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1) Chris BARDGETT (UZH and SFI), with Elise GOURIER (UZH and SFI) and Markus Leippold (UZH and SFI) 
A tractable model for consistently pricing S&P500 and VIX derivatives 

We develop a consistent framework to price options on the S&P 500 index and derivatives on the VIX index. Our model is 
sufficiently flexible to accommodate for the stylized facts observed in both markets. In particular, it accurately represents the 
cross-sectional patterns of implied volatilities of the S&P 500 and VIX options. The affine dependence of the VIX squared on 
the instantaneous variance guarantees analytical tractability and allows us to derive semi closed-form expressions for the prices 
of European style contingent claims. As a result, calibration to market data is fast. Based on pre-crisis as well as mid-crisis data, 
we investigate the added value of considering jumps or stochastic central tendency for the volatility compared to standard 
stochastic volatility models. We show that each of these features plays a specific role in representing the term structure of 
implied volatilities.  
 

2) Dominic BURKHARDT (UZH and SFI) and Henrik Hasseltoft (UZH and SFI)  
UNDERSTANDING ASSET CORRELATIONS 

We show that the relation between economic growth and ination has varied considerably over time and argue that this has 
important asset-pricing implications. We focus especially on understanding the time-varying correlation between US stock and 
bond returns that we show is inversely related to the correlation between growth and inflation. While stock-bond correlations 
were highly positive during the stagation period of the 1970-1980's, we show that inflation switched to a procyclical state in the 
early 2000's, a point at which stock-bond correlations also switched sign and turned sharply negative. We rationalize our 
empirical findings in a long-run risk model that incorporates non-neutral inflation shocks affecting both equity and bond risk 
premia. A regime-switching mechanism in the model distinguishes whether inflation is pro or countercyclical. An increase in 
inflation risk always means bad news for stock returns but can be either good or bad news for bond returns depending on the 
inflation regime. Changes in inflation risk can therefore produce either positive or negative stock-bond correlations depending 
on the cyclical nature of inflation. We find support for this in data. The same mechanism also provides a rational explanation for 
why the correlation between dividend yields and nominal yields, sometimes referred to as the Fed-model, changes over time. 
This stands in sharp contrast to the usual explanation of inflation illusion. 
 

3) Sofia CAZZANIGA (USI and SFI): Crash Risk in Currency Markets, a Skewness Measure Approach  
I study crash risk in currency markets by means of a proxy for global skewness, which measures the aggregate asymmetry of 
daily changes in spot exchange rates involved in a carry-trade portfolio. The profitability of carry-trade has not found yet a 
completely satisfactory explanation, as it  exploits violations of the Uncovered Interest Rate Parity (UIP), which  predicts zero 
profits on this kind of investments.  
Using data on spot and forward exchange rates of several currencies against the US Dollar, I construct forward discount sorted 
portfolios and a risk factor I name SKEWHML. I find that this factor is priced in the cross-section of individual currencies. The 
premium for skewness is about 50 basis points on a monthly basis for a sample period starting in January 1995 and ending in 
March 2011. The weak correlation of skewness with volatility and other well-known factors demonstrates that crash risk is a 
fundamental and independent ingredient for the understanding of abnormal foreign investments returns. 
Results are robust to bid ask spreads, subsample analysis and different measures of asymmetry. 
 

4) Julien CUJEAN (EPFL and SFI): The Social Dynamics of Outperformance 
I develop a rational expectations model in order to identify the determinants of outperformance in the mutual fund industry. In 
my model, managers’ skill is defined as their informational advantage. This advantage stems from their social network, which I 
model based on the recent developments in the information-percolation literature. Consistent with empirical evidence, my model 
shows that managers chasing the trend seem to outperform skilled ones over a short-term horizon, say one year: social 
interactions cause returns to exhibit momentum, thus leading skilled managers to carry losses through their contrarian strategies, 
induced by competition and market making, before they eventually pocket their informational advantage. Yet, the fundamentals 
of skill emerge at particular instances: skilled managers sharply time the market around news releases using unskilled managers 
to provide them with liquidity, all the more so, when social interactions are high. At these particular instances, managers’ lack of 
skill mostly comes at their expense and skilled managers outperform their unskilled counterparts. As a result, skill is only 
punctually identifiable, particularly around events such as corporate news announcements. 
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5) Giuliano CURATOLA (EPFL and SFI): Consumption-based Asset Pricing with Herd Behavior 
Traditional economic analysis stems from the assumption that individual preferences and tastes are exogenously given and 
remain unchanged over time. However, empirical studies recognize that individual preferences for certain goods are often 
affected by the consumption choices of other agents. For example, in our everyday life, we often make buying decisions based 
on fashion, popularity or visibility of certain goods in our social group. This suggests that consumer’s preferences are not 
exogenously given or unchanging through time, but instead evolve over time through a process of acquiring tastes from other 
people, or, to rephrase, consumers have interdependent preferences. 
This article incorporates such process of acquiring tastes in a continuous-time, multi-good and multi-asset version of the Lucas 
(1978) pure-exchange economy and explores its implications for consumption and portfolio choices, asset prices, correlation in 
stock returns and their volatility. More precisely, consumers have log-utility over two consumption goods, with a time-varying 
preference attached to each good. The rule of updating preferences incorporates a bandwagon effect, that is, preferences for a 
good increase because other people consume the same good. In addition, investors are heterogeneous in the intensity of herd 
behavior. 
Despite the simple ingredients, this model produces some interesting results. For instance, as shown by Cass and Pavlova (2004), 
in a pure exchange economy with multiple stocks and log-utility, stocks are perfectly correlated and, consequently, markets are 
incomplete in equilibrium. They refer to this situation as the “peculiar” financial market equilibrium. My paper shows that, the 
introduction of herd behavior rules out peculiar equilibrium and the perfect correlation among assets. In addition, since price-
dividend ratios vary non-monotonically with the degree of herd behavior, we observe both "growth" and "value" premium in the 
cross section of stock returns. Furthermore, the expected return of the two assets also varies non-monotonically with the degree 
of herd behavior, thus producing both "momentum" and "mean reversion" effect in the time series of stock returns. Finally, I 
find that the bandwagon effect in consumption leads to bandwagon effect in investor’s portfolios, that is, when investors favor a 
specific good they also favor the stocks of the economic sector that produces that good. In this way, the model offers a possible 
microeconomic explanation for the rise and fall of fashions in the consumption and the stock market. 
References 
Lucas, R.E., 1978, Asset prices in an exchange economy, Econometrica, 46, 1429--1445. 
Cass, D., Pavlova, A., 2004, On trees and logs, Journal of Economic Theory, 116, 41--83. 
 

