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Introduction

The International College of Economics and Finance (ICEF), an autonomous college of the Higher School of Economics (HSE), was created in 1997 with the academic support of LSE to teach international quality courses in economics and finance. The compatibility of ICEF ’s education to international standards is confirmed by the results of independent external examinations administered by the University of London (UoL) as well as by the two diplomas that graduates receive, from the HSE and the UoL.

 

ICEF offers three programmes for education. One of them is the Diploma for Graduates in Economics.

The Diploma for Graduates in Economics was opened at ICEF in 2008. The programme is 
designed for graduates of any discipline who, for professional or personal reasons, wish to secure a stand-alone qualification in economics. It is also ideal for those who wish to undertake postgraduate work and whose first degree is in an unrelated field. The programme provides a thorough grounding in the principles of economics while developing critical skills for a wide range of real world professional situations. Graduates receive two diplomas upon completion of the programme: the degree from the UoL and a degree of professional re-training in Economics from the HSE.

 

ICEF is planning to launch new Diploma for Graduates programmes, in Finance and in Banking. 

 

For each Diploma for Graduate programme, candidates are required to study five to six subjects, as shown below. Of these, four will be examined not only by HSE, but externally by the UoL as well. 
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Syllabus 

for Quantitative methods in economics

(Programme “Diploma for Graduates”)

Lecturer: Kirill Melkumyants

Class teacher: Kirill Melkumyants

Course description

This course is designed to introduce the students of the program “Diploma for Graduates” to the basic ideas and methods of mathematical analysis and their application to mathematical modeling. This course provides some the analytical tools that are required by courses in micro and macroeconomics. This course provides students with experience in the methods and applications of calculus to a wide range of theoretical and practical situations. The course is taught in English.

Teaching objectives

By the end of this course the students should:

· understand the meaning of the derivative in terms of a rate of change and local linear approximation.

· be able to use derivatives to solve a variety of problems. 

· be able to communicate mathematics in well-written sentences and to explain the solutions to problems. 

· be able to model a written description of a simple economic situation with a function or differential equation.

· be able to use mathematical analysis to solve problems, interpret results, and verify conclusions. 

· be able to determine the reasonableness of solutions, including sign, size, relative accuracy, and units of measurement.

Teaching Methods

The following methods and forms of study are used in the course:

· lectures (2 hours a week) 

· classes (2 hours a week) 

· written home assignments 

· teacher’s consultations 

· self-study. 
In total the course includes 6 hours of lectures and 6 hours of classes. Students are assigned weekly written home assignments. Self-study is also required, and includes up to 12 hours.

Grade determination

The students sit a final exam set by local teachers and graded on a 100-point. This grade gives 80% of the mid-year grade, and the other 20% is given by their grade for the weekly home assignments, which are marked by the teacher.

Main reading

1. Dowling E.T. Introduction to Mathematical Economics. McGraw-Hill, 1980. (D)

2. King K.J. Calculus AB Preparation Guide. Cliffs, 1998.

3. Красс M. C., Высшая математика для экономиста. М., 1998 (Kp).

4. Кремер Н.Ш., Путко И.М., Фридман М.Н. Высшая математика для экономистов. М, 2000 (КПФ)
Additional reading

1. Simon C.P., Blume L. Mathematics for Economists. W.W.Norton&Company, 1994.

2. Chiang A.C. Fundamental Methods of Mathematical Economics. McGraw-Hill,  1984

3. Anthony M., Biggs N. Mathematics for Economics and Finance. CUP, 1996. 

4. Демидович Б.М. Сборник задач и упражнений по математическому анализу. М., Наука, 1996. 

5. Зорич В.П. Математический анализ (в 2-х) томах. Фазис, 1997-1998.
6. The Student Guide to the AP Calculus Courses and Examinations. The College Board, 1998. 

