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Objectives of The main purpose of FINESS is to get a clearer understanding

the research of the implications of ongoing financial market integration in
Europe for real economic growth, employment and competitive-
ness, to identify likely future paths for financial development and
to draw policy relevant conclusions.

Scientific approach / The role of financial systems and their relationship with
methodology economic growth are analysed for a wide number of old and
new EU member states - and the community as a whole — at the
macro, meso and micro economic levels. Various advanced
econometric tools, new indicators and unique datasets are used.

New knowledge and/or The role of financial systems and their relationship with
European added value economic growth are explored by taking into account
interactions between product, labour and financial markets.
Insights into the implications of financial institutions for the
decisions of heterogeneous households and firms are also

provided.
Key messages for This policy brief provides a non-technical summary of policy-
policy-makers, relevant conclusions drawn from recent FINESS research. It
businesses, includes the results achieved during the third half-year period.
trade unions and The research focuses on Financial Market Institutions and
civil society actors Heterogeneous Agents. It provides insights into the working of

institutions and of heterogeneous agents representing the
supply and demand side in financial markets. The first two
papers put special emphasis on the question of how to design
financial institutions needed for crisis management (bad banks)
and for future regulation (agenda for a new financial market
architecture). An analysis of pre-crisis cross-country data,
conducted in the third paper, reveals that shocks to big banks
|



fail to have a consistent impact on GDP growth. The following
examination of the role of Private Equity as shareholders of
firms in 26 European countries implies that overall a more
neutral stance on shareholding activities of Private Equity
funds may be in order compared to the past. Finally the
analysis of the financial behaviour of the ultimate providers of
capital, the households, reveals a preference of households for
safety and liquidity. Female-led and male-led households in
several European countries show statistically significant
differences in the probability of investing in stocks and in the
portfolio shares of held stocks, even after controlling for the risk
attitude of the household head. In addition, exploration of the
behaviour of individuals who engage in peer-to-peer lending in
online-platforms implies that males and females follow to some
extent comparable patterns in peer-to-peer lending than in
investing in assets. However, it seems that altruistic or
charitable motives seem to play a significant role in the lending
decisions of women.



Objectives of The main purpose of FINESS is to get a clearer understanding of

the research the implications of ongoing financial market integration in Europe
for economic growth, employment and competitiveness. In
addition, to identify likely future paths of financial development
and to draw relevant policy conclusions. By exploring the impacts
of financial systems from the perspective of heterogeneous
agents, new insights into the working of financial systems and for
the optimal policy design in integrated financial markets are
provided. In particular, the project investigates the role of the
financial structure - for example, the banking sector, markets for
private equity - for improving efficiency and sustainable growth of
firms. Specific issues regarding the transition period of the new
member states and the gender dimension are also addressed.

Scientific approach / Special emphasis is put on the ability of financial systems to

methodology support efficiency and stimulate longer-term growth. This would
lead to policy conclusions regarding the appropriate design of
financial systems once the current financial turmoil has abated.
The analysis is carried out at both a theoretical and an empirical
level. Insights into the working of financial institutions are
provided for different agents on both the supply and the demand
side — such as domestic and foreign banks, start ups and
mature firms and female and male investors.

The comprehensive approach undertaken by the project is
particularly useful for uncovering catalysts and bottlenecks in
financial systems and for exploring how the development of
different institutions is reflected in higher efficiency and growth.
Research in FINESS is based on data at different level of
aggregation. The role of financial systems for increased
economic growth is explored with a range of unique data sets. In
order to improve the quality of the empirical results that are
obtained, innovative and tailor made econometric techniques
are employed.



New knowledge and
European added value

What the new financial Agenda for Building a New Financial Market Architecture
architecture needs to ensure by Dorothea Schéafer (German Institute for Economic
Research DIW Berlin)