6) Michal DZIELINSKI (UZH): Which public news resolves asymmetric information? 
Using a large database of company-specific newswire announcements I study the impact of various news characteristics on 
abnormal returns around news days. To capture the overall content of the news, the output of a text-reading algorithm based on 
natural language processing is used. The first finding is that positive linguistic content ("news tone") predicts higher returns over 
a period of up to 10 days. Additionally, the impact of news sentiment increases when the news is split into several individual 
items, consistent with the greater informativeness and attention-grabbing capacity of such segmented stories. On the other hand, 
the impact of news sentiment is smaller for longer and less novel news, as well as news more specific to a single company. 
These results suggest that investors dislike the effort associated with processing longer text, recognize staleness in the news but 
still react to it and also prefer news with a broader scope. In the cross-section, news is more important for small stocks, growth 
stocks, stocks with low overall news volume and stocks with high analyst dispersion. News also seems to contribute to the 
momentum effect, with positive/negative news having stronger impact on stock with high/low past returns. The implications of 
the findings for the resolution of asymmetric information through the release of public news are also examined.  
 

7) Matthias EFING (UniGE and SFI): Bank Capital Regulation with an Opportunistic Rating Agency 
Pronounced informational asymmetry between the financial industry and its regulators impedes the calibration of minimum 
bank capital requirements to asset risk. On first sight, the use of credit ratings presents itself as a natural solution to this problem 
since private rating agencies are themselves part of the financial industry and potentially able and willing to communicate their 
insider knowledge to the regulator. The paper researches the optimal design of bank regulation when institutional investors 
welcome ratings inflation because it compromises the regulatory function of credit ratings and allows them to take excessive 
risk. This contrasts with the extant literature where investors are victims of collusion between rating agencies and risky issuers 
of  securities.   
The model includes an opportunistic private rating agency, a banking sector who buys securities and a bank regulator who lacks 
information about the riskiness of bank investment portfolios. The regulator faces a choice between a regime which i) makes 
bank capital requirements contingent on asset risk ratings as currently practiced under Basel II, ii) sets rating independent capital 
requirements and iii) combines bank regulation with additional regulation of the rating agency. Truthful ratings provide a source 
of efficiency gains because they allow the regulator to constrain high risk bank investment without simultaneously reducing 
overall investment volume. But collusion between the rating agency and the bank is shown to corrupt rating quality so that 
rating independent capital requirements can enhance welfare. The welfare benefits are shown to be largest if regulators maintain 
rating contingent capital requirements and impose mechanisms to discipline rating agencies. 
Regulators might succeed to discipline rating agencies if they threaten to replace rating-contingent regulation in favor of a 
rating-independent limit on bank leverage in case that they discover ratings inflation. Rating agencies will produce honest 
ratings in order to avoid the abolition of rating-contingent regulation if they would suffer a sufficiently important loss of future 
revenues from selling regulatory treatment to issuers. On the other hand, the popular suggestion to return to the investors-pay 
model is shown neither to discipline rating agencies nor to prevent risk-shifting. 
The paper makes three contributions to the extant literature. First it provides a new perspective on ratings inflation by focusing 
on the incentives for collusion between a sophisticated financial investor and a rating agency. This contrasts with the view that 
investors suffer when risky issuers capture rating agencies. Secondly, the paper links research on rating agencies to the research 
on bank capital regulation. To that end it pays special attention on the role of credit ratings for regulatory purposes. Finally, the 
paper also adds to the literature on optimal regulatory design as it reflects on popular suggestions for a modification of financial 
regulation against the background of collusion between banks and rating agencies. 
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8) Sabine ELMIGER (UZH and SFI): Asset Pricing with Labor Income and Rare Disasters 
This paper studies the implications of rare economic disasters and labor income risk for general equilibrium asset pricing. 
Standard models that do not account for disasters require either implausibly high levels of risk aversion or consumption growth 
volatility to match the historical equity premium and riskless rate. Previous studies have found that economic disasters can 
explain both the high equity premium and low riskless rate with reasonable levels of risk aversion and consumption growth 
volatility. Using analytical derivations and numerical integration, we confirm these results in a Lucas-type exchange economy 
with exogenous labor income. In addition, we find that including rare disasters changes predictions on stock return predictability. 
While a high share of labor income to consumption predicts low excess returns in an economy without disaster, there is either no 
predictability or predictability in the opposite direction in an economy with disaster. 
 

9) Florian EUGSTER (UZH) 
Endogeneity and the Dynamics of Voluntary Disclosure Quality: Is There Really an Effect on Cost of Equity Capital? 
Companies spend high effort on providing the investors with valuable information disclosure in order to reduce information 
asymmetries arising from information problems and agency conflicts. This paper uses a unique (hand-collected) data set by the 
Department of Banking and Finance of the University of Zurich (former Swiss Banking Institute) from 1999 until 2008. The 
results deliver some empirical evidence that voluntary disclosure quality leads to lower cost of equity capital for companies with 
low analyst following. However, this negative relationship disappears after controlling adequately for potential dynamic 
endogeneity, simultaneity and unobserved heterogeneity. 
 

