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Laurent BARRAS 
False Discoveries in Mutual Fund Performance: Lucky Performers and Real Losers 
(This is a joint work with Prof O. Scaillet and R. Wermers) 
Abstract: This paper examines the impact of luck on mutual fund performance. To assess its role, we 
use a measure called the False Discovery Rate (FDR). The latter is defined as the proportion of false 
discoveries, namely funds which turn out to be significant only by chance. By explicitly control for 
luck, the FDR provides important results that could not be obtained with previous methods. At the 
global level, we show that a significant portion of funds truly yields negative alphas. This is the case 
for all investment categories. We also show that the performance of funds with extreme negative 
alphas is still present after accounting for luck. This is, however, not the case for funds with extreme  
positive alphas. 
 
Enrico BERNINI (Bocconi) 
Inflation Rate, Real Interest, and the Fed in Real Time 
Abstract : Changes in nominal interest rates reflect movements in real interest rates, expected inflation, 
and related risk premia. I develop a structural vector autoregressive model (SVAR) with forward real 
rate, forward inflation compensation, and the federal fund policy rate; measures of forward rate and 
premium on long-term real interest and inflation on the U.S. economy have been observable in real 
time in the domestic fixed-income market since 1997. I find that policy rules typically call for changes 
in the federal funds rate in response not only to considered backward changes in the price level or in 
real income, but significantly also to movements of forward real rate and inflation. In addition, the  
contemporaneous relation between real rate and inflation is significantly positive and consistent with a 
positive Fisher relation in real time. These findings are in line with related recent literature on the U.S. 
economy. First, the Fisher relation have become positive since the 1980s as documented by Goto and 
Torous(2002). Second, there is no fundamental 
inconsistency between the survey-based long-term inflation expectation and TIPS inflation 
compensation because both inflation expectation and inflation uncertainty agree in their essential 
aspects with survey data on long-term and short-term inflation forecasts since the 1980s as illustrated 
by Kim D.(2005). 
 
Gorazd BRUMEN 
Fine Structure of Credit Attribution and Loan Prices 
Abstract : We examine credit attribution and loan pricing in an economy with many interdependent 
firms. Interaction between the firms is statistically described as a random network where the existence 
and strength of firm-firm dependencies follow from behavior rules. We motivate a specific preferential 
firm decision rule by proving first order stochastic dominance of earnings in such a model over a 
random decision model. We analyze how different types of firm-firm dependencies representing 
different states of the economy affect the credit attribution and pricing policy of the banks. The cases 
of elastic and inelastic demand induce qualitative different behavior from the bank's side. Explicit 
formulas for loan prices and attribution rules in inelastic and some partial results in the elastic case are 
developed. We also propose a method of estimation of network parameters based on maximum 
likelihood in the qualitative panel data setting of firm defaults. Numerical computations of loan 
interest rates, cutoff values and attribution policies are presented. 
 
Zhihua CHEN 
A New Simulation Approach to the LIBOR Model 
Abstract: This article suggests a new approach to conduct Monte Carlo simulation within the BGM/J 
Libor model. We define a double layer of numeraires that span the simulation horizon. These 
numeraires define what we call the "Double Layer" Forward (DLF) Measure. Simulations can be up to 
another level of magnitude faster in this measure than in the traditional "single-layer"(SLF) forward 
measure. 
 



Fabien COUDERC 
Understanding Default Risk Through Nonparametric Intensity Estimation 
Abstract : This paper investigates instantaneous probabilities of default implied by rating and default 
events. We propose and apply an alternative measurement approach to standard cohort and 
homogenous hazard estimators. Our estimator is a smooth nonparametric estimator of intensities, free 
of bias and unambiguously more accurate. It also avoids the Markovian framework and takes care of 
censoring. Using Standard & Poor’s ratings database we then show that intensities vary both with 
respect to calendar time and ageing time. We deeper investigate the behaviour of through-the-cycle 
default probabilities, update and complement knowledge on documented non Markovian patterns. 
Results do not support associated timeliness problems but indicate a low reactivity of ratings in terms 
of magnitude. Because of their target horizon, they indeed integrate the mean reverting feature of 
default intensities. 
 
Philipp FASNACHT 
Market-wide Liquidity and Asymmetric Return Correlations 
Abstract: Asymmetric equity correlations, i.e. higher correlations on downside moves than on upside 
moves is a well established result nowadays. Several approaches have been presented on how to deal 
with it from the point of view of an investor, but little is known about where this asymmetry comes 
from. This study tries to shed some light on the last point by proposing aggregate market-wide 
liquidity as a possible explaining factor. Using data on different stock markets, we look at the 
following two questions: The first, is to test whether the increase in stock return correlations during 
market downturns is due to some liquidity effect? And the second question is then to verify if this 
liquidity bias is indeed important enough to explain the magnitude of the observed asymmetry in 
return correlations. 
 
