs. In a currency union,
Issing argued, actually all parties benefit, also those EU countries that did not adopt the
euro and even the greater world economy. Furthermore, before undergoing considerable
adjustment measures, Germany actually faced similar problems to the ones many
European countries are confronted with at the moment. Second, the common practice by
politicians, economists and commentators to dub those that criticize the violation of the
Stability and Growth Pact and other undesirable developments as anti-European also
considerably poisons the debate. Just having an unreflective amount of euphoria for
“more Europe” is not in itself a feature for being a “better” European. 

Issing then went on by emphasizing the importance of understanding the causes of the
European debt crisis, criticizing that many proposals to resolve the crisis lack an
adequate analysis of these causes. From the start, the euro zone was not an optimal
currency area but rather an experiment with numerous shortcomings, Issing explained.
These shortcomings did not evaporate but strengthened over time. This can be observed
in four areas. 

Right from the start, the decoupling of price and wage spirals made the levels of
competitiveness diverge which could not be accommodated any further by exchange rate
adjustments and national central bank policy. Second, in some countries substantially
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lower real interest rates compared to earlier times caused bubbles, most prominently in
the real estate sector. The ECB could not react, and the governments did not react, the
result of which meant a proper boom-and-bust cycle causing severe problems in the
financial sector, with some institutions even defaulting. Third, the Stability and Growth
Pact was supposed to control and – if necessary – sanction the member states’ fiscal
policy on the European level. It failed, however, miserably, when in 2002/2003 Germany
and France prevented sanctions to be imposed upon them, thus breaching the pact.
Fourth, great parts of the banking sector being at risk unveiled the weaknesses in the
regulation and supervisory of financial institutions. 

Having emphasized that fiscal consolidation was to be supplemented by structural
reforms and growth enhancing measures in order to resolve the crisis, Issing turned to
the issue of a European fiscal union stating that it could equally be only helpful if there
would be a shared understanding of its meaning. According to Issing, a fiscal union is a
country or a federation of countries that agrees to have a common tax, levy and public
spending system. Hence, a “Europeanization” in the pivotal area of public governance
demonstrates that there cannot be a fiscal union without a political union and that, vice
versa, the “political union eo ipso entails a fiscal union as an indispensable part”. A
transfer union would adopt merely one part of a fiscal union, ignoring the rest, while the
process would also lack democratic legitimization. 

With regards to the EU summit in December, Issing talked about the three most
important economic measures. The first measure, the tightening of the fiscal rules, will
translate, on the national level, into debt breaks allowing member states to run a
structural deficit of not more than 0.5 per cent of GDP. An automatic correction
mechanism will be triggered in the event of deviation. On the European level, the
economic and budgetary surveillance mechanism will be strengthened by tightening the
Stability and Growth Pact. From now on, consequences would set in automatically unless
a qualified majority is opposed. As a second measure, the EU will work on moving
towards a stronger fiscal integration, in line with the process already formulated in the
area of a common economic policy. The third measure concerns the rescue funding
mechanisms. The leverage process of the European Financial Stability Facility (EFSF) will
be accelerated, while the European Stability Mechanism (ESM) will be introduced in July
2012, six months earlier than originally planned. The member states also look at ways to
enhance the firepower of the IMF with the provision of an additional 200 billon euros. 

Issing said that it was particularly worth noting what the heads of states and
governments had not decided at the summit. Obviously, Eurobonds are a prominent
example. According to Issing, they will come up again in the debate, given the
continuing fascination for Eurobonds among many countries. Issing also welcomed the
fact that the member states had decided not to give the rescue funds a banking license,
thus preventing them from refinancing themselves via the ECB. In this respect he
criticized the increasing number of people – economists, especially from the English
speaking world, as well as financial players and European politicians – arguing for the
“big bazooka” as a panacea whose announcement itself would sort out all problems
immediately. 

Issing expressed his concern about the decision of the heads of state and governments
that, in case the resources of the rescue funds would be employed, there would be no
more private sector involvement, predicting that the markets would not believe the “no-
bail-out clause” to be valid also in the future. This would mean that the control of the
member states’ public finance by the markets was ruled out, leaving only the political
control. 
The question whether Europe would be in a better condition if the euro had not been
introduced, Issing admitted, is difficult to answer. Despite all its shortcomings, the
financial crisis combined with volatile foreign exchange markets could have turned out to
be an explosive combination, leaving the European single market and economy possibly
in a dire condition. Issing said that the current crisis could also turn out to be a chance
for pushing through reforms that are long overdue. 

Whether the decisions of the December summit will bring about the necessary change, is
still unclear. 26 out of 27 countries have agreed upon measures to ensure a more solid
fiscal policy In order to enshrine those fiscal measures in European law, a number of
legislative problems will arise. A change of the European Treaty would face many risks,
one of them the fact that  the independence of the ECB could be at stake, given that
there are already plenty of proposals to constrain its independence and extend its
mandate to one that is more similar to the Fed’s. 

