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Financial Decisions

This course covers basic concepts and tools in modern asset pricing and portfolio
management. Much of this material is covered in

Chi-fu Huang and Robert H. Litzenberger (1988) Foundations for Financial Economics.
Prentice Hall.

Emphasis will be put on the testable implications of the theories introduced in the course.
The course covers a broad range of topics and students are strongly advised to consult
additional texts for background reading. An introduction to empirical tests of asset
pricing models is provided in

John Y. Campbell, Andrew W. Lo and A Craig MacKinlay (1997) The Econometrics of
Financial Markets. Princeton University Press.

Additional recommended texts include

General asset pricing:

Michael U. Dothan (1990) Prices in Financial Markets. Oxford University Press.
Jonathan E. Ingersoll, Jr. (1987) Theory of Financial Decision Making. Rowman &
Littlefield.

Stanley R. Pliska (1998) Introduction to Mathematical Finance. Discrete Time Models.
Blackwell Publishers.

Continuous time models and derivatives pricing:

Thomas Bjork (1998) Arbitrage Theory in Continuous Time. Oxford University Press.
Robert C. Merton (1990) Continuous-Time Finance. Blackwell.

Salih N. Neftci (1996) An Introduction to the Mathematics of Financial Derivatives.
Academic Press.

David C. Shimko (1992) Finance in Continuous Time: A Primer. Kolb.

Paul Wilmott (1998) Derivatives. Wiley.



Course Outline
Stars indicate essential readings.

I. Introduction to Fundamental Concepts in Finance.

Lecture 1: The Canonical Two Date Arrow-Debreu State Preference Model. Pareto
Efficiency, Completeness of Markets

* Arrow, Kenneth, 1964, "The Role of Securities in the Optimal Allocation of Risk
Bearing". Review of Economic Studies 31, pp. 91-96.

Debreu, Gerard, 1959, "Theory of Value" (New York: John Wiley and Sons), Chapter 7.

*Dothan, Michael U., 1990, "Prices in Financial Markets", Chapter 1. Oxford University
Press.

Hart, Oliver, 1975, "Some Negative Results on the Existence of Comparative Statics
Results in Portfolio Theory", Review of Economic Studies 42, pp. 615-21.

Hart, Oliver, 1975, "On the Optimality of Equilibrium when the Market Structure is
Incomplete". Journal of Economic Theory, 11, 418-443.

*Huang, Chi-fu, and Robert H. Litzenberger, 1988, Foundations for Financial Economics
(Amsterdam: Elsevier Science Publishers) Chapter 5.

Lectures 2 and 3: Arbitrage Strategies, Martingale Measures, State Prices and Risk
Neutral Pricing

*Dothan, Michael U., 1990, "Prices in Financial Markets", Chapter 2. Oxford University
Press.

*Harrison, J. Michael, and Kreps, David M., 1979, "Martingales and Arbitrage in
Multiperiod Securities Markets". Journal of Economic Theory, 20, 381-408. Read only
pages 381-394.

Lecture 4: Concepts of Risk, Risk Aversion and Downside Risk

*Duffie, Darrell, and Jun Pan, 1997, "An Overview of Value at Risk". Journal of
Derivatives, 7-49.

*Huang, Chi-fu, and Robert H. Litzenberger, 1988, Foundations for Financial
Economics. Chapter 1.