10) Raul GONZALEZ (UNIGE) 
 Conditions for the Diagonalization of Diffusion Models 

This paper derives conditions under which the state variables of a given diffusion process may be transformed so that the 
diffusion matrix of the resulting process is diagonal, thus simplifying estimation and pricing. Moreover, the verification of these 
conditions for specific models allows us to obtain an explicit construction of the corresponding state space transformation. In the 
affine case, these results give an explicit classification of the models of that class that may be diagonalized, thus extending the 
results of Cheridito, Filipovic, and Kimmel (2010). 
 

11) Manish GUPTA (UZH) 
Leverage & Hedging Incentives for Housing Demand: Evidence from the US Housing Markets 

This empirical study investigates the hedging incentives for housing demand in the US. More specifically, I ask a simple and 
straightforward question – does leverage affect the hedging demand for housing? To understand intuitively what hedging 
demand for housing is, let us consider an example. Assume there are two individuals, X & Y and also two types of house, A & 
B, with equal and perfectly correlated prices (to eliminate the price risk and allow perfect hedging). In this setup both 
individuals own houses. Also assume that there are no transactions or moving costs in case there is a move. Now, in face of any 
volatility in housing prices, these individuals are hedged. An increase or decrease in perfectly correlated prices for A and B, 
does not affect their portfolio rebalancing if they decided to move into another type. So their position in one house hedges them 
for any future rebalancing. A major proportion of the housing market in the US consists of repeat sales. Han (2010) documents 
that households in the US take a bigger housing position to offset large future housing costs.  
However, Han (2010) does not consider the role of leverage on such hedging incentives. Stein (1995) develops a model with 
downpayment effect and later Lamont and Stein (1999) empirically document the role of leverage (downpayment) on the 
housing risk. Stein (1995) and Lamont and Stein (1999) do not consider the impact of leverage on hedging incentives for 
housing demand. This study pushes the frontier by incorporating leverage effect on hedging incentives for housing demand. 
Using an argument based on Merton (1974) in a real option framework, a hypothesis is developed that higher leverage 
undermines the hedging incentives for housing demand.  
One of the concerning issue is the identification strategy since leverage (loan to value ratio) of the existing house owners is an 
endogenous choice. The identification strategy exploited in this paper incorporates the fiscal and monetary policy changes in 
1980s in the US. Tax Reform Act (TRA) 1986 and monetary policy measures leading to lower inflation in the 1980s created an 
environment of cheaper and easier access which led to increased leverage. According to our hypothesis, such an increase in 
leverage should undermine hedging incentives. I exploit these monetary and fiscal changes as a “quasi natural” experiment. 
Testing the hypothesis on the panel data from PSID on households for 1983-1993 in the US housing markets, I find strong 
evidence supporting the hypothesis that leverage undermines hedging incentives (after controlling for price risk and other 
relevant factors). 
 

12) Michael HASLER (EPFL and SFI)  
International Contagion Implied by the Investor's Fluctuating Attention to News 

``True'' international contagion refers to a situation where turbulence in a given country's financial market spreads to other 
fundamentally unrelated countries. I build a general equilibrium model where ``true'' contagion is exclusively generated by the 
investor's fluctuating attention to news. The cross-market correlation and markets volatilities are shown to be high, 
countercyclical, and purely driven by the investor's ``aggregate attention to news''---the sum of both: the investor's attention to 
news associated to country 1's and country 2's fundamental. All else being equal, a bad shock in country 1's fundamental 
increases the attention to news releases in country 1 which raises the aggregate attention and consequently augments the cross-
market correlation and markets volatilities. Moreover, correlation and volatilities increase dramatically as a macroeconomic 
shock hits both countries outputs. Following this event, the correlation keeps on growing while volatilities decrease persistently. 
To summarize, the investors' fluctuating attention to news provides a rationale for international contagion and volatility 
spillovers as well as for the observed dynamics of correlation and volatilities during both expansions and recessions. 
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13) Martin HERDEGEN (ETHZ) 
Numéraire independent modelling of financial markets 

When modelling financial markets, it is usually assumed that, after discounting, one asset (often called bank account) is constant 
1 over time, and trading in the market is described by admissible strategies. This approach is very convenient and useful but has 
two drawbacks: First, the assumption that one discounted asset is constant 1 implies that at least one asset cannot default (or 
become negative), which is slightly restrictive. Second and more importantly, when changing the numéraire, i.e. denoting the 
assets in another currency than the bank account, properties of the market (like being free of arbitrage or not) that ought to be 
numéraire independent from an economic point of view may change, at least in a continuous time setting. This is because the 
notion of admissible strategies depends on the chosen numéraire, i.e. the bank account. 
We develop a numéraire independent modelling framework for financial markets by describing the latter not by a single process 
but by an equivalence class of processes. We revisit standard concepts such as trading strategies or contingent claims and 
develop numéraire independent versions thereof. Moreover, we define a numéraire independent notion of no-arbitrage via 
superreplication prices which is equivalent to the so-called BK or NUPBR conditions. We show that in markets satisfying this 
notion, there exist “sufficiently many” so-called numéraire representatives which satisfy NFLVR and therefore admit equivalent 
(sigma-) martingale measures. The latter result is a numéraire independent version of the celebrated fundamental theorem of 
asset pricing by Delbaen and Schachermayer (1994/1998). 
 