Georgios GATOPOULOS 
Firms’ Use of Foreign Currency Derivatives Under the Threat of Currency Crises:  
The Case of Latin America  
Abstract : Extensive literature on corporate risk management suggests that the use of foreign currency 
derivatives is a proxy for hedging exchange rate exposure and affects firm value. Our purpose is to 
focus on the motivation as well as the consequence of the use of these instruments, in the context of 
emerging markets that are exposed to currency crises. We focus on the recent currency turmoils in 
Latin American countries and concentrate on firms that are cross-listed in foreign markets, thus having 
an international orientation. Apart from testing existing theories and so far suggested explicative 
factors of hedging, we study the relevance of the exposure of a country to a crisis as a motivation for 
hedging of domestic firms. We also find a significant information effect, with firms increasing their 
derivative positions ex post a crisis that  occurs in their own or a neighbouring country. We finally link 
the use of derivatives with the use of foreign currency debt and examine potential differences in the 
performance of firms according to their use of such financial instruments. 
 
Jochen KUEHN 
Risk-Return Profiles of Loan Portfolios Valuation and Probability Measures 
Abstract : In September 2004, the German bank Hypo Real Estate (HRE) sold high-risk credits 
accounted with 3.6 billion Euro to the U.S. investment firm Lone Star. Such transactions show that 
changing the risk-return profile of a bank.s loan portfolio can be very profitable since such credits are 
sold with a high discount. The profitability of active restructuring of loan portfolios is also shown 
empirically [see Cebenoyan and Strahan (2004)]. Furthermore, active loan portfolio management gains 
importance since new credit exchanges are founded making loans more liquid. For example in October 
2004, the German Deutsche Kredit-Börse started, that focuses on the trading of loans assigned to 
medium-size businesses. However, a precondition for a bank to benefit from such transactions is to 
have an idea about how to valuate risk-return profiles of loan portfolios. Surprisingly, there is not 
much research on measuring the profitability of loan portfolios. Instead the Sharpe ratio, that relates 
the expected excess return over risk-free rate to its standard deviation, and similar measures are used 
for this task [see for example, Altman and Saunders (1998)]. They are employed although such 
measures are originally developed for measuring the performance of mutual funds. However, the 
application of profitability measures like the Sharpe ratio for optimizing a bank.s loan portfolio might 
be reckless. Both the mapping of benefits of expected portfolio return and costs of portfolio risk can be 



criticized. In particular, it is questionable whether the risk adjustments of these measures reflect a 
bank.s costs of risk. Even if they do, this has to be shown modeling costs of risk. In the literature 
however, such problems are expounded scarcely. Instead it is argued that profitability measures like 
the Sharpe ratio are suitable since they are founded on capital market models like the Capital Asset 
Pricing Model. However, this reasoning can be criticized since it is questionable whether it is 
appropriate to price risk internally corresponding to the market price of risk. For instance with convex 
costs of external financing and costs of holding equity, it is shown that risk has to be priced above the 
corresponding market level [see Froot and Stein (1998)]. Therefore, in contrast to founding the 
valuation of risk-return profiles on capital market models, the paper develops a model that valuates 
loan portfolios by weighing up benefits and costs of its risk-return profile. This is done from the 
perspective of shareholders, basing costs of risk primarily on the disciplining of the bank.s debtholders 
[see Smith and Stulz (1985) and Stulz (1996)]. Afterwards, the resulting optimal valuations of risk-
return profiles are compared to risk-return trade-offs of the Sharpe ratio and further measures that are 
proposed for the optimization of a bank.s loan portfolio and thus, the paper gives a different 
foundation of profitability measures for loan portfolios. 
 
Madina KUKENOVA 
Explaining volatility by activity measures 
Abstract: In this research, we use intra-day data on the French stock market to examine two issues of 
the volatility-activity relationship. First, the Mixture of Distribution Hypothesis (MDH) has tested 
using alternative proxies for trading activity, such as the number of trades and the average trade size 
over a given period of time. These activity measures can be interpreted as proxies for two latent 
variables: number of information arrivals and the relative importance of the news. We confirm the 
findings of Jones, Kaul, and Lipson (1994) as well as Chan and Fong (2000) that volatility is better 
explained by the number of trades than by average trade size. The second issue we address in this 
paper is the non-linearity feature in the volatility-activity relationship. The impact of trade size is 
almost the same when one considers small trades. For average-size trades and especially for high 
levels of trading activity, the sensitivity to average trade size increases monotonically. This finding 
suggests the existence of two layers of information content in the trading activity. As more trades are 
being made, volatility increases. If a market has lots of trading activity, then the average trade size 
matters also. 
 
