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Abstract

At the beginnings of the 1980’s Chile liberalizée tentry of auctioneers and partially the
auction fees. The reform, though, kept two restics for judicial auctions only: i) new
maximum fees, and ii) the obligation for judgesassign auctions in a non-discriminatory
manner among the different registered auctione@mnpetition policy concerns were
severely reduced since freedom of entry, and maxinagal fees were considered enough
disciplinary mechanism to avoid monopolistic ineincies.

Using a sample of 680 and 1300 judicial and privaietions respectively, we find that

Courts assign the judicial auctions in a discretiomanner, and that the assigned
auctioneers charge fees which are substantiallyehithan those permitted by law. We test
the hypothesis that the judicial auctions’ desiga additional costs and, consistent with the
predictions of a simple model, that it is more lykéor Courts to appoint the less efficient

auctioneers. We conclude also that, as the modaliqis, the net price received by

creditors and debtors in judicial auctions are alk@% to 33% below those possible to

obtain in private auctions, where freedom of eatnygl freedom to set prices exists.
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1. Introduction

The effects of institutions on economic performarmed development have been
highlighted in different contexts (see, Levy andll8p 1997). Chile has been recognized
due to its advanced institutions and in particutegause the low corruption and the clear
norms to do business. Kaufmann (2005), and Intenmalt Transparency (2006) position
Chile as the country with the greatest level ohsmarency in Latin America, and in the
21st place out of 159 countries, above Spain, ltalgd the Czech Republic (see, for
institutional analysis in Chile, Stone, Levy anddees, 1996; and Paredes and Sanchez,

2004). The institutional analysis in Chile, howeveas left aside certain aspects of
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regulatory provisions and the topic of corrupticestbeen hardly analyzed. There is an

implicit idea that this aspect is not existent iml€.

The purpose of this paper is to analyze judiciatians, an institution of great legal
relevance in the judicial area, particularly for CB: A first motivation relates with the idea
that the assets bought at judicial auctions are sléaply, and that creditors and debtors
interests both suffer damage as a result of theartjcplarly due to collusive actions
between auctioneers and people who bribe them Y&ddges, 2006, EI Mercurio, 2006,
Honduras, 2003 and The World Bank, 2003he relevance of the regulatory framework
to explain whether judicial auctions help or natditors and debtors is the question we
address and it is something relatively unknown teast ignored analytically in the

literature.

We analyze how judicial auctions operate, theiicefihcy and the consequences for
distribution. We specially focus on the effects aodnpliance of two regulations that are
specifically set for judicial auctions: the randappointment of auctioneers by Courts and
the controlled fee structure. A simple model suggdbat this designs goes against

consumer’s well being.

The paper is structured in three sections beskdssrtroduction. The second section
describes the institution, the regulatory framewarnkl provides a simple testable model.

The third section describes the data, and theteesuid the fourth section concludes.

2. Judicial Auctions

2.1 Origin and Mechanisms

France was the first country that regulated thectpra of auctions. In 1576 an edict
attributed to Henry Il established the appointmeht'assessors-sellers” to seize assets,
appraise them and sell them through public auctrdmsn the parties requested it or the law
required it. In 1801, 80 positions of Public Aucte®rs were instituted in France and the

law forbade those who had not been awarded su@sigrdhtion to carry out auctions. As

2 For Honduras (2003), a main recommendation toaedorruption was the elimination of the discretidn
the judges to select the auctioneer. In the cagenf, in the context of business developmentytbdd
Bank recommends to create instances of privatéutisos to avoid judicial auctions.
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time went by, some differences arose in the legislaof the different countries,
particularly in what respects the degree of freedorarganize and carry out auctions, but
restrictions to entry remained in most countries.