14) Benjamin JUNGE (EPFL and SFI) and Anders Trolle (EPFL and SFI) 
Liquidity Risk in Credit Default Swap Markets 

We analyze whether expected liquidity and liquidity risk constitute priced state variables for expected returns on credit default 
swaps. In order to perform the analysis we construct a market-wide illiquidity measure from the index-to-theoretical basis across 
a variety of credit indices. This basis is the spread between the quoted index level and the theoretical index level computed 
model-independently from quotes on the single-name credit default swaps on the index’s constituents. A non-zero index-to-
theoretical basis is present across major credit indices and their sub-indices. Bases are time-varying and of moderate scale but 
sharply expand during the recent financial crisis and remain at elevated levels in its aftermath. At the peak of the financial crisis 
potential arbitrage profits of up to 60 bps (400 bps) per annum arise for credit indices whose constituents are investment-grade 
(high-yield) debt issuers. Furthermore the bases correlate with measures of trading costs, funding costs, and systematic risk 
thereby giving a potential explanation for the observed unrealized arbitrage profits in terms of limits to arbitrage. Index-to-
theoretical bases are averaged across indices to arrive at a measure of systematic illiquidity. This measure correlates with the 
transaction cost-based measure of credit default swap market illiquidity of Bongaerts et al. [2011]1 and also with measures of 
stock market liquidity. Following a factor pricing approach for credit default swap returns we identify premia for expected 
liquidity and liquidity risk controlling for credit risk, stock market return, stock market liquidity, and systematic risk factors. 
Preliminary results indicate that both expected liquidity and liquidity risk contribute to expected credit default swap returns and 
relate to the recent literature that emphasizes the importance of liquidity in asset pricing. 
 

15) Ilya KOLPAKOV (EPFL and SFI) 
Commodity spread options and affine covariance dynamics 

Spread options are options written on a difference of two assets. For instance, a crack spread call traded on NYMEX gives the 
right to assume a long position in gasoline futures simultaneously with a short position in crude oil futures. Despite spread 
options are widely used in commodity markets, empirical studies are few and the models proposed in the literature are rather 
unsatisfactory. 
Inaccuracy of the existing models may be caused by strong limitations they put on the covariance matrix of the underlyings. To 
study if this is the case I propose a class of affine models with the following intuitive structure: Gaussian variables correspond to 
spot prices and the slopes of the corresponding futures curves while square-root processes can be thought of as covariance-
driving factors. 
The proposed framework is quite flexible in terms of covariance dynamics and is quite tractable due the affine structure. I show 
that not only single-asset options but also spread options can be priced via transform inversion. The estimation can be done by 
maximizing the likelihood provided by an unscented Kalman filter. 
I estimate the model on a dataset of NYMEX-listed crack spread options (together with the underlying futures and single-asset 
options). I find that the optimization procedure can often fail to reach the global maximum, which is a common problem for 
affine models (e.g., Hamilton and Wu (2012)). I hope that I will get some suggestions as a result of my participation in the 
workshop. 
Based on estimation results I discuss out-of-sample performance and the limitations of the proposed approach. For instance, I 
observe that some filtered square-root factors are negatively correlated which is inconsistent with the model. Considering state 
processes on non-canonical domains (e.g. letting covariance-driving factors to follow a Wishart process) would be one way to 
extend the model once the estimation difficulties are dealt with. 
 

 
1 Bongaerts, Dion, Frank de Jong, and Joost Driessen, 2011, Derivative pricing with liquidity risk: Theory and evidence from the credit default 
swap market, Journal of Finance 66, 203-240. 



16) Matthias KURMANN (UNIL and SFI): Pricing of the Long- and Short-run Components of the VIX 
Several papers find coskewness, the risk that stock returns are negative if market volatility rises, to be negatively priced in the 
cross-section. The remuneration for accepting coskewness risk is economically and statistically significant, e.g. Ang et al. (2006) 
report that a self-financing portfolio strategy returns about 1% per month. Adrian and Rosenberg (2008) split volatility into a 
long- and a short-run component and show that coskewness to both volatility components is negatively priced. However, their 
portfolio strategy does not exhibit significant returns which is rather surprising given the mentioned findings. 
This paper estimates the following multiplicative error model [MEM] with two components to extract the long- and short-run 
component from the CBOE’s volatility index VIX: 

  

11

11

2

−−

−−

+=
++=

++=

ttt

ttt

tttt

ss
ll

ls

ϕφε
βαεϖ

εσ
(1) 

 
 

Swiss Doctoral Workshop in Finance, Gerzensee 2012 – Book of Abstracts Page 5 of 10 

ttttmti lsrcr ηγγβ +Δ+Δ++= 21,,

tt VIX=σwhere      and  . The advantages of this MEM over a two-component GARCH model (e.g. used in Adrian and 
Rosenberg (2008)) is that there is no return equation and volatility is not an unobserved component of the returns. 

   βϕ    <

Afterwards the coskewness exposure for each of the S&P 500 index constituents is estimated by OLS and a scalar vech model 
using the following equation       (2) 
 
Conventionally, (2) has been estimated by OLS with a very short sample period of just one month (about 22 daily observations). 
However, Bali and Engle (2010) and Kurmann (2012) show that a dynamic coskewness estimation performs much better (e.g. 
by DCC or a diagonal vec). To avoid parameter proliferation, this paper uses a scalar vec model to estimate (2). The following 
table reports out-of-sample annualised returns and standard deviations of value-weighted portfolios formed each month by 
sorting the 500 stocks in ascending order of their  and  : 

1γ 2γ 
 Bin 1 Bin 2 Bin 3 Bin 4 Bin 5 LS FF4 alpha(LS) 
OLS, short-run 0.0912 0.0842 0.0846 0.0327 0.0111 0.0801 0.0720 
 0.2209 0.1823 0.1682 0.1608 0.1979 0.1497 (1.748) 
OLS, long-run -0.0052 0.0454 0.0803 0.0929 0.0885 -0.0938 -0.0900 
 0.2001 0.165 0.1584 0.176 0.2226 0.1498 (-2.177) 
DYN, short-run 0.1092 0.1117 0.0671 0.0609 -0.0074 0.1166 0.1080 
 0.1954 0.1673 0.1601 0.1812 0.2146 0.1605 (2.516) 
DYN, long-run 0.0132 0.0493 0.0833 0.0792 0.0918 -0.0786 -0.0852 
 0.2178 0.1799 0.1614 0.1678 0.1911 0.1523 (-2.060) 

