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The objective of this course is to undertake a rigorous study of the theoretical foundations 

of modern financial economics. Upon completion of the course, students should acquire a 

clear understanding of the main principles underlying the theoretical results on individual 

consumption and portfolio decisions under uncertainty, and their implications for the 

valuation of securities. Although this is an introductory course (meant to be followed by a 

class on continuous-time asset pricing that will provide applications in a richer modeling 

framework), my hope is that it will prove sufficient to make a substantial body of recent 

literature accessible to the students (in exchange for a workload that I expect to be 

substantial). While we will cover some relatively recent research, the focus will be on the 

fundamental building blocks of the theory, not on exploring the frontiers of current research 

work. 

 

 

Readings 

 

The required textbooks for this course are: 

 Huang and Litzenberger (HL), Foundations for Financial Economics, Prentice-Hall, 

1988. OUT OF PRINT – I WILL PROVIDE PHOTOCOPIES 

 Back, Asset Pricing and Portfolio Choice Theory, Oxford University Press, 2010 

(available at the bookstore) 

 

A highly recommended supplemental reference book (which should also be available at 

the bookstore) is: 

 Cvitanic and Zapatero (CZ), Introduction to the Economics and Mathematics of 

Financial Markets, MIT Press, 2004. 

 

Additional readings (journal articles) may be handed out in class. Numerous good books 

exist whose coverage intersects that of this class, but I think you’re better off giving 

priority to a thorough understanding of a couple of fundamental textbooks, rather than 

trying to maximize the number of books superficially skimmed. Nevertheless, other 

recommended references include: 

 LeRoy and Werner, Principles of Financial Economics, Cambridge, 2001.  

 Ingersoll, Theory of Financial Decision-Making, Rowman and Littlefield, 1987. 

 Pennacchi, Theory of Asset Pricing, Pearson, 2008. 



 Duffie, Dynamic Asset Pricing Theory, 3rd edition, Princeton, 2001 (first 4 chapters). 

 

Focusing on empirical issues but still of interest: 

 Cochrane, Asset Pricing, revised edition, Princeton, 2005. 

 

 

Prerequisites 

 

Microeconomic theory at the graduate level (e.g., Varian, Microeconomic Analysis, 

Norton, 1992; Mas-Colell, Winston, and Green, Microeconomic Theory, Oxford, 1995, is 

even better but probably overkill for this course) and familiarity with the associated 

mathematical tools (multivariate calculus, matrix algebra, nonlinear optimization). A 

microeconomic theory class may be taken concurrently. Basic probability and stochastic 

processes would also be of considerable help (take a look at the Appendix in CZ). 

 

If you are unfamiliar with finance, I suggest you read the first two chapters of CZ, which 

cover useful background. 

 

Course Requirements 

 

Evaluation will be based on (not quite) weekly homeworks, one or two presentation(s) 

and a final exam. The final will take place at a date to be agreed upon with the students. 

 

Your grade will be based on: 0.50 (final) + 0.20 (homeworks) + 0.30 (presentation(s)) 

 

Presentation(s) 

 

Each student will prepare one or two presentation(s) covering research papers related to 

the course. Each presentation will last approximately 60 minutes. The number of 

presentations to be done by each student and the exact duration of the presentations will 

be announced within the first few weeks of class. 

 

Presentations should be well-organized and supported by professional-looking slides 

(generated in PowerPoint or other software). They should emphasize the motivation and 

the place of each paper in the literature, the main features of the model and the main 

intuitions and results. (No need to spend time on the mathematics. Some of these papers 

are quite heavily mathematical and I will not hold it against you if there are some details 

that you do not understand fully.) 

 

A list of papers appears at the end of this document. Please e-mail me by September 23 a 

ranked list of the five papers you would most like to present. I will take it into account in 

assigning papers to be presented, even though I will likely not be able to give everyone 

their first choice. 

 

The presentations will take place in the last few weeks of class (in the month of 

November). The schedule will be announced in late September. 



 

 

Tentative list of topics covered: 

 

1. Individual decision-making under uncertainty and the portfolio problem (HL 1, Back 

1, 2, CZ 3.1.1, 3.1.2, 4.1, 4.2.1). 

 

2. Arbitrage and equilibrium asset pricing basics. 

 

3. Mean-variance portfolio analysis and the Capital Asset Pricing Model (HL 3, 4, Back 

5, 6, CZ 5.1, 13). 