Issing warned that if amendments to the treaty are not pushed through, many would try
to get there through the back door. The attempt to slither into a fiscal union via a
transfer union could be fatal for the political coherence of the currency union. In
addition, the cry for so-called ”Stability bonds” and an increasing size of – and also joint
liability of – the rescue funds would only get louder in the next crisis. 

In line with this are the attempts to increasingly include the ECB in all sorts of
operations, in order to rescue the euro. As an example, Issing criticized the mistakenly
used concept of “Lender of last Resort” as an explicit guarantee of government debt.
Taking in account what this would do in terms of moral hazard, Issing concluded that
once the ECB would turn into a money printing machine, the reforms in the various
member states would come to a sudden end. 

He concluded by arguing that the defects in the new construction become fully visible, if
one realizes that the legislation itself is a product of political will. At the December
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summit, the member states decided to rule out the control over their public finance
policy by the markets. But how credible is the pledge to prevent familiar misconduct by
new, stricter regulation, if the old regulation was poorly respected?

Florian Hense (CFS)
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CFS Visitors Program - Pistaferri

 Visit and Seminar by Professor 
Luigi Pistaferri (Stanford University) 

14 – 18 November 2011 
 

During his one week visit to Frankfurt, in the
context of the new CFS Senior Visitors Program,
Professor Luigi Pistaferri from Stanford University
gave a three session mini-course at graduate level,
and a research seminar on the topic of “Household
Consumption, Income, Labor Supply, and
Retirement”. Doctoral students from Goethe
University, as well as graduate students and
researchers from 16 different institutions, including
ECB, Deutsche Bundesbank and Deutsche Bank
Research, participated in the mini-course.
Pistaferri’s was the second visit arranged under the
CFS program, following the visit of David Yermack
(NYU) earlier in the year. 

Pistaferri’s first session focused on different
theories of consumption behavior. As an
introduction, Pistaferri emphasized key aspects of
the Life Cycle Hypothesis (LCH) on consumption,
comparing it to the Permanent Income Hypothesis.
He went on to derive and discuss important
empirical implications: 1) Individuals attempt to
intertemporally smooth the marginal utility of

consumption. 2) Young workers should accumulate resources for retirement, and hence
have an adequate amount of resources at retirement. 3) The elderly should dissave,
using up their accumulated resources at a rate that leads to zero wealth at the end of
their lifecycle, in the absence of bequest motives. 

Testable implications of modern theories of consumption behavior were scheduled in the
second session of the seminar. A self-insurance model was introduced, in which
individuals can smooth consumption against shocks only using their own resources, such
as savings, and labor supply. Pistaferri showed that there is no detectable change in
smoothing and insurance opportunities; the suggested interpretation is the increased
variance of transitory shocks. Finally, Pistaferri stressed that financial integration
requires a degree of harmonization in national regulations, enhancing domestic financial
development and the entry of foreign intermediaries in less financially developed
countries. He also noted the limited spread of financial sophistication among households.

In the last session, Pistaferri underlined
the importance of the labor income
process, the theoretical and empirical
characterization of income risk, as well as
labor supply as an insurance device.
Models of the earnings process and
random growth were explained with
empirical examples and linked to the
issue of the extent of insurance and the
link to information. Pistaferri suggested
that nobody believes in full insurance but
perhaps there is more insurance than
predicted by the models. More broadly,
identification of information requires
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taking a stand on the structure of (formal
and informal) credit and insurance
markets. What looks like a “lack of
information” may be a “liquidity
constraint” in disguise, where consumers
respond excessively to negative
transitory shocks. Pistaferri stressed a
main theoretical insight, namely that
there is precautionary saving and
precautionary labor supply, and that
assets are used to smooth consumption
over periods of unemployment or low

productivity. After reviewing recent contributions, Pistaferri closed the session by
discussing the equilibrium allocation of resources. He illustrated two examples, private-
information Pareto optimal equilibrium, and limited- commitment equilibrium, thus giving
an interesting impulse for future research. 

Lulu Wang (CFS)
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Krugman’s Perspective on the Crisis

 10 November 2011 
Frankfurt am Main

 

On November 10th, the Center for Financial Studies, in co-operation with the House of
Finance and Union Investment, organized an informal discussion session with Nobel Prize
winner Prof. Paul Krugman and students from Goethe University Frankfurt. In this
session, chaired by Prof. Ester Faia, different topics related to the crisis were discussed,
among these the sources of financial instability, the role of monetary policy and global
aspects of the financial crisis.

Ester Faia opened the discussion by
pointing at the recent worries about a
possible break-up of the euro and the
role of leadership, raising the question
how the current situation in Europe can
be compared with the U.S. in its start
as a currency union. In his reply,
Krugman went back to 1999, when
Europe roughly had a balanced current
account. After the introduction of the
euro, there was a very large internal
capital flow heading south within
Europe. This however stopped when
the financial crisis hit the continent. In
order to adjust this imbalance, two
things have to happen according to

Krugman: a switch of spending and a change of relative prices. Many observers strongly
advocate that the ECB should act as lender of last resort on an enormous and invisible
scale and follow a moderate inflationary policy for Europe. Krugman however doesn’t
know whether this is going to happen. In his comparison of the euro zone to the U.S.,
he stated that the currency union of the U.S. (more or less) works because of fiscal
integration, extremely high labor mobility and an integrated set of financial backstops. 