 
Contrary to theoretical expectations as well as the empirical findings of Adrian and Rosenberg (2008) both models show that the 
long-run component is positively priced. The negative pricing of the short-run component follows the conjectures of Harvey and 
Siddique (2000). The long-short strategy [LS] exhibits significant, risk-adjusted returns with respect to the Fama-French-Carhart 
four-factor model.  
Several robustness checks have to be performed to substantiate this puzzling result. For instance, an alternative specification of 
(1) similar to the option pricing model of Christoffersen et al (2010) will be tested. Furthermore, to find out whether there is a 
difference between historical volatility and the implied volatility of the VIX, a double component GARCH model will be tested 
as well. 
 

17) Roberto MARFÉ (UNIL and SFI): Asset Prices and the Joint Formation of Habit and Beliefs 
This paper considers a simple, closed form and parsimonious continuous-time general equilibrium model with heterogeneous 
investors featuring catching up with the Joneses preferences (Chan and Kogan 2002 JPE) under incomplete information.  
Investors have unbiased beliefs about economic growth in the long-run, but can deviate from the rational formation of their 
beliefs depending on the evolution of economic conditions as suggested by both investors' psychology and the analysis of 
historical forecast errors. In turn, waves of optimism and pessimism alternate over time and produce a feedback effect which 
makes the perceived dynamics of aggregate risk both more volatile and more persistent. Such joint formation of habit and 
beliefs can capture various empirical patterns of asset prices. Some recent literature is consistent with and can be interpreted as 
micro-foundation of the proposed approach: rational behavior conditional to misleading signal interpretation (Dumas et al. 2009 
JF); natural or extrapolative expectations (Laibson et al. 2010 JEP, Hirshleifer and Yu 2011 wp); surviving of biased agents 
(Jouini and Napp 2010 RoF, Xiong Yan 2010 RFS).  
A one-parameter analysis shows that the model helps to explain the equity premium and the risk-free rate puzzles, the smooth 
dynamics of the risk-free rate and the predictability of excess returns. Furthermore, under a little but realistic amount of 
preference heterogeneity (Xiouros and Zapatero 2010 RFS), the redistribution of wealth among the agents also produces 
endogenously the countercyclical behavior of the price of risk and of the equity premium.  
To my knowledge this is the first paper which explains, as a peculiarity of the joint formation of habit and beliefs, the negative 
risk-return trade off of the stock markets in general equilibrium and in terms of individual behavior and aggregation result. Such 
result is in line with the empirical data (Lettau and Ludvingson 2010) but at odds with leading asset pricing models, such as 
Campbell and Cochrane (1999 JPE), Barberis et al. (2001 QJE) and Bansal and Yaron (2004 JF).  
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18) Jules MUNIER (UNIL and SFI) 

Empire Building and Agency Costs 
I analyze the impact of manager empire building desire on main corporate policies and agency costs. I define the empire 
building desire as the incentive to increase the size or the influence of the firm and I use an extension of the Bolton, Chen Wang 
model (2011) to capture the conflict of interest in a reduced form approach. In particular, I assume that the manager can earn 
private benefits by growing the assets in place or by increasing the investment spendings. 
The empire building desire has been theoretically underpinned with Williamson (1963, 74) and Jensen (1976, 86). However this 
agency conflict has not been modeled. Since Leland (1998), researchers have proposed dynamic agency models that embed 
many conflicts of interests. The objective was to set realistic models of manager’s compensation for identifying an optimal 
contract. As a consequence the empire desire has not received particular attention. 
Without an optimal contracting approach, a model of dynamic corporate investment and financing for a financially constrained 
firm permits to answer to the following questions: what is the impact of the manager empire desire on the main corporate 
decisions? What are the agency costs associated with this conflict of interest? The model does not allow for closed form 
solutions, but analytical expressions are easily interpretable. I find the following primary results: 
1) The payout policy depends on the manager empire desire. Higher is the desire to grow the assets under management lower is 
the amount of dividends paid. 
2) The investment policy depends on the manager empire desire. The agent has an incentive to under-invest in period of troubles 
and to over-invest in periods of opulence and these effects grow with the empire desire. 
3) An incentive to increase investment spendings has ambiguous effects on manager decisions. 
4) The agency costs are a non monotonic and concave function of the cash-capital ratio. As a consequence, when a firm reaches 
a size sufficiently important, the manager becomes naturally more entrenched. 
To summarize, after characterizing the incentives the manager has to deviate from shareholders optimum, I find that the 
manager has difficulties to depart from the optimum and that it exists a natural mechanism of convergence of interests. This 
opens new directions of research as convergence of interests have not been particularly analyzed yet. 
 