Since the summer of 2007, participants in financial markets
have been confronted by a crisis of their own making. The
reliance on taxpayer bailouts in this crisis is fraught with multiple
disincentives and risks. As a result, it is only acceptable, at best,
over the short term. Lasting stabilization of the banking and
financial sectors can only be achieved by means of a
reorganization of regulations and, ultimately, of the architecture
of financial markets. In order to prevent the recurrence of a
similar crisis in the future, the G-20 nations, at various finance
summits resolved to “ensure that all financial markets, products
and participants are regulated or subject to oversight, as
appropriate to their circumstances.” However, the elimination of
loopholes as a matter of principle does not in itself provide a
roadmap for the reconfiguration of financial markets. New
regulatory structures should aim at resolving today’s problems
without engendering a new set of similar difficulties. DIW Berlin
is promoting an agenda of nine principles for regulatory reform.
The latest findings in economic behavioural research as well as
consultations with market participants have been drawn upon in
the formulation of these recommendations. Item 1 through 3 of
the proposed agenda focus on the prevention of coordination
failures at the micro and the macro level as well as establishing
appropriate incentives front and centre. ltem 4 through 6 sketch
opportunities and limits for the future role of government; item 7
and 8 focus on oversight. Finally, item 9 calls for a stronger
emphasis on equity financing and makes an appeal for the
insight that financing constraints based upon credit worthiness
and sound rating ultimately serve to protect the financial system.

DIW Berlin’s Nine-ltem Agenda for Building a New Fi  nancial
Architecture

Agenda Item 1 : Minimizing coordination failures

At the macro level:
with a central agency for the establishment of international
regulatory standards
with an international institution that can coordinate
intervention in times of crisis
with a European financial market oversight agency



At the micro level:
with retention rules at each stage of the securitization
process in order to limit the possible number of stages, and
with transparency in securitization
with capital sanctions imposed on banks for excessive
mismatch of investment and financing maturities

Agenda Item 2 : Forcing subsidiarity
with a two-tiered European system for financial supervision in
which
0 national agencies supervise small banks and the
unified European financial market oversight
agency supervises large system-relevant banks,
o0 the European financial market oversight agency
monitors the national supervision agencies

Agenda Item 3 : Putting the right incentives in place
with elimination of the ,temptation” to lower lending standards
by enforcing the participation of originators in the default risk
of loans. That is, at each stage of the securitization process,
the originator has to keep a share of the loan or the security
in its own books.
with a transparent regulation of bonus systems for bank
managers: only the net amount of bonuses (for success) and
penalties (for failure) should be paid out after 3-5 years
with shareholder approval of compensation packages for
traders and managers
with the elimination of incentives for collusion between the
originator and the rating agency in the securitization process.
Within existing structures in the rating sector:
o0 make fees of rating agencies partly depending on
long-term quality of their prognosis
0 mandate registration and supervision of the
oligopolistic rating agencies also in Europe

Agenda Item 4 : Using the credibility of governments to rate
debt
with a non-commercial public rating agencies at the
European level
with double rating: one rating assessment is required to come
from the public rating agency

Agenda Item 5 : Avoiding excessive demands on the
government

Governments should not take on operative responsibility for
banks beyond crisis management. That is, government
intervention should be accompanied by a credible plan for
retreat.

Non-appropriate in a long-term perspective: increase



responsibilities of governments in running banks
Appropriate: strengthening the government’s role as
regulator (setting of rules) and
supervisor (enforcing of rules)

Agenda Item 6 : Preventing misuse of government
responsibility
Avoid charity hazard in the financial sector and do not grant
private financial service providers long-term government
guarantees beyond crisis management
Establish a new insolvency code that enables supervisory
agencies to close bankrupt banks that are systemically
relevant, and to unwind a bank’s business operations in an
orderly way with minimal risks for the system.

Agenda Item 7 : Accounting for non-renegotiation-proof
contracts
The “outsourcing” of risks from banks’ balance sheets via
Special Purpose Vehicles (SPVs) turned out to be non-
renegotiation-proof. As soon as the crisis enfolded both the
default risk and the liquidity risk returned to the outsourcing
banks. Therefore,
give supervisors the power to authorize the establishing of
off-balance sheet vehicles, and
regulate and monitor SVPs as if no “outsourcing” had
occurred.

Agenda Item 8 : Avoid a one-size-fits-all regulation

Distinct systemic risks caused by different financial market
players need distinct regulation. For example, wholesale banks
acting cross-nationally need to be regulated differently than
regional small banks, or, alike, hedge funds need another
regulation than Private Equity funds. Therefore, avoid an
excessively broad regulation.

Agenda Item 9 : Put in general a greater emphasis on equity
financing.

