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ECO 525: Financial Economics I: Asset Pricing

Course Description:

The aim of this Ph.D. course is to provide an introduction to asset pricing under asymmetric
information, to macroeconomics with financial frictions and to theory of money and capital.
Module | introduces students to rational expectations models and strategic market
microstructure models, especially insider trading and sequential trade models. Module Il pays
explicit attention to models of bubbles and limits to arbitrage. Herding models form part of this
module. Module Il outlines with recent liquidity models that have important implications for risk
management and systemic risk measurement. Module IV covers recent developments in
macroeconomics with financial frictions. Module V touches on the “Theory of Money”, while
Module VI covers some aspects of the “Theory of Capital”.

Structure of the Course:

I) Asymmetric Information Models [3]

1. Market Microstructure Models
e Rational Expectations Equilibrium versus Bayesian Nash Equilibrium Concept
e Insider Trading Models and Sequential Trade Models
e Herding Models

2. Allocative and Informational Efficiency

3. Higher Order Uncertainty, No-Trade Theorems (optional)

4. Information Acquisition - Rational Inattention (optional)

Il) Bubbles, Limits to Arbitrage, Systemic Risk [1]

1. Rational Bubbles - Predictability Studies

2. Noise Trader Risk (myopic versus long horizons) - Role of Hedging Demand
3. Synchronization Risk

lll) Liquidity and Systemic Risk- Market, Funding and Technological Liquidity [2]
1. Debt Funding and Credit Frictions
Debt overhang, credit rationing, info insensitivity (optional)
2. Maturity Choice and Funding (Rollover) Risk
3. Liquidity Asset Pricing and Liquidity Spirals
4. Systemic Risk Measures

IV) Macroeconomics with Financial Frictions [2]
1. Endogenous Systemic Risk
2. Volatility Paradox
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V) Theory of Money with Financial Frictions [1]
1. The | Theory of Money
2. Redistributive Monetary Policy
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Additional Course Material:
Additional course material (if necessary) will be made available on the course website on Princeton
blackboard.

Preceptor:

Fernando J. Mendo Lopez
Office: BCF 303A

E-mail: filopez@princeton.edu

e The preceptors’ job is to act as a catalytic in that process. Please ask him when something is not
clear - if you did not understand something, the odds are that somebody else did not either

Office hours (preliminary):
Monday: 1:00 p.m. to 2:30 p.m.

Grading:

The overall grade is calculated based on the following weighting scheme:
Class Participation: 20 %
Final examination: 80 %

The final will be held in January.

Although the exams are closed book, you may bring into the exam one 8 %2 x 11 sheet of paper. You
can write on both sides and as small as you wish, but | recommend using this only as a psychological
support to have a formula available “just in case.” The exams won’t be “fill in the blanks” exercises,
nor will they rely on intensive formula-based computations. Preparing lots of pre-fabricated solutions
from previous exams or assignments will only be distracting during the exam. You will be allowed to
use a silent battery operated calculator during the exams.

Appeals policy:

Since the preceptor will grade all assignments and exams, all appeals of grades should first be
addressed to the preceptor within one week. Verbal appeals of grades will not be accepted. We will
be glad to regrade any assignment or exam. However, you must provide a statement in writing as to
where and why there is a problem. Importantly, the entire exam or assignment will be regraded. As
a result, the regraded score may increase, remain the same, or decrease. Exams or assignments
written with pencil cannot be regraded.
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