 

19) Tamara NEFEDOVA (USI and SFI) with Alexander Eisele (USI) and Gianpaolo Parise (USI and SFI) 
One for All or All for One? Predation versus Liquidity Provision within Mutual Fund Families 

To redeem shares from investors, mutual funds usually hold cash buffers in order not to be forced to liquidate assets in a 
disorderly fashion. Sometimes, however, the redemptions are higher than the usual cash buffers of around 5%, and mutual funds 
have to engage in fire sales.  Such fire sales can have a significant impact on asset prices as they revert back to previous levels 
only very slowly afterwards (see, e.g., Coval and Stafford (2007)). Being costly for distressed funds, fire sales are at the same 
time profit opportunities for other investors. This paper studies returns and trading behavior of a group of investors potentially 
exploiting mutual fund fire sales, non-distressed mutual funds in the same family as a distressed fund. Mutual funds affiliated 
with the fund in distress can make use of their competitive advantage of being better informed about forced liquidations of their 
distressed family member.  
In line with this hypothesis, we find that mutual funds in large mutual fund families earn significantly higher returns when one 
of their affiliated funds is in distress. Furthermore, distressed funds in large mutual fund families have significantly lower 
returns during times of distress. To show that affiliated funds make profit at the expense of their distressed sibling, we study 
how the size of mutual fund families affects the affiliated funds' profits during distress periods of their family member. Our 
motivation is the following. A smaller number of funds facilitates cooperative behavior inside the family and makes a liquidity 
providing strategy more likely. On the contrary, a larger number of funds increases competition and makes a predatory strategy 
more likely. Consistent with this idea, Kempf and Ruenzi (2008) show that tournament behavior is particularly pronounced in 
large mutual fund families. This paper shows that profits during the distress of a fund family member are only generated by 
funds affiliated with a large mutual fund family. Furthermore, returns of distressed funds are significantly worse when they 
belong to a large fund family. We interpret this as evidence for predatory trading inside large mutual fund families.  
On the stock level we find that fire sale stocks of mutual funds in large fund families experience stronger negative price pressure 
during the distress period and stronger reversals afterwards.  
Overall, our results suggest that funds under heavy competitive pressure use their informational advantage inside their own 
family to engage in predatory trading strategies. 
 
 

20) Ilaria PIATTI (USI) with Fabio Trojani (USI and SFI) 
Dividend Predictability in Present-Value Models? 

Testing procedures of present-value models with latent variables over-reject the null of no predictability in finite samples. Using 
a nonparametric resampling method, we develop a consistent testing framework with more reliable finite-sample properties, 
which does not make use of distributional assumptions to aggregate the information from the time-series of price-dividend ratios 
and dividend growth. We find significant evidence of return predictability, but no evidence against a constant expected dividend 
growth, thus reconciling the diverging predictability conclusions of predictive regression and present-value models in the 
literature. Our approach emphasizes the relative persistence of dividend and return expectations as a key parameter to 
understand these diverging results, as well as the need of a reliable testing approach for estimating predictability structures. 
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21) Rémy PRAZ (EPFL and SFI): Endogenous Trading Networks in Over-the-Counter Markets 
I investigate how a distinction between end-users and dealers endogenously emerge in over-the-counter (OTC) markets. I also 
consider which trading relationships market participants of each type maintain and who bears the related costs. 
This study has two main objectives. First, many theoretical references on decentralized markets exogenously assume the 
existence of dealers who have access to a very liquid inter-dealers market. As this market organization is also observed on actual 
OTC markets, I would like to propose a foundation for it. Second, by making the intermediation endogenous, I will be able to 
analyze when and why dealers stop intermediating trades. This could offer a basis for understanding OTC market freezes.  
I base my analysis on an extension of the model of OTC markets introduced in Duffie et al. [2005]. Namely, investors trade an 
asset due to idiosyncratic motives and completing a trade requires, first, to search for a suitable counterparty and, second, to 
bargain over the transaction price. My first extension is that the population of investors is heterogeneous. More specifically, 
there are several categories of agents, with each category being characterized by the dynamics of the idiosyncratic shocks of its 
members. The second extension concerns the meeting intensities. Namely, each agent endogenously chooses her (costly) search 
effort and she can focus her effort toward specific categories of investors. Then, these search efforts are combined using a 
complementary matching technology. These two extensions let the investors choose which trading relationships they want to 
maintain, thus making the trading network endogenous. 
The specific questions I intend to answer within this framework are the following. (i) Which characteristics make market 
participants act as end-users, meaning that they only trade as a response to idiosyncratic shocks? (ii) In a similar way, which 
characteristics induce a market participant to become a dealer, meaning that she accepts to both buy from and sell to end-users? 
(iii) Do dealers keep intermediating trades when they are themselves hit by idiosyncratic shocks? (iv) Do dealers invest more 
effort into maintaining a liquid inter-dealer market, or into prospecting for end-users? (v) Which categories of agents bear the 
costs induced by the trading relationship between end-users and dealers? 
My analysis of the model is still at an early stage, but its crux is the interaction between, on the one hand, the cross-sectional 
distribution of characteristics across the population of investors and, on the other hand, the value functions. Namely, for a given 
search and trading policy, a Kolmogorov forward equation defines the corresponding cross-sectional distribution of 
characteristics. But this distribution impacts the value functions of the investors via a Hamilton-Jacobi-Bellman equation. In turn, 
these value functions determine an optimal search and trading policy. Solving for an equilibrium thus corresponds to finding a 
fixed-point on the space of search and trading policies. I am only able to keep this task algebraically tractable by assuming a 
vanishingly small search cost, and my first results are derived under this assumption. 