The main causes of crisis were the lowering of lending
standards and the removal of any financial constraints. An
extensive leveraging at all levels in the private sector caused the
severity of the crisis. Therefore, more equity financing in the
private sector (private households, firms and financial
institutions) is without alternative. The necessary change in the
financing behavior of private agents includes the acceptance of
the fact that financial constraints may protect the system.

Bad Bank(s) and Recapitalization of the Banking Sector



How governments can by Dorothea Schéafer and Klaus F. Zimmermann (German

efficiently relieve ailing Institute for Economic Research DIW Berlin)

banks from toxic assets
The paper presents a plan how governments can efficiently
relieve ailing banks from toxic assets by transferring these
assets into a publicly sponsored work-out unit, a so-called bad
bank. The key element of the plan is the valuation of troubled
assets at their current market value — assets with no market
would thus be valued at zero. The current shareholders will
cover the losses arising from the depreciation reserve in the
amount of the difference of the toxic assets’ current book value
and their market value. Under the plan, the government would
bear responsibility for the management and future resale of
toxic assets at its own cost and recapitalize the good bank by
taking an equity stake in it. In extreme cases, this would mean
a takeover of the bank by the government. The risk to taxpayers
from this investment would be acceptable, however, once the
banks are freed from toxic assets. A clear emphasis that the
government stake is temporary would also be necessary. The
government would cover the bad bank’s losses, while profits
would be distributed to the distressed bank’s current
shareholders. The plan is viable independent of whether the
government decides to have one centralized bad bank or to
establish a separate bad bank for each systemically relevant
banking institute.

Under the terms of the plan, bad banks and nationalization are
not alternatives but rather two sides of the same coin. This plan
effectively addresses three key challenges. It provides for a
transparent removal of toxic assets and gives the banks a fresh
start. At the same time, it offers the chance to keep the cost to
taxpayers low. In addition, the risk of moral hazard is curtailed.
The comparison of the proposed design with the bad bank plan
of the German government reveals some shortcomings of the
latter plan that may threaten the achievement of these key
issues.

Bank-Specific Shocks and the Real Economy

Do shocks at large by Claudia M. Buch (University of Tubingen, IAW & CESifo) and
banks have a con- Katja Neugebauer (University of TUbingen, IAW)

sistent impact on GDP

growth? Government interventions into the financial system in the form of

bailouts are typically justified with the systemic importance of
large banks. In this paper, we test whether idiosyncratic shocks
hitting large banks have effects on the real economy. We
employ a measure of idiosyncratic shocks at large banks which



follows Gabaix (2008a)." The hypothesis that shocks hitting
individual firms (or banks) could have aggregate effects might
seem surprising at first sight. If firm sizes were approximately
normal distributed, idiosyncratic shocks should cancel out in the
aggregate. Yet, previous work for the United States shows that
idiosyncratic shocks (the "Granular Residual) that hit the largest
100 firms can explain 30 percent of fluctuations in per capita
GDP growth. The reason for this lies in the unequal distribution
of firm sizes - there are only a few very large firms but a large
number of small firms. Therefore, idiosyncratic shocks might not
cancel out in the aggregate. Our application of this idea to the
banking sector is motivated by the observation that financial and
banking sector crises are often triggered by the failure or by
increased instabilities of individual banks. The recent crisis,
which accelerated sharply after the fall of the bank Lehman
Brothers in September 2008, has forcefully shown this.

We analyze the effects of shocks to the largest banks in an
economy for a large cross-section of countries. The
consequences of these shocks are measured not in terms of the
impact on the financial sector, but in terms of the impact on the
real economy. We use a panel dataset for 18 Western European
and 17 Eastern European countries for the years 1996-2006.
Our results do not show a consistent impact of shocks at large
banks on GDP growth, and this result is robust with regard to a
number of changes in the baseline specification. At the same
time, we find a substantial degree of heterogeneity in the data.
In particular in the Eastern European countries, there is weak
evidence for an impact of banking sector shocks on the real
economy. For policymakers, these results imply some caution
with regard to the implementation of policy measures targeted
at large financial institutions. Moreover, the specific
circumstances of individual countries must be taken into
consideration.