In the following Q&A session, one of the students asked how we can be sure that
interventions by fiscal authorities are preferable to the invisible hand, given that market
participants are subject to behavioral bias. Krugman answered that the main issue is not
the irrationality of market participants but rather the known market failure it caused.
One can argue that there are multiple equilibriums. In fact, behavioral economics must
be supplemented by behavioral political economy and the debate is mostly in terms of
more or less rational players on both sides who have different constraints and different
opportunities. In this way, Krugman hopes that policy makers will have the chance to do
what the market cannot provide. 

The next question was related to the immense growth of the financial sector. In light of
the financial crisis, it seems that a lot of profits are not really value-added but based on
the expectation of future payoff streams. The question is how to measure the value-
added of the financial sector and how to ensure that money which stays in the financial
sector is truly sustainable value-added. In his reply, Krugman was highly skeptical
whether the increase of the financial sector’s share in the economy is actually
economically desirable. According to him, this far going financialization of the economy is
a major issue. 
 

Further discussion resulted from
the proposal that central banks
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Krugman explaining

should declare financial stability
as an explicit goal, even though
it is a change in policy which is
hard to communicate to the
public. Krugman replied that the
argument for price stability as
main target for monetary policy
was reasonable about 5 years
ago, as long as central banks
were committed to a certain
level of low inflation. However, if
policy makers hold on to
inflation targeting until financial
instability arises, they will find
that monetary policy hits the
zero bound. Liquidity traps are
real and central bankers lack the
policy tools to respond.
According to Krugman, this is
the main reason why monetary policy should target financial stability. In the U.S., the
Federal Reserve has two mandates and sometimes they conflict. He added that the
history of central banking has been marked by a constant search for a simple rule that
will serve its purpose all the time. Nevertheless, today’s central banks need to serve
multiple goals, and as their mandate becomes more complex, the idea of political
independence of central banks becomes more problematic. Replying to a related
question concerning the boundary between monetary and fiscal policy, Krugman stated
that we definitely see a blurring between both, which has caused central bank
independency to be compromised to a certain extent. This independence, however, is not
a key principle of central banking, Krugman said. Having central banks standing aside
from - in someway above - politics is a relatively recent phenomenon, in response to the
inflation in the 1970s. This principle however is no longer appropriate. 

Discussing the topic of rating agencies and the possible benefits from having a European
agency, Krugman stated that credit ratings are obviously a public good. According to
Krugman, ratings should be publicly funded, an option which is never considered. We
rely on a system where organizations pay for their rating, so that moral hazard is very
high. An alternative proposal would be that rating agencies remain private, whereby
firms seeking to be rated would be randomly assigned to a rating agency. Krugman
considered a truly independent European rating agency a desirable but surely not
realistic prospect. It is known that rating agencies have a systematic foreign bias,
applying tougher standards for foreign ratings. Therefore, he said, some might have
been pleased to see that, despite a home bias, S&P downgraded the U.S. government
credit rating. 
  
A last question concerned the current monetary policy of Latin American and other
emerging countries. Krugman advised to let Latin American currencies not rise. Brazil, for
example, should act as a locomotive for the rest of the world. He sees the Chinese policy
stance as rather destructive, both internationally and domestically. The Chinese
government is simultaneously keeping its currency undervalued - which is bad for the
rest of the world - and trying to deal with the inflationary pressure via financial
repression and price control. The basic line should be the attempt to strike a balance
between these two “evils“.

Lulu Wang (CFS)
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IMF Post-Annual Meetings Policy Discussion

 4 October 2011 
Frankfurt am Main 

 

On September 23-25, the 2011 Annual Meetings of the IMF and World Bank took place
in Washington D.C., where 187 countries gathered to focus on the economic crisis and
the world economic outlook. One week after, on October 4, CFS and Johannes Gutenberg
University Mainz jointly hosted a Post-Annual Meetings Policy Discussion at the House of
Finance. Emmanuel van der Mensbrugghe (Director of the IMF Offices in Europe),
Jan Krahnen (CFS and Goethe University Frankfurt) and Beatrice Weder di Mauro
(Johannes Gutenberg University Mainz) joined the panel discussion, attended by
professors, researchers and Ph.D. students. 

