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Abstract :  

“Maintaining Adequate Bank Capital” 

During the recent financial crisis, many large banks’ losses were absorbed by their sponsoring 
governments, despite the fact that these banks complied with Basel standards for “adequate” 
capital. We illustrate a serious supervisory problem by demonstrating that large European banks’ 
reported regulatory capital measures often far exceeded their loss-absorbing capacity during 1997-
2011. The cumulative value of government guarantees thereby extended to the largest 25 European 
banks over that period amounts to nearly €1.4 trillion, corresponding to an average of 28.5% of the 
banks’ equity market values. We show that early regulatory attention to declining equity value can 
substantially reduce the social cost of dealing with bank losses.  This research is particularly relevant 
for European institutions at the present time, as the European Union deals with joint solvency 
concerns about its banks and its governments.   
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Abstract : 

“Incentives and Regulation for Long-Term Investments” 

This paper considers the problem faced by long term investors who have to delegate the 

management of their money to professional fund managers. Investors can earn profits if 

fund managers collect long term information. We investigate to what extent the delegation of fund 

management prevents long term information acquisition, inducing short-termism in financial 

markets. We also study the design of long term fund managers’ compensation contracts. Under 

moral hazard, fund managers’ compensation optimally depends on both short term and long term 

fund performance. Short term performance depends on price efficiency, and thus on subsequent 

fund managers’ information acquisition decisions. These managers are less likely to be active on 

the market if information has already been acquired initially, giving rise to a negative feedback effect. 

A a result, short-termism emerges: because of delegation, long term information is not acquired. 

Second, short term compensation for fund managers depends in a non-monotonic way on long term 

information precision. We derive predictions regarding fund managers’ contracts and financial 

markets efficiency. 
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Abstract : 

“Heterogeneous Regulation of Financial Institutions” 

We consider a model of a financial sector in which two types of projects can be undertaken: standard 

projects that have low returns, and advanced projects that have potentially higher returns but are 

subject to an agency problem. Intermediaries specialize in projects but there is a common market 

where they can trade liquidity to deal with shocks. Optimal regulation is sector-interdependent in 

that tighter regulation in one sector allows for looser regulation in the other sector. In addition, 

regulation that is optimally set in both sectors is heterogeneous and implements higher leverage 

ratios in the sector carrying out standard projects. Regulatory arbitrage, where projects are sold from 

the highly to the less regulated sector, are part of the optimal outcome. The results have various 

implications for the current discussion on regulation of the non-bank financial system. 

 

 