Are Private Equity Investors Good or Evil?
What is the role of by Oleg Badunenko, Nataliya Barasinska and Dorothea Schéfer
Private Equity as (German Institute for Economic Research DIW Berlin)
shareholder of firms?
In recent years, policy makers have become increasingly
concerned with reconciling two contradicting views on the role of
Private Equity for the economy in general and for companies in
which they invest in particular. First, it is conjectured that
engagement of a Private Equity investor may and does provide
the financing needed for development of the company, and thus

! Gabaix, X. (2008a). The Granular Origins of Aggregate Fluctuations [Working Paper Series]. SSRN eLibrary.



such engagement constitutes positive effects. Second, some
share a view that a Private Equity investor enters a company
that has good perspectives in order to squeeze that company’s
cash and capital resources, therefore implying negative effects.
However, to the best of our knowledge, testing these
conceptually opposite hypotheses with good quality data is
broadly missing. This paper provides empirical evidence for a
better understanding of what makes a Private Equity firm invest
using comprehensive micro-data for 26 European countries.

Our results suggest that when investing, a Private Equity fund is
less likely to enter a firm if another party already holds ultimate
ownership or is the majority shareholder. Consistent with this
observation on the entry decision, they want to leave the firm if
majority shareholding by another investor signals that they
cannot take over control. Additionally we find that a financially
constrained and risky company is less successful in attracting
investment from a Private Equity firm. However, these two
factors do not influence the decision of Private Equity fund
managers to leave. Furthermore, when investing, the Private
Equity firm does not show more interest in firms with better
management, but it is more likely to exit when the firm has
higher labour productivity. Most remarkably, while Private Equity
wants to exit the firm when cash flow decreases, it tends to
invest in and leave the firm that has larger shareholder funds.
The proposed analysis provides support neither for the “evil” nor
for the “angel” hypothesis. We could not find strong signs that
private equity investments are mainly motivated by the aim to
add value. At the same time, we were unable to provide support
for the view of Private Equity investors as asset strippers. We
find, however, that Private Equity investors are quite normal
investors that intend to avoid an observably high risk and shy
away from vulnerable and possibly opaque firms. Hence, private
equity firms seem to prefer a safe path. On the one hand, this
result is bad news for founders of new firms. On the other hand,
it indicates that structured finance associated with Private
Equity-activity is less risky than market participants currently
assume due to the turmoil in the markets for securitized loans
(EEAG, 2009).” There are similariies but also significant
differences between Private Equity investors and non-Private
Equity financial investors. In contrast to their counterparts,
Private Equity investors play a special role in providing equity
capital to the capital-intensive manufacturing sector. We also
found that Private Equity serves as a complement to the public

2 EEAG (2009) ‘Private equity, the EEAG report on the European economy 2009. European Economic Advisory Group,
Munich pp. 123-140.



capital provided by stock exchanges whereas non-Private
Equity financial investors rather seem to substitute such public
capital. However, the often-observed joint presence of Private
Equity and other financial investors in the company also hints at
a largely neglected phenomenon in the existing research on
private equity: the “division of labour” between different types of
financial investors.

Finally, we would like to emphasize, however, that one has to be
cautious when evaluating the results. First, the purpose of our
analysis was a cross-country comparison and, therefore, our
conclusions apply to an *“average" European company.
Nevertheless, including the macro control variable “Market
Capitalization” into our regressions has shown that countries are
statistically significantly heterogeneous and a separate analysis
for each country may be beneficial to complete the picture. This
is, however, possible only for a handful of countries due to data
availability. Second, although we believe that our conclusions
are robust, we would like to acknowledge that some countries
are poorly represented and that broad conclusions might not
necessarily hold for such countries or regions.

Does Private Equity change the performance of a European firm

Is a significant impact of in which it invested?
Private Equity on firm’s by Oleg Badunenko (German Institute for Economic
performance observable? Research DIW Berlin), Christoper F. Baum (Boston

College, USA) and Dorothea Schéfer (German Institute
for Economic Research DIW Berlin)

There are two different paths one might follow to investigate the
impact of Private Equity on the target firm’s performance. First,
the impact of Private Equity on the performance of the firm can
be directly analyzed by comparing firms with and without Private
Equity shareholders. Second, against the backdrop of the
hypothesis of asset stripping, one may compare firms that
attract Private Equity investors’ entry and exit with those that do
not. In this analysis we follow the first path. More specifically, we
estimate how two important dimensions of Private Equity activity
affect the target firm’s performance. We assume ‘time-to-build’":
the effects of active shareholders’ restructuring decisions
require some time to show up in suitable performance
indicators. In that context, we analyse the duration of Private
Equity involvement with the firm, seeking to investigate the
relation between tenure and outcomes. We include private
equity presence in both listed and unlisted, European target
firms during the 2000s. We measure the performance of the firm
by its return on assets.