After the introduction by Professor Krahnen, Emmanuel van der Mensbrugghe gave an
overview of the IMF’s outlook and action plan from the past Annual Meeting. He admitted
that the economic outlook is rather negative and that “the global economy has entered a
dangerous phase”. A main obstacle for global recovery is currently the shrinking in real
production. According to the IMF’s latest forecasts, the global growth is projected to slow
down to 4 percent this year and next year, while the advanced economies will manage
only an anemic growth of 1.5 to 2 percent. In addition, risks are piling up: weak growth,
weak balance sheets – of governments, banks, and households - and a weak political
commitment create a vicious circle with a large downside risk. While the lack of
confidence in the euro is shaking Europe, the uncertainty in the United States remains
huge. There is a definite sense of urgency, according to van der Mensbrugghe. “And
what makes the situation even more pressing is that the uncertainty has implications for
every country”, he said. 

He continued with the shared diagnosis by the IMF and the Worldbank. The first priority
must be to address the vicious cycle of weak growth and weak balance sheets. In the
opinion of IMF, the main challenge for the U.S. is to adopt a credible strategy to reduce
the fiscal deficit over the medium and long term, deal with high unemployment, and
relieve pressure on overly-indebted households. For Europe, the main target is to
resolve sovereign debt and strengthen bank capital in a synchronized effort. When it
comes to the emerging markets, van der Mensbrugghe emphasized that approaches
must be country-specific. Countries with external surpluses should rely more on
domestic demand and those with current account deficits should take actions to ward off
overheating. 
 

The third point of his speech put
forward actions that are needed
to combat the spreading of the
world crisis. Van der
Mensbrugghe called on policy
makers to show “exceptional
vigilance, coordination and
readiness to take bold action”.
The statement implies many
issues. First, fiscal policy must
“navigate between undermining
credibility or undercutting
recovery”. Advanced countries
need fiscal consolidation but the
pace must neither be too
hesitant nor too hasty. Second,
monetary policy should remain
accommodative and central
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banks should stand ready to take unconventional measures when needed. Third,
financial reform is crucial, as well as a stronger and more consistent financial regulation.
Fourth, structural reforms should be implemented in a timely manner to boost
competitiveness and growth. At the same time, we must pay attention to the social
dimension. Van der Mensbrugghe concluded that “in the Euro area, the EFSF (European
Financial Stability Facility) is created to deal with insolvency while the ECB focuses on
liquidity”, and although policy is under pressure, “we should not rely on market discipline
alone. A minimum level of fiscal integration is needed”. 

In his reply, Krahnen addressed the priorities in the “List of Actions” from the IMF. He
asked what the big choices are – Stimulating growth and/or restructuring financial
system – and where priorities have to be set. Should priority be given to credibility or to
growth? Van der Mensbrugghe responded by fiscal monitoring should go hand in hand
with structural reform. Meanwhile, the IMF will support member countries as they take
actions. Professor Weder-di Mauro then commented on the stability assessment of the
IMF and its future role in the Euro area. 

The audience raised several questions regarding the IMF’s progress in promoting local
regulation; the dominance of financial market confidence over recapitalizing banks; its
focus on U.S. markets, and the idea of making a clear cut between liquidity and
insolvency. Van der Mensbrugghe stressed that “‘the Action Plan’ by the IMF is to make
the economic analysis and policy advice more effective”. The IMF will continue to
strengthen its lending toolkit and global financial safety net, and continue to provide
technical assistance. 

Beatrice Weder-di Mauro and Jan Krahnen both summarized the discussion and the
audience’s comments. Krahnen closed the panel by inspiring the participants to reflect on
how to get the investors’ interest in purchasing government bonds back and how to
reduce sovereign debt.

Lulu Wang (CFS)
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International Conference on Payout Policy –
Foundations and Trends

 

1 July 2011 
Bergische Universität Wuppertal

  

Payout policy is one of the most intensively researched topics
in corporate finance. And yet many fundamental questions are
still awaiting a definite answer. 
Therefore, the aim of the conference was to shed further light

on foundations and actual trends in payout policy. The conference was co-organized by
Christian Andres (WHU – Otto Beisheim School of Management), André Betzer
(University of Wuppertal), and Erik Theissen (University of Mannheim and Center for
Financial Studies). The conference was held on the premises of the University of
Wuppertal on July 1, 2011. The audience was a stimulating mix of academics with an
outstanding expertise in payout policy from all over the world. 

After a short welcome address delivered by Michael Scheffel, prorector of the
University of Wuppertal, the first presentation was given by Jacob Oded (Tel Aviv
University and Boston School of Management). He presented new evidence on how U.S.-
firms execute their open market repurchase programs. Even though repurchases have
certainly gained in importance over the last three decades, relatively little is known
about how firms effectively buy back their own shares. The major reason for the lack of
research on this topic is the fact that firms were not obliged to report actual repurchases
neither on a regular nor a standardized basis until the amendments to SEC Rule 10b-18
in 2004. This study is one of the first studies investigating actual repurchases based on
the new SEC filing standards. The main results are that the repurchase frequency, the
average repurchase price, and post-repurchase stock returns significantly differ for small
and large S&P 500 firms. Small firms repurchase less frequently than large firms and buy
back their own shares at bargain prices. Moreover, repurchases are followed by
persisting positive abnormal returns. In contrast, large firms repurchase their own shares
on a regular basis and at market prices. This indicates that small firms repurchase
strategically, whereas large firms primarily utilize repurchases to disburse cash to their
shareholders. 