Reference: Darrell Duffie, Nicolae Gârleanu, and Lasse Heje Pedersen. Over-the-Counter Markets. Econometrica, 73(6):1815-
1847, November 2005 
 

22) Michael R. REICHENECKER (UZH): Liquidity and Risk Management 
This paper examines the interaction of risk management practices in the interbank market and the level of liquidity in the equity 
market. The level of available funding for investors and speculators in the equity market is provided by intermediaries. Through 
collateralized lending transactions these intermediaries finance themselves in the interbank market. In order to control their 
exposure financial intermediaries employ active risk management and respond to observed prices and perceived risk by 
adjusting their funding positions. Through this financing channel the interbank sector determines the level of liquidity as well as 
the scope of trading activity. I provide empirical evidence for the existence of cross-market effects and bidirectional causalities 
between the interbank and equity market. There arises an interaction between risk management in the interbank sector and the 
level of available funds in the equity market. Changes in the risk management of intermediaries in the interbank sector influence 
their risk bearing capacity and hence the level of funding in the interbank market. This adjustment of available funding spills 
over to the equity market. As a consequence, the value of collateral for leveraged funding transactions is reduced which in turn 
feeds back to further tightened risk management constraints. By studying such a multiplier effect, I explain why liquidity can 
suddenly dry up. 
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23) Cornelius SCHMIDT (UNIL and SFI): Passive Investors and Executive Compensation  
Passive or index-tracking investors are an important shareholder group. Among all passive investors, ETFs alone had 870 billion 
assets2 under management in the U.S. in February 2012. Despite their importance surprisingly little is known about their impact 
on corporate decisions and corporate governance.  
Corporate decisions and governance are typically shaped by monitoring activities and preferences of the firms' shareholders. But 
monitoring incentives and preferences are not the same for all shareholders. I argue that they differ also among institutional 
investors.3 While passive investors or index-trackers aim to minimize the tracking error to a benchmark, active institutional 
investors try to beat a benchmark index. Consequently, passive investors have no incentive for active monitoring, while active 
investors either engage in shareholder activism or `vote with their feet' by selling the stock (Parrino, Sias, and Starks (2003)). 
Despite having no incentive for active monitoring, index-trackers fail to vote with their feet for a corporation. Many of them, 
however, claim to be responsible shareholders and to advance corporate governance.4  Thus, the actual impact of passive 
ownership remains an open question.  
Identifying empirically the impact of passive ownership on corporate policies and governance is challenging. By construction 
there should be no variation in the shareholdings of index-trackers if the index is value weighted. This is due to the fact that, to 
minimize the tracking error, passive investors hold the same percentage of the market capitalization of each stock. Hence, it is 
necessary to find a setting in which passive ownership changes exogenously. I exploit the discontinuity in passive ownership 
which the Russell index membership creates (Chang and Hong (2011) use the same discontinuity to analyze asset pricing 
implications). Russell Investments ranks in May each year all U.S. stocks by their market capitalization. The top 1000 stocks are 
assigned to the Russell 1000 index. The next 2000 stocks are assigned to the Russell 2000 index. Both indices are value 
weighted. I show that this fact creates a sharp discontinuity in the holdings of index tracking shareholders. 
My findings are as follows. I find that passive ownership increases CEO compensation relative to a benchmark model. In 
addition, the share of options granted relative to the total compensation is higher for firms with more passive investors. 
Interestingly, more passive ownership is linked to larger board independence, which suggests that board independence serves as 
a partial substitute for active shareholder monitoring. 
 
 

24) Stefanie SCHRAEDER (UNIL and SFI): Investment Financing through Risk Sharing Supplier Relationships 

In the WTO's Appellate Body (Airbus against Boeing) recently a question arose, which has not been scientifically answered 
before: How do risk sharing supplier relationships affect the project profitability and the project cost of capital? We answer this 
question by not only focusing on a single firm when finding the optimal investment strategy, but by also taking the additional 
opportunities into account, which are provided by supplier relationships. The strength of the benefits drawn out of these 
relations depends on the supplier’s, firm’s and project’s characteristics. 
For illustrating the effect of risk sharing supplier relationships on the profitability and cost of capital we take the simplest 
possible setting: One firm, one project and one supplier. When, thus, comparing the alternatives of not investing in the project, 
bearing the project risk alone and sharing the risk with a supplier we determine the optimality under two financing frictions: 
Bankruptcy and equity issuance costs. In the context of this model we address the following questions: 
First, we answer the question in which way the possibility of risk sharing affects the profitability of a new investment 
opportunity. Investigating the effect of the supplier's characteristics on the optimal decision, we observe that especially low 
leveraged suppliers facilitate project financing through risk sharing - making low debt ratios a competitive advantage for the 
supplier. Apart from supplier characteristics also firm and project characteristics play an important role. Particularly for highly 
leveraged firms and high risk projects, risk sharing is an interesting alternative since financial resources, which are not available 
to the firm, can be cheaply provided by the supplier. 
The second question is dealing with the effect of the opportunity of risk sharing on the optimal leverage ratio. We find that with 
risk sharing the optimal leverage ratio is decreasing less in the R&D intensity (meaning probability of having an investment 
project in the future) than without risk sharing. The funding provided by the supplier increases the amount of debt the firm is 
able to bear. 
Of special interest in the case of the WTO dispute is the effect of risk sharing on the project equity cost of capital. We find 
supplier characteristics to be especially important. Less leveraged suppliers are able to provide better financing conditions to the 
firm. This way the earnings per unit of capital invested are increased and the associated project equity cost of capital is 
decreased. As a conclusion, in the setting of this paper, the claim made by Airbus that the risk sharing supplier relationships lead 
to the possibility of financing of otherwise impossible projects becomes plausible.  
 

 
2 Source is ETF Industry Association. 
3 See for an example of institutional investors McCahery, Starks, Sautner (2010) and for retail investors Becker, Ivkovic, Weisbenner (2011). 
4 Blackrock, the largest ETF firm, explains in its Blackrock Proxy Voting and Shareholder Engagement FAQ (U.S.) that she aims to vote at all 
meetings. In addition, they '... seek to vote on such proposals in a way that our analysis suggests is in the best long-term economics interests of 
fund investors'. However, regarding compensation setting she notes in its Blackrock Proxy Voting Policies (2009) that ' a[A]s a general matter, 
the Funds favor disclosure of a company's compensation and benefit policies and oppose executive compensation, but believe that 
compensation matters are normally best determined by a corporation's board of directors, rather than shareholders. Proposals to 'micro-
manage' a company's compensation practices or to set arbitrary restrictions on compensation or benefits should therefore generally not be 
supported. ' 
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25) Nikola VASILJEVIC (UZH and SFI) with Markus Leippold (UZH) 
Analytic approximation to American put for jump-diffusion processes 