We find that the performance of a firm with at least one Private
Equity investor among shareholders does not statistically differ
from the performance of a firm that does not have a Private
Equity investor. When we, however, control for the duration of a
non-interrupted period during which at least one Private Equity
fund invested in a firm, we get a negative average effect of
Private Equity on the firm’s performance. Breaking down this
average effect into single years suggests that the return on
assets of firms backed by Private Equity is not statistically
different from that of a firm not backed by Private Equity. We
therefore conclude that the presence of a Private Equity firm
among shareholders does not have a significant effect on firm’'s
performance. Again, we would like to emphasize, that we intend
to develop a more complete picture about the impact of Private
Equity by adding a country specific analysis and by
differentiating amongst Private Equity shareholders with
different magnitudes of shareholdings.

Financial Risk Aversion and Household Asset Diversification

How do the ultimate by Nataliya Barasinska, Dorothea Schéfer (German
providers of capital, the Institute for Economic Research DIW Berlin) and Andreas
households, behave in Stephan (Jonkdping International Business School)

terms of risk attitude and

asset diversification? The analysis explores the relationship between self-declared

risk aversion of private investors and their willingness to hold
diversified portfolios of financial assets. The analysis is based
on household survey data from the German Socioeconomic
Panel (SOEP) that provides a reliable measure of individual
attitude towards financial risk. Our empirical findings suggest
that more risk-averse investors tend to hold incomplete
portfolios that consist mainly of a few safe assets. We also find
that for private households the propensity to diversify is highly
dependent on whether liquidity and safety needs are satisfied.

Risk Attitudes and Investment Decisions across European

Is there a significant Countries — Are Women More Conservative Investors than
difference between female Men?

led and male led by Oleg Badunenko, Nataliya Barasinska and Dorothea Schafer
households and, if so, what

causes this difference? The recent financial crisis and the fact that senior management

staff is dominated by men in the majority of system-relevant
financial institutions, brought the issue of gender into a heated
discussion by the general public and by policymakers. It is
commonly believed that men are more willing to take financial
risks than their female counterparts. In fact, numerous empirical
studies provide evidence of systematic differences in financial



risk-taking between men and women. Nevertheless, we think
that the existing evidence does not suffice to generally tar
women as conservative investors. First of all, there are studies
that question the prevailing belief and provide evidence that
gender has no effect on individuals’ investment decisions.
Furthermore, most evidence supporting the gender stereotype is
based on the US data. Yet, given cross-country differences in
macroeconomic conditions, institutional settings and social
policies results obtained for one country should not be
automatically generalized for the rest of the world. Secondly,
there is still no consensus in the literature regarding the
determinants of gender differences in financial behaviour.
Finding out whether differences in risk attitudes predetermine
the investment behaviour of the two gender groups, is important
for practical reasons. If these differences are in fact as
significant as it is commonly believed, there is clearly a need for
policy interventions for at least two reasons. The first reason is
related to the gender wealth gap. All things being equal, if
women systematically follow very conservative investment
strategies during their lives, they are more likely to accumulate
lower retirement wealth than their male counterparts.
Importance of the issue rises especially in the light of recent
trends towards private pension plans. The second reason is
related to the role of private households’ as suppliers of financial
means for enterprises. Through participation in stock and other
markets for equity capital, private households provide financial
capital to firms. If a large group of private households for some
reasons abstains from participation in markets for risky financial
assets, it may have constraining effects for individual firms and
thus for the overall economy.

The results of the analysis show that women are indeed less
likely to hold risky financial assets than their male counterparts.
However, conditional on ownership, both gender groups seem
to invest an equal share of their wealth to these assets, ceteris
paribus.

Furthermore, our results show that gender differences in
portfolio choices cannot be attributed to differences in risk
tolerance between the two groups. Even when we control for
individual attitudes towards risk-taking, we find statistically
significant differences between men and women in the
probability of investing in stocks and in the portfolio shares of
held stocks. Gender wealth gap is probably the main reason of
the differences in the investment behaviour of males and
females that is observed in the population.

