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Summary

This course covers foundations of modern financial economics with respect to the problems of choice under uncertainty. We study the discrete-time models of asset pricing under the assumptions of competitive markets and symmetric information, with application to performance evaluation and option pricing. Besides, particular attention will be given to the portfolio management. Although the course is primarily theoretical, we also discuss the empirical relevance and practical applicability of the main results.
Course materials 

[1] is the main textbook for the course. The recommended complementary readings are [2] for no-arbitrage pricing and [3] for the mean-variance analysis and CAPM. [4], [5] and [6] contain somewhat simpler and more applied treatment of most of the course material, while [7] is an excellent reading on derivatives and no-arbitrage approach to pricing. In addition, selected readings will be handed out in class or made available at the website of the course http://www.nes.ru/~agoriaev/InvTheory.htm.
1. Copeland, Thomas E., and J. Fred Weston, Addison Wesley, 1992, Financial Theory and Corporate Policy (third edition).
2. Cvitanic, Jaksa, and Fernando Zapatero, MIT Press, 2004, Introduction to the Economics and Mathematics of Financial Markets.
3. Huang, Chi-fu, and Robert H. Litzenberger, North Holland, 1988, Foundations for Financial Economics.

4. Haugen, Robert A., Prentice Hall, 2001, Modern Investment Theory (fifth edition).

5. Elton, Edwin J., and Martin J. Gruber, John Wiley and Sons, 2002, Modern Portfolio Theory and Investment Analysis (sixth edition).
6. Grinblatt, Mark, and Sheridan Titman, McGraw-Hill, 1998, Financial Markets and Corporate Strategy.

7. Hull, John C., Prentice-Hall, 2000, Options, Futures, and Other Derivatives (fourth edition).
Course requirements and grading
Theory and selected mini-cases will be studied during the lectures. Several case studies along with problems and applied materials will be discussed in more detail at the seminars. Several lectures will feature guest speakers from the industry. 

The course grade will be based on 3 home assignments exercised in groups of two people (50%) and a closed-book final exam (50%). The home assignments will include empirical projects on common real-life topics; however, each group will use their own data. The necessary condition to receive a satisfactory grade is to score at least 30% of the exam points.
Course outline and readings
1. Introduction to pricing: discounted cash flow (DCF) method, term structure of interest rates, pricing of bonds
· [1], sec. 3F; [3], ch. 13-16; [4], ch. 20-21; [5], ch. 23; [6], ch. 4
2. No-arbitrage pricing of derivatives: pricing of forwards, value bounds for options, put-call parity, binomial model, Black-Scholes model
· [1], ch. 8; [2], ch. 7; [4], ch. 17-18; [5], ch. 22; [6], ch. 7-8; [7], ch. 7, 9

3. State-preference theory: state prices, risk-neutral probabilities, pricing kernel, complete markets, and arbitrage

· [1], ch. 5; [2], ch. 3, 6-7; [3], ch. 5

4. Preference relations and utility functions: expected utility, risk aversion, stochastic dominance, mean-variance preferences
· [1], ch. 4; [2], ch. 4; [3], ch. 1-2; [5], ch. 10-11

5. Portfolio management: portfolio risk and return, diversification, mean-variance frontier, mutual fund separation theorem
· [1], ch. 6; [2], ch. 5; [3], ch. 3-4; [4], ch. 4-5; [5], ch. 4-6; [6], ch. 4-5
Case: “Taming your optimizer: A guide through the pitfalls of mean-variance optimization”, Ibbotson Associates.

6. Capital Asset Pricing Model (CAPM): standard and zero-beta forms, extensions, empirical tests and applications
· [1], ch. 7; [2], ch. 12-13; [3], ch. 4; [4], ch. 8; [5], ch. 13-14; [6], ch. 5; 
Case: interview with W. Sharpe, “Revisiting the Capital Asset Pricing Model”.

7. Multi-factor models: Arbitrage Pricing Theory (APT) and Inter-temporal CAPM, performance evaluation
· [1], ch. 7; [2], ch. 14; [4], ch. 10; [5], ch. 16; [6], ch. 6

Case: “Failed wizards of Wall street”, BusinessWeek.
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