In Latin America and in Chile in particular, auct®began with the Spanish Colony
in mid XIVth Century. The Chilean legal system ®#saseveral elements with the French
system, though it experienced the greatest chaogmsthe last 25 years. Standing law in
Chile was based on the Decree Law No. 263 of 1868&h created the juridical system of
the Public Auctioneers. That same decree institthedsystem of public contests to fill in
the positions of Public Auctioneers that finallyre@lesignated by districts by the President
of the Republic (See, Llach, 1988). In practicat tivas a barrier identified with monopoly
rents® In the 1980s, with the structural reforms of tHel€n economy, and following the
French trend, the restrictions to entry to becom@actioneer came to an efid\s in other
sectors and activities, Chile allowed entry everaajreater extent than in the State of
Tennessee, the core of the Auctioning Activityhie tUnited States, and which ranks as one
of the most active auction markets in the worlde(dRules of the Tennessee Auctioneer
Commission, 2004).

Regarding the mechanisms, auction theories haga tee basis to understand price
formation methods and negotiations in which both bluyer and the seller are actively
involved in price setting (see, for instance, Klemgy 1999, and its references). In his
excellent review of the literature, Klemperer (1p2%assifies the two basic designs of
auctions most commonly used: the ascending auatidrthe first-price sealed-bid auction.
In the ascending bid auction, also known as thelieingAuction, the price is raised
successively until one bidder remains. This typeawétion can be performed when the
auctioneer is who announces the prices, and thdetsdare the ones that make the offers.

Ascending auctions are used in Chile and are teaiimg method in Latin America.

% In the middle 1970s in Chile, most legal monopolieere ended. Nowadays, some exceptions are the
notaries and the Conservador de Bienes Raices, gorhexperts (basically limited to ex Army offiegrand
translators in the Foreign Affair Ministry, limitetb 4 ladies. For an analysis of the nature of éhes
monopolies, see Valdés (2006) and for the Consendel Bienes Raices, see Abarca (2006).

* The costs of the monopolies in auctions had alrésdyn detected in France. This had a key roledrath
auctions until the year 1950, when the country lb$o the British auctioneers Southby’'s, Chridieind
Phillips, who without any restrictions gained mamed more space in the field. In the year 2005,
auctioneers conducted more than 90% of interndtemiaales (see www.diplomatie.gouv.fr).
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The literature has focused in establishing the itimm$ that make one type of auction
better than another. Vickrey (1961) established tiwa strategies of the participants under
different types of auctions (e.g. ascending offtgscending offer, sealed-bid, first and
second price, etc.,) come to be the same. Howdweresearch on the most efficient types
of auctions still poses great challenges (Klempet889), something we do not assess in
this paper. Instead, we take as given the effigiesiaracteristics of the ascending offer

auctions method, the only design resorted to ifrcjadand private auctions in Chile.

2.2 Judicial and Voluntary Auctions

The most relevant distinction for our purposes hattbetween voluntary and judicial
auctions. When an agent commits to the paymentlo&m, he does so with all his assets,
moveable or immovable, present and future. Therlatteans that when a default occurs,
the creditor may resort to any of the debtor’s &ste be paid and if after this any debt
persists, that is, until the liability has been pbetely settled. However, a creditor cannot
obtain payment directly without having passed tgtothe judicial formality, unless there
is an express agreement. Necessarily, a judic@laumust be performed through a public
auctioneer to collect the debt.

The judicial auction may be requested by a civilirtoa local police law court or a
criminal court, that accepted a creditor's demdaradthis end, the judge appoints one of the
auctioneers included in the Registry of Judiciat#aneers. The auctioneer, at the moment
he receives the goods, must make a statement ool the specification established in
the law with respect to the writ of attachment lejadilt. This writ must be undersigned by
the Auctioneer and a Minister of Faith.

The auctioneers are accountable for the auctiothéocourt within the next five
working days after the auction has taken placemRtee price of the auction, the auctioneer
can deduct the legal taxes, the cost of the adeenients and its own fee. Consequently, in
the case of judicial auctions, from the price pgaycthe bidder, the court (i.e., the creditor)
receives the difference between that price an@éxipenses associated with the auction.