Hence, the hypothesis of females taking more conservative
investment decisions than males because they are inherently
more risk-averse cannot be confirmed by the data.



Role of Gender in Lending Business: Evidence from an Online

Is there a significant Market for Peer-to-Peer Lending

difference between females by Nataliya Barasinska

and males in peer-to-peer

lending? One of the conjectures during crisis was that excessive risk

taking in investing and lending, which is considered to be one of
the main drivers of the crisis, is caused by over-representation
of males in the decision-making positions and the fact that
males are on average more risk tolerant and overconfident than
their female counterparts. No doubt, excessive risk taking goes
hand in hand with low risk aversion and overconfidence of
decision-makers. However, it is not clear whether the link
between those traits and gender actually leads to a different
behaviour of male and female professionals in the financial
services industry. These considerations call for a
comprehensive analysis of the role of gender at the supply of
financial services. In contrast to other studies that investigate
the role of borrowers’ gender for the availability of loans and
their conditions, the paper focuses on the role of lenders’ gender
and thus contribute to the literature devoted to the role of gender
on the supply side of financial markets.

Data collected from www.smava.de — a German online-platform
for peer-to-peer lending — is used. The data give a rare
opportunity for studying lending behaviour in a real life situation.
The analysis provides evidence on gender differences of
individuals who lend money at an online market for peer-to-peer
loans. Not surprisingly, the fraction of females engaging in peer-
to-peer lending is much smaller than the fraction of males.
Based on a regression analysis, the determinants of the
probability that a female lends money to a borrower are
identified. The results suggest that demanded loan amount,
maturity and total number of individuals willing to lend money to
the same borrower are the factors that increase the probability
of lending by a female. On the contrary, the nominal annual
interest rate is negatively related to this probability. This might
have two different explanations. Firstly, women may choose less
risky loans and therefore obtain less return. Secondly, women
may invest in loans with lower risk premium because they find
these loans more attractive for some other specific reason. For
example, loans taken for charitable purposes may motivate
females to provide funds even under less favourable conditions.

The data on peer-to-peer lending do not provide evidence in
favour of the common belief that women generally tend to take



fewer risks in investments or demand higher compensations for
bearing risks than their male counterparts. Altruistic or charitable

motives seem to play a significant role in the lending decisions
of women.



Coordinator Prof. Dr. Christian Dreger
German Institute for Economic Research (DIW Berlin)

Consortium Centre d’Etudes Prospectives et d’Informations Internationales
(CEPII), France
University of Cambridge, UK
Ifo Institute Munich, Germany
Ghent University, Belgium
University of Tuebingen, Germany
ICEG European Center, Hungary
Institute for Market Economics, Bulgaria

Duration February 15, 2008 — February 14, 2010 (24 months)
Funding Scheme Collaborative Research Project

Budget EC contribution: 998.170 €

Website http://www.finess-web.eu



Further reading

For more information

FINESS Working Papers

Dorothea Schafer and Klaus F. Zimmermann (2009): Bad
Bank(s) and Recapitalization of the Banking Sector.

Dorothea Schafer (2009): Agenda for Building a New Financial
Market Architecture.

Claudia M. Buch and Katja Neugebauer (2009): Bank-Specific
Shocks and the Real Economy.

Oleg Badunenko, Nataliya Barasinska and Dorothea Schafer
(2009): Are Private Equity Investors Good or Evil?

Oleg Badunenko, Christopher F. Baum, and Dorothea Schafer
(2009): Does Private Equity change the performance of a
European firm in which it invested?

Nataliya Barasinska, Dorothea Schéafer and Andreas Stephan
(updated 2009), Financial Risk Aversion and Household Asset
Diversification

Oleg Badunenko, Nataliya Barasinska and Dorothea Schafer
(2009): Risk Attitudes and Investment Decisions across
European Countries — Are Women More Conservative Investors
than Men?

Nataliya Barasinska (2009): Role of Gender in Lending Business:
Evidence from an Online Market for Peer-to-Peer Lending

Available at: http://www.finess-web.eu/publications.htm

tribakoff@diw.de, cdreger@diw.de