7. Advanced Placement Course Description. The College Board, 1998. 

8. Free-Response questions. The College Board, 1995. 

Internet resources

1. The College Board, creators of the APT exams: http://apcentral.collegeboard.com 

2. A very good comprehensive math resource that completely covers the program: http://www.sosmath.com
3. Java applets that demonstrate various concepts and methods in calculus:


http://cs.jsu.edu/mcis/faculty/leathrum/Mathlets/topframe.html 


http://www.ies.co.jp/math/java/calc/index.html 


http://www.plu.edu/~heathdj/java/ 


http://www.slu.edu/classes/maymk/MathApplets-SLU.html 

4. Many practice multiple-choice problems can be found at http://homepages.seresc.net/~sray/alvirne.html 

Course Outline

1. The derivative

Definition of the derivative. Tangent lines and normal lines. Geometric, physical and economic interpretations of the derivative. Differentiation. Rules of differentiation. Derivatives of elementary functions. Logarithmic differentiation. The second derivative. The economic meaning of the second derivative. Partial derivatives of a multivariable function.

(D. - pp. 41-47; K. pp. 109-144, 163-166, 211-214, 216-218; Кp. - pp. 98-123; КПФ – pp. 176-198, 209-211)

2. Applications of the derivative

Necessary and sufficient conditions for increasing/decreasing functions. Related rates. Concave and convex functions. Different ways of expressing concavity. Economic interpretation of concave and convex functions. Points of inflection. Local extrema. First-order necessary and sufficient conditions for a local extremum. Second-order necessary and sufficient conditions for a local extremum. Maximum and minimum values of a function on an interval. Geometric and economic applications of optimisation. Curve sketching. Unconstrained optimization of a multivariable function. Necessary conditions for an extremum. Constrained optimization of a multivariable function. Lagrange’s multipliers. Applications of multivariable function optimization 

(D. – Ch. 4; K. – pp. 167-210; Кp. - pp. 124-132, 140-161; КПФ – pp.212-234, 240-241)

3. Differential equations 

Definition of first order differential equations. General and particular solutions. Solution of separable differential equations. Application of differential equations to physics and economics.

(D. –pp. 392, 395-396; K. – pp. 316-323; Кp. - pp. 477-544; КПФ – pp. 325-336)
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Syllabus
for Macroeconomics
(Diploma for Graduates’ Program)

Lecturer: Andrei V. Dementiev
Class teacher: Andrei V. Dementiev, Tatiana Y. Matveeva

Course description

Macroeconomics is a two-semester intermediate level course for the candidates with higher education enrolled in the ‘Diploma for Graduates’ program. The course examines the main principles of determination of real income, unemployment, the price level and inflation in an open mixed economy, and the conduct of macroeconomic policy in the short-run, medium-run and long-run.

The first part of the course deals with the problems of aggregate demand in a closed economy, the IS-LM model and policy prescriptions, the effectiveness of macroeconomic policies in open economy under different exchange rate regimes. The second part of the course is devoted to microeconomics foundations of macroeconomics, demand management policy, the neo-classical (Solow) growth model, inflation and unemployment.

Teaching objectives

The purpose of the course is to develop the economic way of thinking and make them ready to use formal logic and modern methods of macroeconomic analysis for the study and discussion of practical macroeconomic policy. Specifically the course aims at:

· giving students a solid grasp of macroeconomic analysis at the intermediate-level using both graphical and algebraic techniques;

· ensuring students can apply macroeconomic analysis to the study of contemporary and historical economic problems;

· broadening the students’ knowledge in the field of macroeconomics,

· developing the students abilities to write essays and understand and critically discuss economic literature.

Intended Learning Outcomes

Having completed this course the student can expect to have

· understood the IS-LM model of aggregate demand in closed and open economies and been able to apply it to the analysis of the impact of fiscal and monetary policies;

· understood the aggregate demand-aggregate supply model and its applications to the determination of the price level and real income and been able to apply this model to analyse the problem of inflation and demand management policies;

· understood the modern approach to macroeconomic models, based on microeconomic foundations;

· understood the theoretical and practical limitations of the modern economic growth theories;

· been able to read less advanced articles in professional journals and had necessary skills for writing essays.