The enactment of Law 18,118 in September 1982, ymedl an important
deregulation in judicial auctions. The main change the end of the formal restrictions to

be an auctioneer. The law also liberalized feethencase of voluntary auctions, though



retaining limits in the case of judicial auctionBhus, the prohibition to charge fees in
excess of 1% for judicial auctions was eliminai@ul] was created a decreasing scale from
8% to 0.5%, depending on the price of the good I@&p

Table 1

Maximum Rates in Judicial Auctions (US$)

Range Percentage Fix fee Estimated
Payment
0 - 1,205 8% 0 8%
1,206 - 1,807 7% 12 7.8%
1,808 - 2,412 6% 30 7.4%
2,413 - 3,012 5% 54 7%
3,013 - 6,026 4% 84 5.87%
6,027 - 12,054 3% 144 4.6%
12,055 - 30,118 2% 265 3.4%
30,119 - 60,238 1% 566 2.26%
over 60,23 0.5% 867 1.7%

Source: Ministry of Justice.

In addition, the law required that the designatidrauctioneers followed the correlative
order of the registrations filed, so there weregamm for arbitrary designations. This latter
had the purpose to discourage corruption and iticpdar, that bribes or payments were

made through the designation as auctioneer.

3 A Simple Model

We compare three cases we associate with botkereliff regimes, judicial and voluntary
auctions, and with different degrees of complianeéh the law. In any case we assume
that auctioneers maximize their wealth (W) defimsd(c-e)*N, where c is the fee charged
to customers, and that the fee is a constant ptiopofx) of the auction price (Pa). Pa
depends exclusively on the expenditure made byatlationeer (e), wheréPabe > 0 y
02Paoe2 < 0. We want to determine the optimum e* and {Pa), the net price a

consumers get. As Pa-c is equal to Pa)(the consumers’ net price only depends on e.

We analyze three cases: i) private auctions, djcjal auctions with full compliance of the

law, and iii) judicial auctions with partial comahce with the law.
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i) Private Auctions.
N depends on consumers demand, and hence, on d¢tienaer’s reputation; that is, N =

f(Pa-c)=f((1e)Pa). In this case, the auctioneer maximizes:

[1= (@Pa(e) — e) * N((Iz)Pa(e))

FOC:

[]/oe = @ oPabe - 1)*N + (@ Pa(e) — e) PN/OZ (1-v) oPabe = 0
() (+) (+) (+) (+)

where Z = (le)Pa(e).

Since N increases with e, in the equilibrit’tRabe must be <1, sar(©Pabe — 1) must be

negative.

i) Judicial Auctions, with full compliance of the law.
In this case, N is independent of the auctionesst®ns (for instance, N is random or taken

sequentially form a list) and t = 0. The auctioneaximizes:

[1= (@ Pa(e)-e)*N

FOC.:

J[1/6e = N @ 0 Pabe -1) =0 — oPabe = 1h > 1.

As a consequence, the optimum e in the judiciatianavith full compliance of the law is

lower than in the private auction case.

i)  Judicial Auctions with transfers (or bribes) througa.



We assume the auctioneer bribes the official wheigtes the auctioneer by allocating the
good at a reduced priceWe assume for simplicity, N = WPa). In this case, the

auctioneer maximizes:
[1=(aPa-e)*N{/Pa)
FOC

d[]/oe = @oPabe -1) N + (. Pa - epN/o(y/Pa) (-y/Pa2)oPabe = 0
+) ™) (+) OIENCY)

The FOC requires in this case th@oPabe -1) > 0, sooPabe > 1k, as in the case ii) (see
figure 1).

The implications of this model are basically twd:the mechanism to allocate
auctions considered in the law for Judicial Aucsiaeduce consumers’ welfare; ii) that
mechanism induces more corruption which in turrucedfurther the net price received by
consumers.

