T
N RO Rk, 2006




SRR TR R

mAT IR

= PO AE G

ﬁ‘%gﬁ = “

/

") 45 f

=]
2=

7

SEA 7 2l

Qiang Liu, School of Finance, SWUFE, Chengdu, China

1.2



ManKiw’s Principles of Economics

People face tradeoffs

The cost of something is what you give up to get it
Rational people think at the margin

People responds to incentives

Trade can make everyone better off

Markets are usually a good way to organize economic
activity

Government can sometimes improve market outcomes

A country’s standard of living depends on its ability to
produce goods and services

Prices rise when the government prints too much money

Society faces a short-run tradeoff between inflation and
unemployment
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Liu’s Principles of Finance

People prefer more to less (to a point)
Rational people are risk-averse

People accept fair games

Risk-neutral prices all

Uncertainty means risk (variation, volatility)
High risk, possible high reward
Diversification reduces risk

Extremely hard to beat markets

Arbitrage is highly unlikely

Cash-flow discount!
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Financial Economics
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Finance

study of how to allocate scarce resources
over time ——Bodie & Merton

costs and benefits of financial decisions:
spread out over time

not known with certainty in advance by

either the decision-maker or anybody else
(risk)
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~inancial economics: fancy for finance (Ross)
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e &R PR (Neo-classical theory of
finance)
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Modern Neoclassical Economics

Samuelson & Arrow

Marginal utility: subjective theory of value

Rational person maximizes utility, firm
maximizes profit: assumption

Optimization: math as tools
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16544 Pascal & Fermat/Miffi & £ B s 3R
19004F-Bachelierfir#& = 1E b T I8 8] 22 U7 AR
19304EFisher separation theorem

19344 Graham: Security Analysis
193641 & Hrliquidity preference
19384EWilliams: dividend discount model
19445515 - i 2 5 BEAR B s 22 24
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A& B I 4&E| oUulS Bachelier

his 1900 dissertation
anticipated much of
standard financial theory:
random walk of market
prices, Brownian motion
and martingales (all
before both Einstein
and Wiener!)

cepa.newschool.edu/het/profile
s/bachelier.htm

The pheto wis tken in Le Havre, Franes, on August 17, 1858 by professionl photogrmpher M. Caecia,
126 Blvd. de Strashourg.
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John Maynard Keynes, 1883-1946

The General Theory of Employment,
Interest and Money, 1936

most influential economist
of the 20th century
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K & RNIE I
1959 Arrow-Debreu iIF 3%

Debreu, 1959,
Theory of Value: An
Axiomatic Analysis
of Economic
Equilibrium

Nobel, 1972, 1983
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General Equilibrium Theory

Arrow-Debreu

Consumer: maximize utility
Firm: maximize profit

Each agent behaves optimally
Each market clears
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MR EeREIER (40

19524F | HEHEGHEH L
Markowitz, 1952,
Portfolio Selection,
Journal of Finance

25 years old grad

Nobel, 1990

f
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MR ErEEIL (40)

19582 Tobin's Separation
Theorem (mutual fund)

Tobin, 1958, Liquidity
Preference as Behavior
Towards Risk. Review of
Economic Studies

Nobel, 1981
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MK ErIER (4%)
19584EMM g #

Modigliani, Miller, 1958,
The Cost of Capital,
Corporation Finance and
the Theory of Investment,
American Economic
Review

Nobel, 1985, 1990
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MR ErEEIL (40)

19644 CAPM

Treynor, 1961, Market Value, Time, and Risk
(from MM)

Sharpe, 1964, Capital Asset Prices: A Theory
of Market Equilibrium under Conditions of Risk,
Journal of Finance. (Nobel, 1990)

Lintner, 1965, The Valuation of Risk Assets and the
Selection of Risky Investments in Stock Portfolios and

_ Capital Budgets, Review of Economics and Statistics.
&% (from MM)
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MR ErEEIL (40)

1965FF T

13711

23t (EMH)

Fama, 1965, Behavior of Stock-Market Prices,
Journal of Business

1959, Roberts, 11 #4224 FENL; Osborne /i ¥4 &
43 L ZRAL BE L
1965, Samuelson, 1 B.FEH
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MK EFRIEE (25)
1973FE ;AR E Y

Black, Scholes, 1973, The
Pricing of Options and

Corporate Liabilities, Journal
of Political Economy.