Teaching Methods

The following methods and forms of study and control are used in the course:

Lectures (2 hours a week)

Attendance at lectures is optional, but it is recommended. Lectures offer a verbal presentation of the material to be mastered. More importantly, they indicate the relative importance of sub-topics and offer approaches to understanding the material that a reading of the notes or the textbook sometimes leaves obscure. Those who cannot attend a lecture should endeavour to discuss its content with a fellow student who did attend and to borrow and copy notes. Because of the size of the class, questions and discussion are not encouraged during lectures. If lecture material is unclear, it is best to consult the tutor, preferably during tutorials or the tutor’s office hours.
Classes (2 hours a week) 

Classes commence in the second week of the semester. Tutors provide an opportunity to discuss lecture material at the beginning or end of their tutorials. The course emphasis is on conducting economic analysis rather than simply establishing a set of facts to be memorised. With this aim, a set of exercises (problem sets) is distributed each week and discussed in tutorials. Students are strongly encouraged to carefully prepare written answers to home assignments in advance of attending tutorials.
Teachers’ consultations 

Unresolved questions on the lecture material can be addressed with tutors on appointment during their consultation times.

Self-study

Before consulting a tutor, however, students are expected to make a serious attempt to solve the problem. Since learning for understanding can only be done by the student lecturers and tutors can do no more than offer advice as to how to go about it. Without prior effort to master a topic on the part of the student, consultation is a wasteful repeat of the lecture experience.
Written home assignments (problem sets)

A set of home assignments (problem sets) is distributed each week. Students are strongly encouraged to have completed problem sets. Writing answers to questions before they are discussed in tutorials is the best way to master the course material.

Assessment

Intermediate control

Students are expected to have two Mock exams structured in the University of London examination format: in the middle of the Fall semester and in the middle of the Spring semester. 

Final control

Students have the half-course examination paper following the Fall semester (in January) and final examination paper of the same format after the Spring semester (in May).

Grade determination

The Fall semester grade is comprised of the Mock exam grade (30%), home assignments (20%), and a half-course exam grade (50%)

The course grade is comprised of the Fall semester grade (20%), Spring semester home assignments (10%), Spring semester Mock exam (20%) and the final UoL external exam grade (50%)

Main Reading 

Dornbush R., S. Fischer, R. Startz, Macroeconomiсs. 8th edition, MсGraw-Hill, 2001. (DFS). 

1. Dornbusch R., Fischer S. (1990) Macroeconomics, McGraw-Hill, (DF) /Russian translation: Дорнбуш Р., Фишер С. Макроэкономика. М., МГУ/ИНФРА-М, 1997. / 

2. Begg D., Dornbusch R., Fischer S. (1994) Economics, 3d-5th Editions. (BDF) 

3. Blanchard O. (2000) Macroeconomics, 2nd edition, Prentice-Hall.(B)

4. Mankiw N. G. (2002) Macroeconomics, NY Worth Publishers,. (M) /Russian translation: 

5. Lipsey R.G., Chrystal K. (1995) Аn Introduction to positive economics. Oxford University Press. (LC) 

6. Perlman M. (1996) Macroeconomics. Bath. M. Perlman Publishing. (P) 

Additional Reading 

7. Abel A., Bernanke B.S. (2000) Macroeconomics, Addison-Wesley, fourth edition.

8. Estrin S, A.Marin, Essential Readings in Economics, MacMillan Press, 1995.

9. Froyen R.T., Macroeconomics, 6th edition, Prentice-Hall, 1999.

10. Gordon R.J., Macroeconomics, 6th edition, New York, Harper Collins, 1993 [G]

11. Mankiw G., A Quick Refresher Course in Macroeconomics, Journal of Economic Literature, 1990, 28, 1645-1660.

12. Sachs J.D., Larrain F. (1993) Macroeconomics in the Global Economy, (S&L) /Russian translation: Сакс Дж.Д., Ларрен Ф.Б. Макроэкономика. Глобальный подход. М., Дело, 1996/. 