Figure 1
Expenditure and Consumer net Price under Privadeladicial Auctions

b N*aPa

/
/_/apa

/ JE judicial with bribe

IC judicial complying with the law
F Private

4

e*]B  e*IC e*p &

® Notice that in the case of private auctions, est pxpropriations are also possible, though lessamient
since N depends on the reputation created.
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4. Data and Results

4.1 Data

To test the hypotheses we collected data on judicietions for the period January of 2004
and May 2006 in seven of the most important Civdu@is in Santiago, Chile (¥123¢,
24N 28" 27" 29" and 38"). We only considered car auctions, since it iSeza® get
market prices and hence, to have a benchmark ottigrice. The period and the number
of Courts chosen is only explained because thecdify to collect data. Considering Civil
Courts, however, allowed us to analyze a samplg @omsisting of cars in good condition,
since the lawsuits which order these auctionsiartie main, for default in the payment of
the sales.

The information includes the plaintiff, the auctsam assigned, the brand, model, year
of the car, the demand in $, the selling price,ahetioneer’s fees and the advertising costs.
Three samples were created. The first has 440amsctf cars in good conditions. The
information about the quality of the cars was aledi from the check-up chart of the
vehicle seized and deals with cars that were dgtaattioned. The second sample has 680
assignments, and includes those cars in doubtfadlitons and lawsuits that are up for
auction, but in which the auctioneer was appointadally, we also got private auction
information provided by Tattersal, a private firpesialized in auctions, with data on more
than 1,500 auctioned cars. Under the same selectitania used by judicial auctions, the
final sample of Tattersal was 1,039 cars.

Our main concern is the effect on efficiency of tiegulation. We considered as an

efficiency indicator (AE) the net price receivedtbg Court over the market price, as:

AE = Auction Price — Auctioneer Fee — Advertisibgst = Net Price

Market Price Market Price

To get the market price for each car we analyzeds#iling prices in different media, and
in particular, in the “car sells” section of thel“Mercurio,” the newspaper with most
advertisements at national level. We also consttére each car and model, the average

price advertised, excluding those with evidentui@s. On average, the price thus



calculated does not differ than the fiscal valuaiio more than 1.5%. We choose the fiscal
valuation as the estimator of the market price.

Table 2 shows a ranking of efficiency for the ame#ers. The first column shows the
AE, defined in (1), and the second, the ratio betwauction price and market price, the
total number of auctions conducted by each auctignend the number of Courts with
assignments.

A striking observation is the difference of nea2ly percentage points in the average
efficiency of the ten most and the ten least edfitiauctioneers. Furthermore, only about
half percentage point of this difference can belarpd by different advertising costs and
commission fees, so the main explanation for tifferéint efficiencies is the auction price.

Consequently, there is a potentially high gain deljpgg on the way auctions are assigned.

Table 2

Efficiency of the fist and last 10 ranked Auctionees

Ranking] Net Auction Price/ | Auction Price/ | (commissiorradvertising)/ | # of auctions | # of Courts
Market Price Market Price Market Price
1 0.79¢ 0.90¢ 0.11 8 4
2 0.778 0.935 0.157 7 4
3 0.768 0.86 0.092 6 4
4 0.761 0.849 0.088 2 2
5 0.759 0.805 0.046 8 4
6 0.74 0.746 0.006 4 3
7 0.721 0.799 0.078 5 4
8 0.71t 0.84¢ 0.131 13 5
9 0.713 0.717 0.004 4 3
10 0.711 0.78¢ 0.077 3 3
49 0.59 0.674 0.084 15 6
50 0.58: 0.66¢ 0.08¢ 7 5
51 0.58 0.665 0.085 12 5
52 0.577 0.60¢ 0.031 12 5
53 0.561 0.711 0.15 6 4
54 0.561 0.633 0.072 3 3
55 0.555 0.687 0.132 6 5
56 0.538 0.623 0.085 9 4
57 0.517 0.584 0.067 3 2
58 0.47¢ 0.52¢ 0.052 2 2

4.2 Assignments and Fees
A first natural question is whether regulations fees and auctioneer assignments are
fulfilled. It is well worth to emphasize that thel stipulates that the designation is to be

made following the correlative order of the re@ttins, so that each auctioneer on register
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should be designated with equal frequency. The ds¢a to analyze the designations of
680 cases help to answer whether this is the deslgle 3 shows, for each court, the
concentration of the auctioneers who conductedntiost auctions. Since there are 76
registered auctioneers in each court, by stridlyeaing to the law, each auctioneer should
have a similar participation, and this should béhmorder of 1.3% to 2.6% (due to the fact
that auctions are relatively few).

