FINANCIAL MARKETS II (ASSET PRICING) 

Petr Zemčík, Office: 302, Office hours: M+W 9:00-10:30 or by appointment
Phone: (+420) 224 005 154, E-mail: petr.zemcik@cerge-ei.cz
Lectures: Room #313, M+W  13:30-15:00
Web page: http://home.cerge-ei.cz/petrz
Teaching assistant: Olga Aslanidi, Olga.Aslanidi@cerge-ei.cz
COURSE DESCRIPTION
The first part of the course (about 60%) is devoted to standard asset pricing topics, such as choice under uncertainty, mean variance analysis, capital asset pricing model, arbitrage theory, and option pricing. The other part focuses more on empirical issues in asset pricing, such as estimation and solution of  intertemporal asset pricing models, strategic asset allocation, behavioral finance, real estate finance, and bubbles. The course is quantitatively oriented and students are expected to use Matlab and an econometric package of their choice to solve homework assignments.
GRADING
There will be four homework assignements each worth 5% of the grade (20% in total), a midterm exam worth 40%, and a non-cumulative final exam worth 40%. Instead of the final exam, a student has the option to submit a research proposal in financial economics, 1500 words (about 3 pages of text). The research proposal will be evaluated less strictly than the final exam. The first draft is due on March 30. The assignment can be used to fulfill requirements for a critical review in Combined Skills II and Research Methodology Seminar.  After you get my comments on your draft, you can still opt for the exam.
REQUIRED TEXT
Penati, A. and G. Pennacchi, Notes on Asset Pricing, available in electronic form  at http://home.cerge-ei.cz/petrz/fm/notes.html. (PP)
RECOMMENDED TEXTS
Campbell, J.Y. and L.M. Viceira, 2002, Strategic Asset Allocation: Portfolio Choice for Long-Term Investors, Oxford University Press. (CV)
Cuthbertson, K. and D. Nitzsche, 2004, Quantitative Financial Economics: Stocks, Bonds & Foreign Exchange, John Wiley & Sons, Ltd., 2nd edition, Chichester, UK. (CN)
Černý, A., 2003, Mathematical Techniques in Finance: Tools for Incomplete Markets, Princeton University Press, Princeton, NJ. (Černý)

Cochrane, J., 2001, Asset Pricing, Princeton University Press. (Cochrane)
Huang, C. and R. Litzenberger, 1988, Foundations for Financial Economics, Elsevier Science Publishers (North-Holland), New York. (HL)
Hull, J.C., 2002, Options, Futures, and Other Derivatives, Prentice Hall, Upper Saddle River, NJ, 5th edition. (Hull)
Romer, D., 2001, Advanced Macroeconomics, McGraw-Hill, 2001, 2nd edition. (Romer)

BACKROUND READINGS

Malkiel, B.G, 1996, A Random Walk Down Wall Street, W.W. Norton&Company, New York. (Malkiel)

Shiller, R.J., 2001, Irrational Exuberance, Princeton University Press, Princeton. (Shiller)

Bernstein, P.L., 1998, Against the Gods: The Remarkable Story of Risk, Wiley; New Ed edition. (Bernstein)
COURSE OUTLINE
(* denotes mandatory texts)
Lectures 1-5: Finance Foundations Overview
Choice Under Uncertainty 

* PP 1
HL Ch. 1
Risk Aversion and Risk Premia 

* PP 2 
HL Ch. 1
Risk Aversion and Portfolio Choice
* PP 3
HL, Ch. 1
Mean Variance Analysis
* PP 4,5
HL, Ch. 3; Bernstein
Anderson, R. and J-P. Danthine, 1981, “Cross Hedging,” Journal of Political Economy

89, 1182-1196.

Lecture 6-9: The Capital Asset Pricing Model (CAPM) & Extensions

CAPM

* PP 6

* CN, Ch 8
HL, Ch. 4
Greene, W. H. 1997, Econometric Analysis, 3rd ed, Ch. 14.2.5, London GB, Prentice-Hall.

Multi-Factor Pricing Models
* Fama, E.F. and  K.R. French, 1992, “The cross section of expected stock returns,”  The Journal of Finance 47, 427-465.

* Fama, E.F. and  K.R. French, 1993, “Common risk factors in the returns on stocks and bonds,” Journal of Financial Economics 33, 3-56.
Soderlink, P, “Lecture Notes in Empirical Finance (PhD): Linear Factor Models”
Wang, Y., 2005, “A comparison of Factor Models for Explaining the Cross Section of Stock Returns,” Working Paper, Kellog School of Management at Northwestern University.