Alexej MEDVEDEV (and O. Scaillet) 
American options under stochastic volatility 
Abstract: In this paper we propose a new approach to computing prices of American options (puts and 
calls) under stochastic volatility. The American option price is approximated by the price of a 
synthetic option having well-behaved early exercise boundary. We define a one dimensional set 
of synthetic options and derive the asymptotic formula for their prices. Since all the synthetic 
options have suboptimal early exercise boundary, their prices are always smaller than that of the 
American one. Therefore the best approximation corresponds to the supremum over the prices of 
synthetic options. 
 
Boris NIKOLOV 
What Do We Know about Capital Structure? Further Evidence from International Data 
Abstract: This paper examines the ability of the trade-off theory to explain international data on capital 
structure. We build a dynamic contingent claim model where financing policy results from a trade-off 
between tax benefits, contracting costs and agency costs. In our setup, controlling shareholders can 
divert part of the firms’ cash flows as private benefits at the expense of minority shareholders. In 
addition, shareholders as a class can behave strategically at the time of default leading to deviations 
from the absolute priority rule. Our analysis characterizes the impact of investor protection on 
financing decisions. Based on the resulting model, we simulate for each of the selected countries a 
large number of capital structure paths. We then reassess the evidence on international capital structure 
choices in light of the model. 
 



Jijun NIU 
risk, incentives, and specific knowledge in managerial compensation 
Abstract : This paper presents a model of managerial compensation in which the manager has specific 
knowledge. The model generates six predictions: 1. The correlation between risk and pay-for-
performance sensitivity (PPS) can be either positive or negative. 2. Some common risk component 
may not be taken out from the manager's contract. 3. If relative performance evaluation is 
used, market index can be more proper than industry index. 4. PPS is higher for a high ability 
manager. 5. When the board of directors has good knowledge of the business, PPS is low. 6. When the 
board of directors monitors better the manager, PPS is high. All these predictions are 
supported by existing empirical evidence. 
 
Joerg OSTERRIEDER 
A dynamic market microstructure model with market orders and random order book depth 
Abstract : This paper studies a dynamic market microstructure model, in which a strategic market 
maker competes with an informed trader. We include the presence of noise traders and limit order 
traders in our setup. Our model is a N_period model. We give necessary and sufficient conditions for 
an equilibrium to exist and provide conditions for it to be unique. Moreover, both the informed trader 
and the market maker try to maximize their profits. The resulting recursive equations lead to various 
economic interpretations. We investigate the interplay of different information sets. Finally we 
consider the competitive situation for the market maker. Our framework is general enough to obtain 
several well-known models in a straightforward way, among them the models by Kyle (1985) as well 
as Bondarenko and Sung (2003). 
 
Alexander PASSOW 
Omega portfolio construction with Johnson distributions 
Abstract: The omega risk-adjusted performance measure with Johnson distributions accounts 
comprehensively and non-discretionarily for the first potentially persistent moments including 
skewness and kurtosis. The Johnson-omega ratio thus overcomes the shortcomings of other 
measures and is inherently less sensitive to input data noise and to changes of the threshold than 
empirical omega. Alexander Passow derives an explicit representation of the Johnson omega 
ratio that was successfully tested in a hedge fund portfolio optimisation framework using both 
historical and forward-looking performances of individual indexes 
 
Augusto PERILLA 
Optimal liquidation strategies in illiquid markets 
Abstract : We study the optimal execution strategy of a big investor who likes to liquidate his total 
position on a security. First, a model for the dynamics of the intraday price, which involves public 
information shocks and microstructure effects, is proposed and estimated in a two-step procedure. In a 
first step and trying to capture the documented predictability of the order flow, we adjust an 
autoregressive gamma process of order p for the order flow. In a second step, the remaining 
parameters of the price dynamics are estimated through generalized method of moments. Finally, an 
optimal selling strategy that minimizes a combination of the expected value and the variance of the 
selling costs is found over a fixed time horizon. 
 