As can be seen, each court concentrates the asictidass auctioneers than what it
corresponds legally, with concentrations exceedipgwice as much as it is permitted.
Thus, on average, the auctioneers with the greatastber of auctions per court
concentrate between 7% and 9 % of the auctions 3éems to reflect a preference for

some auctioneers, which regardless of the legalayld affect the efficiency.

Table 3
Concentration of Auctioneers and Fees by Court
Number of
Court |C1 Theoretic 1 C1 Theoretic| Auctions Average Fees
21 8,45% 2,8 71 9,48%
23 7,41% 3,7% 54 10,94%
24 9,26% 3,7% 54 10,18%
25 7,84% 3,9% 51 9,36%
27 7,69% 3,1% 65 10,86%
29 5,19% 2,6% 77 10,23%
30 7,35% 2,9% 68 9,27%

Table 3 also shows the efficiency indicator (Netc#an Price / Market Price) and the
average fee by court. The average efficiency ofual@o65 shows that the price finally
received for those the law wants to protect is al&f% the market price. In turn, the
average auctioneer’s fees largely exceed the limgial Considering the average transaction
values of the cars auctioned by the different @(WiS$ 9,000), the legal fees should yield
a maximum charge of about 4%; real fees, insteadg @bout 10%.
A natural hypothesis is that auctioneers’ conceioinacould have a positive side if

Courts assign auctions to the most efficient orés.test that hypothesis, we run a

regression where the dependent variable is the %hefauctions Court j assigned to

10



auctioneer i, and the exogenous variable is a measiefficiency of auctioneer. The
results of this regression presented in table 4 ndd support the idea that the
overrepresented auctioneers in each Court are tis¢ efficient ones. On the contrary, the
evidence for Courts 21and 38, shows a negative and significant coefficient aisged
with the efficiency variabl&.In sum, the relatively large concentration thatsmBourts
show in some auctioneers, it is never explainedfbgiency reasons. On the contrary, this
evidence is more consistent with model 2, thatith the hypothesis that assignments in
some Courts are the consequence of a collusiveeimgm® between them and the

auctioneers.

Table 4
Share of auctioneer i, in court |

constant efficiency t test R-squared Adj. R-squared
J21 0,05565 -0,03119 -2,12 0,0611 0,0475
J23 0,03954 -0,00512 -0,37 0,0026 -0,0165
J24 0,05490 -0,01501 -0,74 0,0105 -0,0085
J25 0,04787 -0,01695 -1,06 0,0226 0,0026
J27 0,02054 0,02138 1,63 0,0403 0,0251
J29 0,03299 -0,00171 -0,20 0,0005 -0,0128
J30 0,05059 -0,02670 -2,06 0,0605 0,0463

4.3 Comparison between judicial auctions and private voluntary auctions

The average efficiency measures suggests that fréces received by creditors and
debtors are substantially lower than the marketeprstill, however, one could argue that
this is because published market prices are nosadcion prices. To test whether the
reason the ratios of net auction to market pricessgnificantly lower than one obeys to
the incentives associated with judicial regulatioe, compare them with private auctions,
which according to our model, are not subject ®itftentives.