13. Barro R., Grilli V. (1994) European Macroeconomics, Macmillan.

14. Burda M., Wyplosz C. (2001) Macroeconomics: A European Text, 3rd edition, Oxford University Press, 

15. Abel A., Bernanke B., McNabb R. (1998) Macroeconomics: European edition, Prentice Hall.

16. Blanchard O. J., Fischer S. (1989) Lectures on Macroeconomics. The MIT Press: Cambridge, ch. 8.

17. Heijdra B., van der Ploeg F. (2002) Foundations of Modern Macroeconomics, Oxford University Press, ch. 1-11.

18. Leslie D. (1993) Advanced Macroeconomics. Beyond IS/LM. McGraw-Hill Book Company: London.

19. Mankiw G., Romer D. (1991) New Keynesian Economics, Cambridge, MA, MIT Press.

20. McCafferty (1990) Macroeconomic Theory. Harper & Row, Publishers: New York.

21. McCallum, B.T. (1989) Monetary Economics: Theory and Policy. Macmillan Publishing Company: New York, Ch. 9-10

22. Romer D. (2006) Advanced Macroeconomics. McGraw Hill: London, Ch. 5.

23. Sargent T. J. (1987a) Macroeconomic Theory. 2nd ed. Academic Press, Inc.: London.

24. Taylor J. (1998) Economics, 2nd ed. Boston: Houghton Mifflin.

Articles

1. Akerlof G. A. (1969) “Relative Wages and the Rate of Inflation”. Quarterly Journal of Economics, 83(3), pp. 353-74.

2. Blanchard O. J. (2000) “What Do We Know About Macroeconomics That Fisher and Wicksell Did Not?”. NBER Working Paper No. 7550.

3. Clarida R., Gali J., Gertler M. (1999) “The Science of Monetary Policy: A New Keynesian Perspective”. Journal of Economic Literature, 37(2). (Also NBER Working Paper No. 7147.)

4. Friedman M. (1968) “The Role of Monetary Policy”.  American Economic Review, 58, pp. 1-17.

5. Gordon R. J. (1981) “Output Fluctuations and Gradual Price Adjustment”. Journal of Economic Literature, 19(2), pp. 493-530.

6. Gordon R. J. (1990) “What is New-Keynesian Economics?”. Journal of Economic Literature, 28(3), pp. 1115-71.

7. Greenwald B., Stiglitz J. E. (1987) “Keynesian, New Keynesian, and New Classical Economics”. Oxford Economic Papers, 39, pp. 119-32.

8. Greenwald B., Stiglitz J. E. (1993) “New and old Keynesions”. Journal of Economic Perspectives, 7(1), pp. 23-44. (Also NBER Working Paper No. R1810.)

9. Lipsey R. G. (1960) “The Relation between Unemployment and the Rate of Change of Money Wage Rates in the United Kingdom, 1862-1957: A Further Analysis”. Economica, 27, pp. 1-31.

10. Lucas R. E., Rapping L. A. (1969) “Price Expectations and the Phillips Curve”. American Economic Review, 59(3), pp. 342-50.

11. Mankiw N. G. (1989) “Real Business Cycles: A New Keynesian Perspective”. Journal of Economic Perspectives, 3(3), pp. 79-90.

12. McCallum B. T. (1986) “On “Real” and “Sticky-Price” Theories of the Business Cycle”. Journal of Money, Credit, and Banking, 18(4), pp. 397-414.

13. McCallum B. T. (1988) “Postwar Developments in Business Cycle Theory: A Moderately Classiacal Perspective”. Journal of Money, Credit, and Banking, 20(3-2), pp. 459-71.