Due to the fact that most developed countries liberalized share buybacks only in the late
nineties, most empirical findings are based on U.S. data. Nevertheless, it is important to
analyze if recent findings also apply to other countries that substantially differ with
respect to the quality of corporate governance and regulation. Alberto Manconi (Tilburg
University and CentER) presented a cross-country study on this topic. As in the U.S., a
repurchase announcement is followed by an immediate positive market reaction as well
as a long-run positive drift in returns. The paper empirically investigates which factors
are able to explain cross-country differences in the short and long-run market reaction
to stock repurchase announcements for 31 countries. According to the authors’ main
hypothesis, the market response to a repurchase announcement should be affected by
the quality of corporate governance. Applying different measures of the corporate
governance quality they find a positive relation between the quality of corporate
governance and announcement returns. Additionally, the authors provide evidence that
the firms’ ability to time the market depends on the specific repurchase regulations. For
firms located in countries with weak regulatory environments, they find significantly
lower pre-announcement returns indicating that these firms are possibly able to time the
market. 

In his presentation, Dale W.R. Rosenthal (University of Illinois) provided an empirical
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analysis of the buyback activity during the financial crisis. Since the financial crisis
induced an exogenous shock to most firms’ profitability, it is an interesting natural
experiment to assess the validity of classical hypotheses about share repurchases. Even
though there is some heterogeneity in the adjustment of payout policy across firms
during the financial crisis, the financial flexibility hypothesis is highly rejected given the
empirical findings of this study. Against the expectation that firms should completely
suspend their repurchase activity before they cut any dividends, a non-negligible number
of firms instead increased their repurchase activity during the financial crisis. Moreover,
these repurchases where financed by the issuance of additional debt, which was an
expensive source of financing when credit markets dried out in the wake of the financial
crisis. While these observations are puzzling and challenge many hypotheses about
repurchases, they are in line with the idea that repurchases are used as a takeover
deterrence mechanism. 

Previous studies investigating the effect of pyramidal holdings on payout policy
particularly highlight the wedge between the cash-flow and voting rights induced by this
specific control structure. By making the assumption that holding companies are all
equity financed, these studies neglect an important aspect of pyramids that potentially
affects payout policy: leverage within pyramids. Uli Hege (HEC Paris) addressed the
economic consequences of leveraged pyramidal holdings and its relationship to payout
policy. By levering up pyramidal holding companies, controlling ultimate owners can
increase their personal exposure to leverage relative to that of minority shareholders.
The authors hypothesize that the use of debt in holding companies leads to a higher
demand for dividends by the ultimate controlling shareholders in order to service their
creditors. The authors find support for their hypothesis in a panel data analysis based on
a comprehensive panel of exchange-listed French firms. Overall they show that dividends
increase with the wedge between control and cash flow rights. They conclude that the
decision to use leverage in pyramidal holding companies is not neutral. It affects the risk
profile of the residual cash flows received by the ultimate controlling shareholder.
Dividends received from the bottom company, in addition to being shared with minority
equity holders, must also service debt in the pyramidal structure. The discussant of the
paper suggested that the decision where to allocate debt within the pyramid is another
important question for future research. 

The quality of investor protection and the tax burden on dividend payments are often
tested in empirical studies on dividend policy. However, instead of investigating the joint
impact of these two factors on dividend policy, prior studies included taxes and the
quality of investor protection separately. Therefore in the 3rd session, Meziane Lasfer
(Cass Business School) presented a paper which considers the impact of investor
protection on dividend policy in the presence of taxes. It has been argued that dividends
are a means to protect minority shareholders from expropriation by large shareholders
(La Porta et al. 2000). However, this is costly when taxes on dividends are high relative
to taxes on capital gains. The results indicate a different impact of taxes on dividend
policy for countries with low and high investor protection. If investor protection is low,
taxation is of minor importance for dividend policy and investors accept high dividends
even in the presence of high dividend taxation. On the other hand, however, in countries
with high investor protection shareholders weigh up the tax costs of dividends and the
benefits of reduced agency costs. In those countries, investors would accept dividends
only if the benefits of reduced agency costs exceed the tax costs of dividends. 

In addition to the tax status, the identity of the controlling shareholder and the
concentration of ownership are additional potentially important determinants of dividend
policy. The evidence on the impact of controlling shareholders and their impact on
dividend policy outside the U.S. and the U.K. is sparse. Marc Goergen (Cardiff Business
School and European Corporate Governance Institute) presented an empirical analysis on
this topic for German firms. The results suggest that in contrast to theoretical predictions
the concentration of ownership does not have an impact on dividend policy. However,
the results suggest that dividend policy depends on the type of the controlling
shareholder. Whereas family controlled firms have the highest dividend payouts, bank
controlled firms have the lowest dividend payouts relative to all other firms. It appears
that the tax status of the controlling shareholder does not seem to have an impact on
dividend policy. Family firms (which paid high dividends) had a preference for capital
gains over dividends for the entire sample period considered in the paper. Thus, the high
dividend payments of family firms cannot be explained by tax motives. 