Using the information provided by Tattersall S.A.company specifically aimed at
conducting auctions of different kinds of assetg]uding vehicles, we first observe that
private auctions on cars are significantly morécedht, having efficiency coefficients that

on average are 0.9779 for the 1,038 auctions studikat is, private auctions obtain an

® This result is very robust for different specifioas and variables considered, including the arofin
money considered, dummies for the main plaintlfiserestingly though, in a joint estimation, theima
plaintiff, Mitsui, carries enough weight as to aff¢he Court decision on which auctioneer handtesdr.
Additional results are available on request.
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average price that is 97.79% of the market pridalsivthe most efficient Court obtains, on
average, 70.1% of the market price. Figure 2 shthveshistograms for both types of
auctions, confirming a clear difference in favotioé private auction.

Figure 2
Efficiency of Private and Judicial auctions
Histograms Judicial and Private Auctions
250 -
207 Private
= 150 4 /
g Judicial
100
= a7
0 : —
¥ 0.5 1a L5 40 L5 3n 35
Eificiency

To test the magnitude and significance of the teffiee, we run two regressions to
explain the gross and net auction price. We udatagrated sample of the 440 judicial and
1,038 private auctions. Table 5 shows the coefiisi®f the double log regressions, so that
the coefficient of the dummies for Courts is thecpatage difference between the private
auctioneer (used as a basis) and each Court. iicadtb Court dummies, we considered
the log of the market price. The results show #ladummy Court coefficients are negative
and significant. More specifically, they show thadicial auctions, given a market price,
are associated with a reduction in the price batweg6% and 33%, compared with the

price in private auctions. For all Courts, thideliénce is statistically significant.
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Table 5

Price Cuts Associated with Judicial Auctions

Ln (Auction Prict Ln (Net Auction Pric
Coef Test Coef Test
J21 -0,244 -5,97 -0,234 -5,08
J23 -0,316 -6,80 -0,330 -6,27
J24 -0,276 -5,95 -0,277 -5,31
J25 -0,203 -4,27 -0,202 -3,77
J27 -0,176 -4,12 -0,178 -3,67
J29 -0,250 -6,33 -0,255 -5,74
J30 -0,258 -6,20 -0,255 -5,45
Log Market Price 0,773 48,15 0,760 42,03
Cons 3,22¢ 13,5¢ 3,28( 12,2¢
R Square 0,6140 0,5480
Adjusted R Squa 0,611¢ 0,546(

5 Conclusions

In this paper we analyzed judicial auctions, artitutson that has widely recognized to
limit the capacity of countries to develop busimsssThe Chilean regulation reform on
judicial auctions that took place in the early 1880ad the purpose of reducing monopoly
rents associated with practical monopolies andotatrol corruption. The reform opened
the possibility to be an auctioneer, and limited tdapacity judges to assign them. It also
kept maximum fees. The new institutional settinguifh, had important negative

incentives for judicial auctions.

We found systematic evidence showing that the ptiot@ which the regulator tried
to give creditors by obliging them to resort judicauctions has negative effects. On the
one hand, Courts do not abide by the regulatioigyrisg the auctions to the auctioneers as
the law states, a regulation which attempts to dviaivoritisms and to enter into
conspiracies with the auctioneers. This behaviootsprevented; furthermore, the evidence
shows that for two of the seven Courts analyzegl atictioneers overrepresented are those

who perform worst.

We also found an infringement of the law regardimg fees charged, which exceed
by far the limits imposed. As with the first, traecond illegality would not be necessarily
perverse from an economic point of view if they ety benefit the affected parties, that is,

if they induced a better performance. This is maed on the contrary, judicial auctions
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end up providing a value for final consumers whiglabout 65% of what is provided by
private auctions.

The evidence found on the basis of the data is henverge of clientism and
corruption. However, the recommendation does netrgcessarily here in forcing the
compliance of the law, but in changing it. Evidgnfiorcing Courts to rotate auctioneers
with no consideration to efficiency reduces theemoe to perform well. On the other
hand, imposing an operative limit to fees also ceduthe incentive to behave properly. A

line to explore is to allocate judicial auctionsngsperformance measures, like the ones we
built here.
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