 

4. Equilibrium models with complete markets (HL 5, 6, Back 3, 4, 7, CZ 3.1.3, 3.6, 6.3, 

12.1, 12.2, 15.3). 

 

5. Introduction to option pricing and applications (HL 6, CZ 1.3.4, 1.3.5,.1.3.6, 1.3.7, 

6.1). 

 

6. Multiperiod models of financial markets (HL 7, Back 8, CZ 3.2.1). 

 

7. Dynamic programming and equilibrium asset pricing (HL 7, Back 9, 10, 11, CZ 4.2.2, 

4.2.4, 4.7). 

 

8. Martingale methods in consumption-portfolio optimization and asset pricing (HL 8, 

CZ 3.2.2, 4.4, 7.1). 

 

If time permits: 

 

9. Stochastic dominance (HL 2). 

 

 

10. The Arbitrage Pricing Theory (HL 4, CZ 14). 

 

 

11. Introduction to models with incomplete markets. 

 

(Note: for this course, you should skip all the continuous-time analyses in the Back and 

CZ books.) 

 



List of papers to be presented 

 

Campbell Cochrane  “By Force of Habit: A Consumption-Based Explanation of 

Aggregate Stock Market Behavior” Journal of Political Economy, 107, 205-251 (April 

1999) 

 

Constantinides, G., and D. Duffie. Asset pricing with heterogeneous consumers. Journal 

of Political Economy 104 (1996): 219–240. 

 

Zhang, L. The value premium. Journal of Finance 60 (2005): 67–104 

 

Darrell Duffie, Nicolae Garleanu, and Lasse Heje Pedersen (2002) "Securities Lending, 

Shorting, and Pricing,", Journal of Financial Economics, 66, 307-339 

 

Acharya, Viral V. and Lasse H. Pedersen, 2005 "Asset pricing with liquidity 

risk" Journal of Financial Economics, 77, 375-410  

 

Risks for the Long Run: A Potential Resolution of Asset Pricing Puzzles 

Ravi Bansal and Amir Yaron 

The Journal of Finance , Vol. 59, No. 4 (Aug., 2004), pp. 1481-1509 

 

Substitution, Risk Aversion, and the Temporal Behavior of Consumption and Asset 

Returns: A Theoretical Framework 

Larry G. Epstein and Stanley E. Zin 

Econometrica , Vol. 57, No. 4 (Jul., 1989), pp. 937-969 

 

Mehra and Prescott, 2003, The Equity Premium in Retrospect, chapter 14 of the 

Handbook of the Economics of Finance, Elsevier 

 

Rational Exuberance 

Stephen F. LeRoy 

Journal of Economic Literature , Vol. 42, No. 3 (Sep., 2004), pp. 783-804 

 

Ambiguity, Information Quality, and Asset Pricing 

Larry G. Epstein and Martin Schneider 

The Journal of Finance , Vol. 63, No. 1 (Feb., 2008), pp. 197-228 

 

Optimal Investment, Growth Options, and Security Returns 

Jonathan B. Berk, Richard C. Green and Vasant Naik 

The Journal of Finance , Vol. 54, No. 5 (Oct., 1999), pp. 1553-1607 

 

DeLong, J. Bradford, Andrei Shleifer, Lawrence H. Summers and Robert Waldmann, 

1990, Noise Trader Risk in Financial Markets, Journal of Political Economy 98, 703-738. 

 

Campbell and Viceira, 1999, “Consumption and Portfolio Decisions when Expected 

Returns are Time‐Varying,” Quarterly Journal of Economics 

http://faculty.chicagobooth.edu/john.cochrane/research/papers/Campbell_Cochrane_By_Force_of_Habit_(JPE).pdf
http://faculty.chicagobooth.edu/john.cochrane/research/papers/Campbell_Cochrane_By_Force_of_Habit_(JPE).pdf
http://pages.stern.nyu.edu/~lpederse/papers/Securities_Lending_Shorting_and_Pricing.pdf
http://pages.stern.nyu.edu/~lpederse/papers/Securities_Lending_Shorting_and_Pricing.pdf
http://faculty.chicagobooth.edu/john.cochrane/teaching/Empirical_Asset_Pricing/acharya_pedersen_liquidity_risk_jfe.pdf
http://faculty.chicagobooth.edu/john.cochrane/teaching/Empirical_Asset_Pricing/acharya_pedersen_liquidity_risk_jfe.pdf