14. Phelps E. S. (1968) “Money-Wage Dynamics and Labor Market Equilibrium”. Journal of political Economy, 76, pp. 678-711.

15. Phillips A. W. (1958) “The Relation between Unemployment and the Rate of Change of Money Wage Rates in the United Kingdom, 1862-1957 ”. Economica, 25, pp. 283-99.

16. Romer D. (1993) “The New Keynesian Synthesis”. Journal of Economic Perspectives, 7(1), pp. 5-22.

17. Samuelson P. A., Solow R. M. (1960) “Analytical Aspects of Anti-Inflation Policy”. American Economic Review, 50, pp. 177-94.

18. Stiglitz J. E. (1986) “Theories of Wage Rigidity” in J. L. Butkewicz, Koford K. J., Miller J. B. Eds Keyen’s Economic Legacy: Contemporary Economic Theories, pp. 153-206. (Also NBER Working Paper No. 1442.)

19. Stiglitz J. E. (1992) “Methodological Issues and the New Keynesian Economics” in A. Vercelli and N. Dimitri eds. Macroeconomics – A Survey of Research Strategies, pp. 38-86. Oxford University Press: New York. (Also NBER Working Paper No. 3580.)

20. Romer D. (2000) “Keynesian Economics without the LM curve” //Journal of Economic Perspectives 14 (Spring), pp.149-169.

21. Tobin J. (1969) “A General Equilibrium Approach to Monetary Theory” //Journal of Money, Credit and Banking 1, (February), pp. 15-29.

22. Tobin J., Brainard W. (1963) “Financial Intermediaries and the Effectiveness of Monetary Control” //American Economic Review 53(May), pp. 383-400.

23. Kashyap A.K., Stein J.C. (1994) “Monetary Policy and Banking Lending” in Mankiw G. ed. Monetary Policy, pp. 221-256, Chicago: University of Chicago Press.

Course Outline 

1. Basic Macroeconomics Concepts

Subject of Macroeconomics. Macroeconomics and Microeconomics. Key Macroeconomic Problems. History of Macroeconomics. 

Methods of Macroeconomic Analysis. Macroeconomic Models: Principles of Construction and Variables. Long run and Short run Analysis in Macroeconomics. Types of Equilibrium in Macroeconomics. Statics and Dynamics. Aggregation. Macroeconomic Agents and Macroeconomic Markets. 

The Model of Circular Flows. Aggregate Product, Aggregate Expenditures and Aggregate Income. Circular Flows in the Closed Private Economy. Consumption Spending. Investment Spending. The Role of Financial Market. Economy with Government: Government Spending, Taxes (direct and indirect), Transfers, Net taxes. Government Budget. Circular Flows in the Mixed Closed Economy. Open economy. Net Exports. Capital Flows. Net Foreign Investment. Circular Flows in the Open Economy. Stock and Flow Variables.

The Important Macroeconomic Identities. Injections and Leakages. Total Investment and Total Saving. Capital Formation Equation. 

The Macroeconomic System. Market Economy: the Key Concepts of Aggregate Demand and Aggregate Supply. Macroeconomic Policy.

(DFS Ch.1; BDF Ch. 20; B Ch. 8)

2. National Accounts. Measuring Output and Income

National Income and Product Accounting System. Gross Domestic Product (GDP). Methods for Calculating GDP. The Value Added Approach. The Expenditure Approach. The Structure of Aggregate Expenditure. The Components of  Consumption. Investment and its Structure. Inventory Investment. Gross and Net Investment. Government Spending. Net Exports. The Income Approach for Calculating GDP. The Structure of Aggregate Income. Equivalency of Product, Expenditure, Income and Value Added Approaches to Measurement of Gross Domestic Product. 

Other Variables of National Accounts. Gross National Product. Difference of GNP from GDP. The Role of Factor Incomes. Net Domestic and Net National Product. National Income. Personal Income. Disposable Income. 