Florian PETERS 
Does Public Debt Have Strategic Value? An Empirical Analysis 
Abstract: Bargaining based theories of debt argue that the relative bargaining position of lenders and 
creditors should be reflected in corporate financial structure because strategic behavior of borrowers is 
anticipated by creditors. Recent theories emphasize the role of creditor dispersion and complexity of 
debt structure as means to mitigate the threat of strategic actions. In these models dispersed debt may 
be beneficial ex ante because it complicates renegotiations thus limiting the incentives for strategic 
default. Firms expected to have a strong bargaining position vis-à-vis a single creditor are 
hypothesized to choose a capital structure with dispersed debt. There is some empirical evidence that 
firms tend to increase the number of  bank relationships the stronger the debtor's bargaining position is 
expected to be. There is, however, no evidence so far as to whether public debt, which arguably 
has the highest possible degree of dispersion, is in effect used by firms as the hypothesized 
commitment device. This paper tries to provide such evidence by examining whether measures of 



relative bargaining power are related to (i) the use of public debt, (ii) the ratio of public debt to total 
debt, and (iii) the complexity of public debt structure as measured by the number of distinct classes of 
public debt. 
 
Benedetto RACCUGLIA 
Lévy Processes and the Empirical Characteristic Function 
Abstract: In this article we compare six Lévy asset pricing models, with the aim to identify the Lévy 
process that ensures the best description of the stock return dynamics. On the basis of our empirical 
results, the CGMY process, with its flexible jump structure, provides the best fit of the data. Moreover, 
a stable hierarchy emerges among the components of the Lévy processes family. The last important 
finding concerns the fine structure of stock returns, which seems characterized by a finite arrivals rate 
of jumps, most of which have a small size. The inferencestatistic widely used in this paper is the 
empirical characteristic function, for the first time used in the Lévy APM estimation. 
 
Anna RESHETAR 
Loss Dependence and Capital Charge for Operational Risk 
Abstract: "This paper presents the alternative way of computing Capital at Risk, when in contrast to 
the regulators' Loss Distribution Approach, this value is computed based on the real operational loss 
dependence. The diversification effect is studied by looking at values of the capital charge, 
corresponding to different cases of loss dependence. Results of our study show that this effect has a 
strong impact on the obtained values of the Capital at Risk." 
 
Lukas SCHMID 
Delegated Management, Limited Commitment & Asset Pricing 
Abstract: This paper studies the quantitative asset pricing and business cycle implications of 
managerial discretion and corporate governance frictions in a macroeconomic framework. This is 
achieved through embedding an optimal contract design problem between shareholders and 
management of firms into a stochastic macroeconomic model. In line with the lessons from contract 
theory, shareholders have to design a remuneration scheme for managers in such a way that the 
management will not divert the resources in the firm for their private benefit, since in this economy 
contracts are not fully enforceable. This gives rise to an optimization problem with intertemporal 
incentive constraints which cannot be solved by standard dynamic programming techniques. Rather, 
recently developed techniques of recursive contracting are employed to characterize optimal contracts 
and allocations. A basic implication of the model is that the risk of managerial discretion is priced and 
investors require a premium on equities of firms with low corporate governance standards. Further 
quantitative asset pricing and business cycle implications of the optimal contracting scheme are 
established via numerical simulations. 
 
Maria SEMENOVA 
Estimation of Jump-Diffusion Processes via Empirical Characteristic Functions 
Abstract : This article proposes an estimation procedure for the affine jump-diffusion models with 
jumps both in the asset price and variance processes. Problems of latent variables estimation and 
existing estimation procedures are discussed. The joint unconditional characteristic function for the 
SVJJ processes is derived in a closed form. The estimation of the models is performed using the 
continuous empirical characteristic function method. 
 
Frédéric SONNEY 
Sector versus Country Specialization and Financial Analysts' Performance 
Abstract: European financial research departments have been re-organized over the last decade. 
Formerly structured along country lines, they have been refocused towards industry-based structures. 
We investigate whether this evolution impacted the quality of financial analysts' earnings forecasts. 
Specifically, we compare the performance of country-specialized financial analysts to the performance 
of sector-specialized financial analysts. We show that the former issue on average soundly more 
accurate and timelier forecasts than the latter, which tends to reveal that country specialists benefit 
from an informational advantage over analysts specialized by sectors. We investigate potential sources 
of this informational advantage. Proximity appears to be the most likely explanation. 
 



Bogdan STACESCU 
Dividend Policy in Switzerland 
Abstract: The paper examines dividend policy for a sample of Swiss companies. Several factors that 
determine cross-sectional variations in dividend policy - such as profitability, growth opportunities and 
riskiness – are identified. Price volatility seems to stand out as the most significant factor. Looking at 
the relationship between dividends and earnings over time, dividend changes are more closely 
associated with past and current rather than future net income growth. However, they do confirm a 
persistent shift in the level of earnings. There also is a significant relationship between losses and 
dividend cuts. All these findings point to managers' reluctance to cut dividends as a factor that gives 
informational content to dividend changes. 
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