ECONOMICS 223: FINANCIAL MARKETS

John Wood
Economics Department
Wake Forest University
Fall 2008
MWF 3pm. Carswell 019.

Office hours: 4-6 MWF. Carswell 125.

Course objectives and readings. We want to understand how securities are traded and priced.  We will study theories of security pricing and the structures and operations of securities markets, and follow developments in the financial press and on the web.  Readings are of five kinds: 

1. Handouts from a Financial Markets text in ms.+ 

2. Financial press, especially the Wall Street Journal 

3. The web -- for financial news, information on exchanges and other financial institutions, and futures and options contracts.*

4. Reserve readings (with call numbers).

5. Other books and journals, in the library and elsewhere, especially for research papers.

There is considerable math and statistics.  You may need to review the material in your Math and Stats courses, especially for statistical distributions (especially the normal), random walks, variances, and correlations.
1.   Stock options

Stock options.+
www.cboe.com


Cox and Rubinstein, Options Markets (esp. ch. 1-3, options and their markets; ch. 4, Arbitrage; and pp. 446-58, index options). [HG6042 C69]

Gross, Conservative Investor’s Guide to Trading Options [HG6042 G76]
2.   Forward and futures markets

Forward and futures markets.+
Jones and Teweles, The Futures Game. [HG6046 T45]

Chicago Board of Trade, Commodity Trading Manual. [HG6049 C65]
Kolb, Understanding Futures Markets, ch. 2-3, Futures, esp. cost-of-carry. [HG6049 K65]

3.   The Arithmetic of Security Prices and Interest Rates
The Arithmetic of security prices and interest rates.+
4.
The Valuation of Fixed-Income Securities

The valuation of fixed-income securities.+

5.
R&p
The term structure of interest rates.+
Haubrich, “Does the Yield Curve Signal Recession? FedResBank of Cleveland Economic Commentary, April 15, 2006.
6.   Portfolio selection

Portfolio selection+
Grossman and Stiglitz, “Information and Competitive Price Systems,” AmerEconRev, May 1976. (jstor)

7.   Equilibrium asset prices

Equilibrium asset prices.+
Sharpe, “Capital Asset Prices: A Theory of Market Equilibrium under Conditions of Risk,” J. Finance, Sept. 1964. (jstor) Rep. Archer and D’Ambrosio, eds., Theory of Business Finance: Readings [HG4011 A82]

Cochrane, “New Facts in Finance,” Federal Reserve Bank of Chicago Economic Perspectives, III 1999.*

Guo, “A Rational Pricing Explanation for the Failure of the CAPM,” Federal Reserve Bank of St. Louis Review, May/June 2004.*

8.
Market Efficiency: I

Market efficiency: I.+

Cootner. The Random Character of Stock Prices. [HG6041 C65]

Malkiel. A Random Walk down Wall Street. [HG4521 M284]

Manne, Insider Trading and the Stock Market. [HG4555 M3x]

9.
Market Efficiency: II: Anomalies

Market efficiency: II.+

Call nos. HG4500-4900 in stacks.

10.
The Market for Corporate Control
The market for corporate control. +
Michael Jensen and William Meckling, “Theory of the Firm: Managerial Behavior, Agency Costs and Ownership Structure,” J. Financial Economics, Oct. 1976, 305-60.

Jensen, “Eclipse of the Public Corporation,” Harvard Bus. Rev., Sept-Oct. 1989, 61-74.

Stuart Gilson and Michael Vetsuypens, “CEO Compensation in Financially Distressed Firms: An Empirical Analysis,” J. Finance, June 1993, 425-58. (jstor)

Jan Mahrt-Smith, “The Interaction of Capital Structure and Ownership Structure,” J. Business, May 2005, 787-815.
……………………………….

Quiz 9/1: Identification of option terms in Cox and Rubinstein, Options Markets, ch. 1 (on reserve: HG6042 C69) and www.CBOE.com.  Other references with similar call numbers are in the library.  Don't worry about spreads, straddles, or other option strategies for the quiz; they will come later.  You will be asked to briefly but clearly identify ten terms related to options, illustrated by references to data in the Stock Options reading.

Homeworks and research papers to be done individually unless otherwise indicated.  Due at the beginning of class on the day indicated.  Some are described below.  Others, sometimes at short notice, will be assigned from time to time.
Homework 1a, due 9/5: (Can be done in groups of 1 to 3) Select an options strategy (two options or an option and a stock) based on quotations for Sept 1.  Explain (in words and diagrams) the reasons for your strategy, i.e., your expectations or hopes.  

HW 1b, due 9/19: Based on price quotations for Sept 15.  (i) How did your strategy come out?  (ii) Explain the reasons for the price change of one of your options.


(Papers should be neat and clear, stating precisely what the strategy is, including data and sources.  Presentation is important.)
Homework due 10/6: Explain a recent yield curve in terms of expectations, especially of inflation
CLASS SCHEDULE: ECON 223 F08

	Week of Mon
	M
	W
	F
	Notes

	Aug 25
	X
	Stock Options
	
	

	Sept 1
	Options quiz
	
	HW1a 
	

	8


	
	Forwards and futures
	X
	

	15
	
	
	HW1b 
	

	22
	Arithmetic
	
	Valuation
	

	29
	Exam 1
	R&p
	
	

	Oct 6


	Inflation expectations HW 
Portfolio selection
	
	X
	

	13
	
	Research paper 1:
Empirical paper
	X
Fall break
	

	20
	
	Equilibrium asset prices
	
	

	27
	ME I
	
	X
	

	Nov 3


	ME II
	
	ME HW 
	

	10
	Market for corporate control
	
	X

Discuss research papers
	

	17
	
	Exam 2
	Research paper 2 
	

	24
	
	Thanksgiving
	

	Dec 1
	Class presentations/discussions: Follow up of Research Paper 2

Format to be decided
	


 Research papers will be approximately ten pages.  The first will be individual and empirical and the second will be in groups, which will also involve class presentation.  Ideas for papers will be discussed in class, and individually if you wish.

Research paper 1, due 10/15, is an empirical paper in which you will check a hypothesis with data that you have collected.  It will not be a report of someone else’s study, although your own study might be based on a previous study, based on data that you collect.


The length will be about 10 pages, but this is a ballpark figure.  I do not count pages; take as many as you need to present your data and explain your methods and
 results.

There are many assertions of empirical regularities in the assigned readings and elsewhere.  The purpose of the paper will be to check them against the data that you collect.
 A few possibilities are indicated below.  Others will be discussed in class. 

1. Is historical volatility (e.g., from the CBOE’s web site) a good predictor of implied volatility (calculated by you), or vice versa?  Do changes in historical v lead changes in implied v, or vice versa?

2. Is the hedge assumption of the B-S model a good one?  That is, do the relative changes in option and stock prices correspond to the hedge ratio, N(d1)?

3. Are forward or futures rates good predictors of spot rates?  Interest rates?  Currencies?

4. Do interest rates vary with or opposite to stock prices?  In the short run?  In the long run?

6. Are the inflation predictions implicit in bond yields good predictors of inflation?

(How much data?  A couple of dozen observations should be sufficient.  You want enough to get a good idea of whether there are regularities but not so many as to be too tedious.)

(How sophisticated the statistics?  No requirement.  Simple graphical or numerical comparisons are often sufficient.)

Research paper 2, due 11/ 21 (in groups of 5), will be discussed.
. . . . . . . . .
The course grade is based on (1) two 55-minute exams, (2) two research papers, and (3) class participation and homework, each worth about on-third of the final grade.
…………………
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