Nominal and Real GDP. Price Indices: Consumer Price Index (CPI) and GDP Deflator. How to Measure Inflation. Rate of Real GDP Growth. Real GDP and Real GDP per Capita. The Measurement of Economic Well-being and Welfare. Actual Real and Potential Real GDP. GDP Gaps.

(DFS Ch.2; BDF Ch.20; B Ch.2)

3. Output Determination

Determination of Output in the Long run. Supply-side Analysis. Determination of Output in the Short run. Demand-side Analysis. The Composition of Aggregate Demand. 

Consumption Demand and its Determinants. Consumption Function and Consumption Line. Autonomous Consumption Demand. Marginal and Average Propensity to Consume. Saving Function and Saving Line. Marginal and Average Propensity to Save. The Consumption Puzzle. 

Investment Demand and its Determinants. Investment Function and Investment Demand Curve. 

Aggregate Expenditures in the Closed Private Economy. Planned Expenditures and Actual Expenditures. The «Keynesian Cross» Model. Non-equilibrium Situations. The Role of Inventory Changes in the Restoration of Equilibrium in the Goods Market. Another Approach: Planned Savings equals Planned Investment. The Multiplier Effect of Autonomous Spending on Output. The «Paradox of Thrift». Equilibrium Output and Potential Output. Recessionary and Inflationary Gaps. 

The Government in the Circular Flows. The Government and Aggregate Demand. The Effect of Government Spending on Output. The Effect of Taxes on Output. Lump-sum and Proportional Income Taxes. The Government Spending, Tax, Transfer and Balanced Budget Multipliers. Fiscal Policy, its Instruments, Types and Mechanism. Discretionary and Automatic Fiscal Policy. Automatic (built-in) Stabilizers. Limitations of the Active Fiscal Policy. Crowding-out Effect. Fiscal Policy and Budget Deficit. Types of Budget Deficits. National Debt. 

The Foreign Sector in the Circular Flows. Net Exports and Aggregate Demand. Autonomous Net Exports and its Determinants. Marginal Propensity to Imports. The Multiplier Effect in the Open Economy.

(DFS Ch.9; BDF Ch. 21-22; B Ch.5.1-5.2; P Ch. 2.1-2.4)

4. Goods Market Equilibrium in a Closed Economy. IS curve 

The Complete Goods Market and Keynesian Cross. Characterisation of Equilibrium and Mechanism of Adjustment. Autonomous Expenditure and Multiplier.

Fiscal Policy and Stabilisation Policy. Government Spending and Crowding Out. The effects of Government Spending and Taxation on Output. Balanced Budget Multiplier.

The IS representation of the Goods Market Equilibria. Derivation of the IS curve. Shifts in the IS schedule. The Interest Rate Elasticity of Investment Expenditure Function: extreme Keynesian and Classical Views.

(DFS Ch.10-1; BDF Ch. 22, Ch. 25.1-25.2, 25-4, 25-5; B Ch. 5.3; P Ch. 2.5-2.7)

5. Financial Market Equilibrium. LM curve

Money and Banking. Functions of Money: a Numeraire, Means of Exchange and Store of Value. Demand for Liquid Assets. Liquidity Preference Approach.

Central Bank, Commercial Banks and Supply of Liquid Assets. Money Base, Public Cash, Reserves, Deposits. Money Creation process. Deposit multiplier. Loans multiplier. 

Liquid Assets Market Equilibrium. The derivation of the LM curve. Slope of the LM schedule. Monetary Policy and Shifting in the LM schedule.

(DFS Ch.10-2; BDF Ch. 23-24; Ch. 25-5; B Ch. 5.5, Ch.11; P Ch.3)

6. General Equilibrium in a Closed Economy. IS-LM Model

Notion of general Equilibrium. Algebra and Geometry of General Equilibrium, IS-LM framework. Macroeconomic Policies and Output Determination. Classical and Keynesian Views.