Merton, 1973, Theory of
rational option pricing, Bell J.
Econ. & Mgmt. Sci.

Nobel, 1997
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Fischer Black (1938-1995)

Black model, approximation
Black-Derman-Toy model
Black-Litterman model

The CAPM man: MM funds only

Cox: Fischer is the only real
genius I've ever met in finance.
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MR ErEEIL (40)

19734F Intertemporal CAPM

Merton, 1973, An Intertemporal Capital Asset Pricing
model, Econometrica.

19794F partial equilibriumi& 7= & i

Breeden, 1979, An Intertemporal Asset Pricing model with
stochastic consumption, Journal of financial economics.

19784E B HiHT [A]lgeneral equilibrium i 7= € i

Lucas, 1978, Asset Prices in an exchange economy,
Econometrica.
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MR ErEEIL (40)

19764F Risk-neutral pricing

Cox, Ross, 1976, A survey of some new results in
financial options pricing theory. Journal of Finance

Cox, Ross, 1976, The valuation of options for
alternative stochastic processes. Journal of Financial
Economics

19794 ¥R I/NFIB

Harrison, Kreps, 1979, Martingales and Arbitrage in
Multiperiod Securities Markets, Journal of Economic
Theory
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MR ErEEIL (40)

19764 APT

Ross, 1976, The Arbitrage Theory of Capital
Asset Pricing, Journal of Economic Theory

19795 — W IARE i
Cox, Ross, Rubinstein, 1979, Option Pricing:
A Simplified Approach, Journal of Financial
Economics
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MR EeREIER (40

19824 ARCH

Engle, 1982, Autoregressive
Conditional
Heteroskedasticity With
Estimates of the Variance of
UK Inflation. Econometrica

Nobel, 2003
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MR ErEEIL (40)

1987894 524 TT37 A BEHLIAL bl - AR A 5
EIEN e
Cox, Huang, 1989, Optimal consumption and portfolio

policies when asset prices follow a diffusion process. Journal
of Economic Theory

Karatzas, Lehoczky, Shreve, 1987, Optimal portfolio and
consumption decisions for a small investor on a finite horizon.
SIAM J. Control & Optimization

19854 2T 5 T IR

Duffie, Chi-fu Huang, 1985, Implementing Arrow Debreu
Equilibria by Continous Trading of Few Long-Lived
Securities, Econometrica
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MR ErEEIL (40)

Vasicek, 1977 F|ZX 1Y
Ho, Lee, 1986
1992, HIJM: Bond Pricing and the Term Structure

of Interest Rates: A New Methodology for Contingent
Claims Valuation. Econometrica

Duffie, Singleton, 1999, Modeling Term Structure
of Defaultable Bonds. Review of Financial Studies

BGM, 1997, LIBOR iz

Longstaff, Schwartz (2001). Valuing American
options by simulation: A simple least-squares
approach. Review of Financial Studies
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Informational Asymmetries

Akerlof, Spence, Stiglitz (Nobel, 2001)

Adverse selection: ex-ante (hidden type)
Moral hazard: interim (hidden action)
Costly state verification: ex-post
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Behavioral Economics
Kahneman & Smith (Nobel, 2002)

prospect theory. Kahneman-Tversky, 1979
experimental: Smith

Allais paradox (Nobel 1988)
Ellsberg paradox
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BEE L)% 26 US Jewish Nobel

Norbert Wiener, John von Neumann

George Akerlof, Kenneth Arrow, Robert
Aumann, Gary Becker, Robert Fogel, Milton
~riedman, John Harsanyi, Daniel Kahneman,
_eonid Kantorovich, Lawrence Klein, Paul
Krugman, Simon Kuznets, Wassily Leontief,
Harry Markowitz, Eric Maskin, Robert
Merton, Merton Miller, Franco Modigliani,
Roger Myerson, Leonid Hurwicz, Paul
Samuelson, Myron Scholes, Reinhard Selten,
Herbert Simon, Robert Solow, Joseph Stiglitz
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Bodie, Kane, Markus (2004). Investments

LeRoy, Werner (2001). Principles of Financial
Economics

Pliska (1997). Introduction to Mathematical
—Inance

Duffie (1996). Dynamic Asset Pricing Theory
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