Cochrane, Ch. 12

Lectures 10-12: Arbitrage Pricing Theory 

The Simplest Model of Financial Markets
* Černý, Ch. 1
Arbitrage and Pricing in the One-Period Model
* Černý, Ch.2

Lectures 12-14: Option Pricing – Introduction
Properties of Stock Options
* PP 9
Hull, Ch. 8
The Cox-Rubenstein Option Pricing Model

* PP 10
HL 8 (pp. 248-254)

Option Pricing Using the Binomial Model

* PP 11

Hull, Ch. 10

Lecture 15: Midterm Exam
Lectures 16-17: Option Pricing in Continuous Time
The Essentials of Diffusion Processes and Ito's Lemma
* PP 12
Hull, Ch. 11
Option Pricing in Continuous-Time and the Black-Scholes Equation
* PP 13
Hull, Ch. 12; Bernstein
Lecture 18: Term Structure of Interest Rates

*PP 14
Hull, Ch. 23
Lectures 19-22: Consumption Based Capital Asset Pricing Model (CCAPM)
Consumption and Asset Returns

*  Mehra, R. and E. C. Prescott,  1985, “The Equity Premium: A Puzzle,”  Journal of Monetary Economics 15 (2), 145-162.
* Burnside, C., 1994, “Hansen-Jagannathan Bounds as Classical Tests of Asset Pricing Models,”Journal of Business & Economic Statistics 12, 57-79.
Shiller, Malkiel

Solving the CCAPM
* Zemčík, P., 2001, “Mean Reversion in Asset Returns and Time Non-Separable Preferences,” International Review of Economics and Finance 10,  223-245.
Tauchen, G., and  R. Hussey, R., 1991,  “Quadrature-Based Methods for Obtaining Approximate Solutions to Non-linear Asset Pricing Models,” Econometrica 59, 371-396.
Estimation of the CCAPM

* Hansen, L. P. and K. J. Singleton, 1982, “Generalized Instrumental Variables Estimation of Non-linear Rational Expectations Models,” Econometrica 50 (5), 1269-1286.

*  Hansen, L. P. and K. J. Singleton, 1983, “Stochastic Consumption, Risk Aversion, and the Temporal Behavior of Asset Returns,” Journal of Political Economy 91 (2), 249-265.
Jagannathan, R. and Z. Wang (2002), “Empirical Evaluation of Asset-Pricing Models: A Comparison of the SDF and Beta Methods,” the Journal of Finance 57(5),  2337-2367.
Cochrane, Ch. 10
Lectures 23-24: Strategic Asset Allocation

Human Wealth and Financial Wealth

*CV, Ch. 6

Investing over the Life-Cycle

*CV, Ch. 7

Lectures 25-26: Housing in Asset Pricing Models

* Flavin, M. and S. Nakagawa (2004), “A Model of Housing in the Presence of Adjustment Costs: A Structural Interpretation of Habit Persistence,” NBER Working

Paper 10458.
* Li, W. and R. Yao (2004), “The Life-Cycle Effects of House Price Shocks,” Journal of Money, Credit, and Banking 39(6), 1375-1409.

* Bajari, P., C.L. Benkard, and J. Krainer (2005). “House Prices and Consumer Welfare,” Journal of Urban Economics 58(3), 474-487.
* Zemčík, P., and V. Mikhed, 2007, Do House Prices Reflect Fundamentals? Aggregate and Panel Data Evidence , CERGE-EI Working Paper 337.
Ashot Tsharakyan , 2007, “ Welfare Effects of Housing Price Appreciation in an Economy With Binding Credit Constraints,” CERGE-EI Working Paper 333.
 Campbell, J.Y. and J. F. Cocco, 2007, “How do house prices affect consumption? Evidence from micro data,” Journal of Monetary Economics 54, 591-621,
Piazzesi, M., Schneider, M, and S. Tuzel, 2007, “Housing, consumption, and asset pricing,” Journal of Financial Economics 83, 531-569.

Lecture 27: Asset Price Bubbles

*  PP 23

* Zemčík, P., and V. Mikhed, 2007, “Testing for Bubbles in  Housing Markets: A Panel Data Approach,”  forthcoming at The Journal of Real Estate Finance and Economics, (available at http://www.springerlink.com/content/u514743kg0114584/)

Malkiel, Romer Ch. 7, Shiller
Lectures 28: Behavioral Finance

* Barberis, N. and Richard Thaler, 2002, “A Survey of behavioral Finance,” NBER Working Paper No. 9222
Lecture 29: Final Exam
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