Expansionary and Contractionary Fiscal Policy: Tax Financing, Internal Debt Financing, Borrowing from the Central Bank. Expansionary and Contractionary Monetary Policy, Policy Mix. Effectiveness of fiscal and monetary policies. Limitations of the model.

(DF Chs. 4-5; DFS Chs. 9-11; B Chs. 3-5; SL Ch.12.)
7. Prices, Wages and Adjustment Process

Aggregate Demand Derivation using IS-LM framework. Sticky wages and Sticky Prices, Aggregate Supply. Sort-run and Long-run Aggregate Supply. Speed of Price Adjustment. The AD-AS schedule.

Output-Inflation Trade-off. Short-Run and Long-Run Phillips Curves. The Role of Expectations and Credibility. Adverse and Favourable Aggregate-Supply Shocks. Okun’s Law. Stagflation.

(DFS Ch.6, BDF Ch.26; B Ch. 7.2.3, 7.3-7.5; P Ch. 8.3)

8. Open Economy Macroeconomics. IS-LM-BP Model

National Accounts for the open Economy. Balance of Payments: Current Account and Capital Account. Determinants of Net Exports.

Goods Market in an Open Economy. Real and Nominal exchange Rate. Demand for Export and Import, Marginal Propensity to Import. Net Export and the Extended Model. 

Exchange Rate Determination and the Money Sector. Foreign Exchange Market, Foreign Currency Reserves. Appreciation and Depreciation of the Exchange Rate. Exchange rate Regimes: Fixed and Flexible. 

General Equilibrium in an Open Economy and Macroeconomic Policies, Mundell-Fleming Model. Capital mobility vs. capital controls. Monetary and Fiscal Policies under Fixed and Flexible Exchange Rates with Perfect Capital Movements and No Capital Mobility. 

BP curve under imperfect capital mobility. Properties of BP curve. Macroeconomic policy under imperfect capital mobility (comparison with perfect capital mobility and capital control).

Introducing Flexibility of Prices and Wages. Effectiveness of Macroeconomic Policies under Various Institutional Settings.

(DF Chs. 6, 20.1; DFS Chs. 12, 19; B Chs. 18-20; SL Chs. 10,13-14.)

9. Aggregate Supply and Aggregate Demand 

The aggregate demand curve and its properties. Keynesian, net export and wealth effects. 

The aggregate supply (AS) curve. The long run aggregate supply curve and short run AS curve. Alternative explanations of the upward sloping short run aggregate supply curve. Sticky wages (Keynesian) model. Classical worker misperception model, new Keynesian sticky price model, new classical imperfect information model of short run AS. Expectations and short run AS. 

Equilibrium in aggregate supply- aggregate demand model: long run and short run equilibrium.

(DF Chs. 1, 7-9; 16-18 DFS Chs. 5,6; B Chs. 7-9; SL Chs. 3,11-12,16-17.)

10. Demand Management Policy. 

Aggregate demand (AD) shocks. Responses to AD shocks: non-intervention, activist policy. Implementation or inside lags (recognition lag, decision lag, action lag) and outside lag. Uncertainty and models predictions of macroeconomic policies. Lucas critique.

Rules versus discretion. Time or Dynamic consistency. Barro-Gordon example. Solutions to time-inconsistency problem: constitutional rules, reputation, delegation to an independent authority with different preferences/incentives (independent central banker).

Examples of policy rules: constant rate of money growth, nominal GNP target, inflation target.

(DF Chs. 15,18.3; DFS Chs. 8, 20; B Ch. 25; SL Ch. 19.)

11. Unemployment and Inflation 

The types and causes of unemployment: frictional, structural and classical (or real wage) unemployment. Policies to reduce unemployment. 

Dynamic aggregate demand dynamic aggregate supply model. Policies to reduce inflation and the sacrifice ratio. Policy ineffectiveness proposition.

The costs of expected inflation: “shoe-leather” costs, menu costs, tax distortions. The costs of unexpected inflation: redistribution of wealth between debtors and creditors, redistribution of incomes between those, who get fixed income (in nominal terms) and others, uncertainty about relative prices.