The conference continued with a paper about the impact of taxation on the evolution of
aggregate stock ownership. While the topic of the paper is not about dividend policy per
se, it entails important implications for the long-term effects of taxes on dividend policy.
Aggregate stock ownership has undergone a radical change since World War II; namely
direct stock ownership by households has largely been replaced by indirect stock
ownership by financial institutions. The paper presented by Kristian Rydqvist
(Binghamton University and CEPR) analyses the impact on the tax code of aggregate
stock ownership for eight countries and a time period of sixty years. Consistent with the
idea that the tax code has shaped aggregate stock ownership the fraction of household
ownership decreases fast during the high-inflation period of the 1960s, 1970s, and
1980s in those countries in which effective taxation of dividends was high and nominal
stock prices increased. In addition to that, mutual funds became important as they got
included in the tax-favored private retirement system through the 401(k). 

Last but not least, Janet D. Payne (Texas State University) presented a paper about
dividend signaling by newly public firms. Due to the fact that managers are extremely
conservative with respect to their firms’ dividend policy and averse to initiating dividends
due to the perceived inflexibility, dividend initiations are an interesting research topic.
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The paper primarily focuses on the dividend-signaling models to explain the decision to
initiate a dividend and the stock price reaction the announcement of this decision entails.
Alternative explanations (such as agency or tax considerations, clientele effects, or life
cycle arguments) are also taken into account. The empirical analysis supports predictions
of dividend-signaling models. Most importantly, firms initiate dividends when their total
cash needs exceed the supply of cash available from the firms’ operations - firms thus
start to pay dividends at a time when they need to raise additional capital. The authors
also find a negative relation between the probability of dividend initiations and the
riskiness of firms' assets. 

The high level presentations and stimulating discussions during the conference as well as
the positive feedback we received after the conference provide reliable evidence of a
successful event. Most papers presented at the conference are available for download on
the CFS website.

Erik Fernau and Markus Doumet (University of Mannheim)
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MONFISPOL – Final conference

 19 - 20 September 2011 
Frankfurt am Main 

 

On September 19th and 20th, 2011 the final conference of the MONFISPOL project,
organized by Volker Wieland and Ester Faia, took place at Goethe University
Frankfurt. The project had been supported by a three-year funding through the Seventh
Framework Programme for Research (FP7) of the European Commission’s Socio-
economic Sciences and Humanities (SSH) Programme.

The main goal of MONFISPOL was to provide the best tools and models for the analysis
of optimal fiscal and monetary policy in order to advance macroeconomic policy
evaluation and decision-making in a monetary union such as the European Union. From
the start the project was structured around two objectives that interact: (1) the
development of solid computational tools for solving, simulating, estimating and
comparing models, and (2) the conception of innovative macroeconomic models
considering optimal fiscal and monetary policy issues. The partners collaborating in the
project were Michel Juillard (CEPREMAP), Joseph Pearlman (Loughborough University),
Paul Levine (University of Surrey), Albert Marcet (London School of Economics), Volker
Wieland (Goethe University and CFS), Ester Faia (Goethe University) and Riccardo Girardi
(European Commission – Joint Research Centre). 

At the two-day conference, the consortium members presented the results of their work
conducted in the last three years. The topics discussed at the conference included
optimal monetary policy under imperfect information, the use of economic forecasting in
policy making, the transmission of monetary policy in the presence of financial risks, and
optimal fiscal policy when the government issues long-term bonds. In addition, new
computational tools for solving and estimating DSGE models with block decomposition,
and for identification analysis were presented. 

The participants were happy to welcome two distinguished keynote speakers. Professor
John B. Taylor from Stanford University opened the conference with his speech on “The
Financial Crisis and Macroeconomic Policy”. Mr. José Manuel González-Páramo,
Member of the Board of the European Central Bank, delivered the Policy Keynote speech
entitled“Monetary and Fiscal Policy in Times of Crisis”. 

All presented papers and discussions can be downloaded from the CFS conference
webpage.

Sebastian Schmidt (CFS)
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CFS - EIEF Conference on Household Finance

 6-7 October 2011 
Rome, Italy

The annual conference on household finance took place in Rome and was jointly
organized by the Center for Financial Studies (CFS) and the Einaudi Institute for
Economics and Finance (EIEF).

The morning session of the first day,
chaired by Luigi Guiso (European
University Institute and EIEF), was
dedicated to the liability side of
household portfolios, and to default and
bankruptcy. The first speaker, Manuel
Adelino (Tuck School of Business at
Dartmouth) presented a co-authored
project exploring the connection
between credit supply and house prices
by using evidence from mortgage
market segmentation. Exogenous
changes in the annual level of the
conforming loan limit are used as an
instrument for easier access to finance

and lower cost of credit. Contrary to the expectation that market conditions respond to
housing demand, the authors claim that easier access to mortgage credit has a
significant upwards effect on housing prices. The authors also find that loan to value
ratios around the conforming loan limit highly deviate from the common 80% norm,
which validates the fact that it is an important factor in the financing choices of home
buyers.