This paper analytically analyzes perpetual and finite-horizon American put options, as well as European barrier put option, in 
double-exponential jump-diffusion setting. The model is general enough to capture salient features of underlying asset and 
related option prices and allows for analytical solution of the problem.  We follow the martingale approach and approximate the 
early exercise boundary of finite- horizon American put option by a two-parameter class of exponential functions.  By using the 
conditioning approach with respect to the times of jumps of the underlying compound Poisson process, and by utilizing the 
existing technical results in the literature regarding the joint distribution of overshoot and first hitting time, we obtain an 
approximation to perpetual American put, a closed-form solution to the down-and-out European barrier put option, and tight 
lower bound to the finite-horizon American put option.  This method enables us to disentangle jump and diffusion contributions 
and to quantify impact of the possibility of overshoot on the option price. The main advantages of the conditional martingale 
approach with exponential exercise policy are analytical tractability, speed and new economic insight for option pricing in jump-
diffusion framework. 
 

26) Volodymyr VOVCHAK (USI and SFI): Liquidity and liquidity risk in the cross-section of stock returns 
This paper investigates relative importance of liquidity risk as compared to liquidity level for the 1964-2010 sample of NYSE 
and AMEX common stock returns. I find that liquidity level explains cross-section of stock returns better than liquidity risk. The 
analysis suggests that results are much stronger for early subsample, for recent subsample importance of liquidity risk increases, 
substituting part of liquidity level component. It is in line with findings of Lou and Sadka (2011) who find that during the 2008 
crisis liquidity risk is more important than liquidity level for explaining returns. Nevertheless, for the 1987-2010 subsample 
liquidity level still remains better explanatory variable than liquidity risk. This implies that trading cost and market friction 
maintain its role for financial markets. 
Despite the competitive approach to liquidity level and liquidity risk, one needs to keep in mind that these notions are 
components of one general concept: the liquidity. It might be the case that liquidity risk measures the second moment of the 
liquidity while liquidity level captures the first moment of the liquidity. Up to recent times trading cost (liquidity level) were 
high implying dominance of the first moment effects, but after decrease of minimum tick from $1/8 to $0.01  the second order 
approximation may come to stage. 
Results of this paper are of particular importance for asset pricing, portfolio allocation and risk management, and suggest that 
investors still need to take into account liquidity and not sensitivity to aggregate liquidity. 
 

27) Christoph WENK (UZH): Default Risk of Corporate Bonds in large US Mergers 
This paper documents the change in default risk of US corporate bonds around mergers and acquisitions. Using firm-specific 
credit default swap spreads, I find that on average the default risk during a deal’s run-up period increases significantly by 11.3 
percent for acquiring firms and increases insignificantly for target firms. Moreover, there may be important cross-sectional 
differences in reaction due to the conflict between creditors and shareholders within the acquiring firm. To examine this 
possibility, I test the hypothesis that for firms which are more shareholder oriented i.e., firms where management holds a larger 
part of equity and that have a more independent board, credit risk increases more than for creditor focused companies. 
Furthermore, I test whether transactions initiated by shareholder-oriented firms generate higher abnormal announcement equity 
returns. Additionally, my research design provides a new perspective to the question whether conglomerate mergers are able to 
provide coinsurance and hence reduce bondholder risk.   
 

28) Ramona WESTERMANN (UniGE and SFI) 
The impact of agency conflicts on investment and financial policies in an economy with macroeconomic regimes 

This paper investigates manager-shareholder agency conflicts in a structural equilibrium model with intertemporal 
macroeconomic risk. A firm consists of asset in place and a growth option, and is run by a self-interested manager who diverts 
part of the cash flow. The manager controls the capital structure as well as the investment decisions, while equityholders decide 
about default. Comparing to a firm-value maximizing investment policy, I find that the manager tends to exercise the growth 
option too early (overinvestment). Furthermore, the leverage chosen by the manager is significantly lower than the optimal 
leverage of equityholders. As a consequence of overinvestment, agency costs are particularly severe for growth firms. Finally, 
agency costs tend to be larger in boom than in recession. The next research steps will include an investigation of the dynamic 
features of the model, as well as an empirical analysis. 
 

29) Qunzi ZHANG (UNIL and SFI) 
Reconciling Conflicting Evidence on Firm versus Market Skewness: A Systematic Downside Risk Approach 

Finance literature has well documented that aggregating all the positively skewed firm returns makes up the stock index which 
tends to be negatively skewed [e.g. Duffee (1995), Chen, Hong and Stein (2001)]. However explaining this conflicting evidence 
is not a straightforward exercise. To solve this problem, we build up a unified model where the negative market skewness can be 
explained by the individual firms' behavior. To do this, we create a proxy which represents the comovement in betas for 
individual stocks and we find that during crashes, firms' betas have higher tendency to move together than in the market booms. 
We call this "Systematic Downside Risk". Then we derive the market skewness based on individual firms' beta comovement and 
market information. We verify that the "Systematic Downside Risk" is the main driving force to generate the negative market 
skewness. The CRSP data used in this paper ranges from January 1990 to December 2009 and it includes 2367 U.S. firms. In 
particular, we discuss two major financial events in our sample: Asian & Russian Financial Crisis (1997-1998) and the recent 
Financial Crisis (2007 till now). We also find that our measure "Systematic Downside Risk" can help to differentiate the 
systemic risk for U.S. firms during these two market downturns. Additionally we empirically confirm that Individual firm 
skewness is positive at both mean and median level. The empirical results strongly support our model. 



 

Model Implied vs Real Market Skewness     

 
Systematic Downside Risk (BiBjBk) 
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