Satyajit Chatterjee (Federal Reserve Bank of Philadelphia) presented a new theoretical
framework about unsecured consumer credit that can be used to shed light on
consumption smoothing with respect to transitory income shocks, as well as to examine
the welfare consequences of legal restrictions on the length of time that adverse events
can remain on one’s credit record. In this framework, the lender learns from an
individual’s borrowing and repayment behavior about his type and encapsulates his
reputation for not defaulting in a credit score. Restricted credit following a default - e.g.
one at higher interest rates - arises from the lender’s optimal response to limited
information about the agent’s type and earnings realizations. Chatterjee showed that the
theory was tested and is broadly consistent with the way credit scores affect unsecured
consumer credit market behavior. 

In the next presentation, Bruno Ferman (MIT) gave his view on credit demand and
information disclosure based on a field trial with a large credit card company in Brazil.
He estimates whether and to what extend credit demand is influenced by randomly
assigned changes in the level of interest rates, changes in the interest rate disclosure,
and installment plan. He concluded that most of the clients are able to consider
information that is de-emphasized by the firm. Moreover, they remain sensitive to prices
even when the interest rate of the contract is hidden, and demand is no different when
the interest rate is more visible. He also showed that high-risk clients react to prices
when the interest rate is more prominent and finds evidence that default options play an
important role. 

Enricheta Ravina’s (Columbia Business School) paper showed the results from a joint
project aiming to estimate risk aversion from investors’ behavior in a person-to-person
lending platform. She explained a new methodology for estimating risk aversion
parameters. The authors use them to disentangle heterogeneity in risk attitudes from
the elasticity of investor-specific risk aversion to changes in wealth. They find a
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decreasing relative risk aversion after a negative wealth shock. Furthermore, wealthier
investors showed higher risk aversion.

The afternoon session on household
risk preferences was chaired by
Michael Haliassos (Goethe University
and CFS). In his talk, Geng Li (Federal
Reserve Board) presented the
preliminary results from a study of the
consumption and personal finance of
gamblers using a nationwide
representative household survey. He
showed that gamblers are more likely
to have credit card debt, mortgage and
car loans but they are also more likely
to own a second home, to have their
mortgage re-financed before, to lease a
car, and to invest in securities. Li
further proves that people are more
willing to gamble when their income is
higher than its usual level. He also
finds that, instead of crowding out other
household expenditures, nongambling
expenditures tend to increase when a
household spends more on gambling. 

Michelle J. White (University of California, San Diego) presented a paper that is using
new detailed household-level datasets to examine whether filing for bankruptcy delays or
prevents foreclosure. The main finding is that bankruptcy helps homeowners by delaying
both the beginning and the end of the foreclosure process, which may be efficiency
enhancing for a number of reasons. Analyzing prime mortgages, the authors find that
bankruptcy delays foreclosure by longer after the start of the financial crisis than before.
Another conclusion is that bankruptcy delays foreclosure by longer for homeowners who
behave strategically. 

The first conference day was closed by a plenary session on investor and borrower
protection.

The first keynote speaker, Peter
Tufano (Oxford University), focused on
the normative side of consumer
protection. He stressed that both
regulation and social norms have
changed, as a result of which, an
effective response needs to be strategic
and well balanced. He presented a
four-step approach towards adequate
consumer protection, based on setting
principles, finding evidence, designing
interventions, and measuring the
success of regulatory framework. 

Marco Ottaviani (Bocconi University)
presented his joint work with Roman
Inderst (Goethe University Frankfurt)
which investigates the compensation structure for brokers who advise customers
regarding the suitability of financial products. The model explains why brokers are
commonly compensated indirectly through contingent commissions paid by product
providers, even though this compensation structure may lead to biased advice. They
investigate when policy intervention that mandates disclosure or prohibits commissions,
can protect naïve consumers from exploitation or enhance efficiency by leading to more
informative advice. 

The session on Friday morning was chaired by Tullio Jappelli (University of Napoli
Federico II and CSEF) starting with two presentations discussing issues related to the
financial experts and advice. Andrei Simonov (Eli Broad Graduate School of
Management, Michigan State University, SITE and CEPR) provided evidence from his co-
authored work that financial experts do not make better investment decision: they do
not outperform, do not diversify their risks better, and do not exhibit lower behavioral
biases. The conclusions are based on a study of private portfolios of mutual fund
managers and their less financially astute peers. The results also demonstrate that day-
to-day knowledge of finance does not improve investment decisions for investors that
have high level of general intelligence. 

Steffen Meyer (Goethe University) presented the outcome from a joint paper on
financial advice and investors’ behavior. The authors worked with one of the largest
brokerage firms in Germany using unbiased financial advice to a random sample of their
retail customers. They find that investors who most need the financial advice are least
likely to obtain it. The customers who do obtain the advice (about 5%), however, hardly
follow it, and so do not improve their portfolio efficiency much. Overall, it seems that the
mere availability of unbiased financial advice is a necessary but not sufficient condition
for benefiting retail investors. 
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Income risk and annuity choices were the focus of the next two presentations. The first
talk, given by Thomas Jansson (Sveriges Riksbank), was on hedging labor income risk
and investment decisions. Using panel data of Swedish households, the authors relate
changes in wage volatility to changes in the portfolio holdings for households that
switched industries between 1999 and 2002. The main finding is that households do
adjust their portfolio holdings when switching jobs. In other words, they hedge human
capital risk in the stock market. 

Alessandro Previtero (University of Western Ontario) presented his paper on the
relationship between stock market returns and annuitization. For his analysis he
explored a dataset with actual payout decisions. According to the author, positive stock
market returns decrease the probability of employees choosing an annuity over a lump
sum and vice versa. He concluded that this extrapolation based on very recent stock
market performance can trigger serious consequences on welfare and reduce retirement
wealth significantly. 

The afternoon session dealt with problems of social relations and household finance
outcomes and was chaired by Daniele Terlizzese (EIEF and Banca d’Italia). Daniel
Paravisini (London School of Economics and Columbia University) presented evidence
that social proximity between lenders and borrowers improves loan outcomes, and
reduces the collateral rate. As a consequence, social proximity increases repayment
behavior as well. The results of the paper suggest that the informational benefit of social
proximity may outweigh the misallocation costs of taste-based discrimination. The last
presentation was given by Jörg Rocholl (ESMT European School of Management and
Technology). His paper analyzes the incentives in online consumer lending markets in
which lenders and borrowers communicate and close deals directly without the
intermediation of a financial institution. Eliminating the origination fee, the results show
that a change in the incentives of the lenders exists and that it affects the type and
performance of the loans. The results contribute to the ongoing debate about the proper
regulatory framework for consumer lending by shedding light on how retail consumers
can be protected against unscrupulous lending.

Daniela Dimitrova (CFS)

 

 

 
 

 


	scnem.com
	Newsletter
	Prodigal Italy Greece Spain?
	Prodigal Italy Greece Spain?
	DB Prize 2011: Award Ceremony in honor of Kenneth Rogoff
	DB Prize 2011: Award Ceremony in honor of Kenneth Rogoff
	DB Prize 2011: CFS Symposium in honor of Kenneth Rogoff
	DB Prize 2011: CFS Symposium in honor of Kenneth Rogoff
	Prodigal Italy Greece Spain?
	DB Prize 2011: Award Ceremony in honor of Kenneth Rogoff
	DB Prize 2011: CFS Symposium in honor of Kenneth Rogoff
	Is the Euro Zone on its Way to Fiscal Union?
	CFS Visitors Program - Pistaferri
	Krugman’s Perspective on the Crisis
	IMF Post-Annual Meetings Policy Discussion
	International Conference on Payout Policy – Foundations and Trends
	MONFISPOL – Final conference
	CFS - EIEF Conference on Household Finance
	Is the Euro Zone on its Way to Fiscal Union?
	Is the Euro Zone on its Way to Fiscal Union?
	CFS Visitors Program - Pistaferri
	CFS Visitors Program - Pistaferri
	Krugman’s Perspective on the Crisis
	Krugman’s Perspective on the Crisis
	IMF Post-Annual Meetings Policy Discussion
	IMF Post-Annual Meetings Policy Discussion
	International Conference on Payout Policy – Foundations and Trends
	International Conference on Payout Policy – Foundations and Trends
	MONFISPOL – Final conference
	MONFISPOL – Final conference
	CFS - EIEF Conference on Household Finance
	CFS - EIEF Conference on Household Finance
	Unsubscription confirmation / Abmeldebestätigung / Désinscription
	Profilbearbeitung
	Newsletter
	Prodigal Italy Greece Spain?
	DB Prize 2011: Award Ceremony in honor of Kenneth Rogoff
	DB Prize 2011: CFS Symposium in honor of Kenneth Rogoff
	Is the Euro Zone on its Way to Fiscal Union?
	CFS Visitors Program - Pistaferri
	Krugman’s Perspective on the Crisis
	IMF Post-Annual Meetings Policy Discussion
	International Conference on Payout Policy – Foundations and Trends
	MONFISPOL – Final conference
	CFS - EIEF Conference on Household Finance


	hwP3NpZD0xN2syMy4yNGE3MWtiAA==: 
	form1: 
	form_SALUTATION: [0]
	form_TITLE: 
	form_FIRSTNAME: 
	form_NAME: 
	form_EMAIL: 
	form_COUNTRY: [0]
	form_CITY: 
	form_PLZ: 
	form_COMPANY: 
	form_DEPARTMENT: 
	form_POSITION: 
	submit: 