(DF Ch. 14-15,17; DFS Chs. 7,18; B Chs. 6,9,22; SL Chs. 3, 11,15-16.)

12. The Neoclassical (Solow) Growth Model 

Stylized facts of economic growth. Factors of economic growth, Solow residual. 

Assumptions of the Solow model. Derivation of the capital accumulation equation for the model with labour augmenting technological progress. Steady state. Conditions that guarantees existence, uniqueness and stability 

Comparative statics (predictions of the model): changes in saving rate, in population growth rate and the rate of technical progress. 

The golden rule of capital accumulation. 

Absolute and conditional convergence. 

Endogenous growth theory.

(DF Ch. 10 and appendix; DFS Chs. 3-4; B Chs. 10-12; SL Ch. 18.)

13. Microfoundations of Aggregate Consumption

Keynesian consumption function and Kuznets puzzle. Intertemporal choice model. Life Cycle and Permanent Income theories. 

The theories implications: short run and long run multiplier effects of changes in autonomous expenditure; effect of permanent versus temporary changes in income on consumption). 

Barro-Ricardo equivalence and its implications for fiscal policy. Reasons for the failure of Barro-Ricardian equivalence: liquidity constraints, myopia, distortionary taxes, uncertainty.

Real wealth effect. Current consumption and past incomes: dynamic element in the macro model.

(DF Chs. 3, 11, DFS Chs. 13, 18; B Ch. 16, 27; SL Ch. 4.)

14. Microfoundations of Aggregate Investment 

The components of investment spending. 

Neoclassical model of investment. The desired capital stock and its determinants (marginal product of capital, depreciation rate, expected real interest rate, relative price of capital goods). 

Tobin’s q-theory. Accelerator models of investment (simple and flexible accelerators).

(DF Ch. 12; DFS Chs. 14; B Ch. 16; SL Ch. 5 and Appendix.)

15. The Demand for Money 

Functions of money. The transactions demand (Baumol-Tobin model). Determinants of money demand according to Baumol-Tobin model: transaction costs, interest rate and income.

The speculative theory of money demand: demand for money as a safe asset. 

Precautionary theory of money demand: costs of illiquidity.

The modern quantity theory of money.

(DF Ch. 13 and Appendix, DFS Ch. 15; B Ch. 26; SL Ch. 8.)

16. The Supply of Money 

The monetary base and the money supply. The money multiplier model. The effect of currency to deposits and reserves to deposits ratios on money supply.

Control of the central bank over the money supply: open market operations, reserve requirements, discount rate, foreign exchange market interventions. Sterilisation.

The public sector deficit and high powered money.

(DF Ch. 14 and Appendix; DFS Ch. 16; B Ch. 26; SL Ch. 9.)
Distribution of hours
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	64


Syllabus

for Microeconomics

(Programme “Diploma for Graduates”)

Lecturer: Alla A. Friedman

Class teachers: Alla A. Friedman

Course description

Microeconomics is an introductory and intermediate level course for students with higher education who are enrolled in “Diploma for graduates” program.

The course examines how economic decisions are made by households and firms, and how they interact to determine the quantities and prices of goods and factors of production and the allocation of resources. It also investigates the principles of microeconomic policy and the role of government in allocating resources. 
The first part of the course deals with the problems of consumer’s choice, demand theory, the goals of the firms, production and costs, partial equilibrium. The second part of the course pays special attention to problems of uncertainty, intertemporal choice, general equilibrium and efficiency, asymmetric information and public choice. 

Teaching objectives

The objectives of the course are:

to provide students with the knowledge of basic concepts and models in the field of microeconomics;

to provide students with the knowledge of basic microeconomic models' assumptions, internal logic and predictions, grounding the explanations on intuitive, graphical and analytical approaches;

to develop the students' ability to apply the knowledge acquired to the analysis of specific economic cases, recognizing the proper framework of analysis and constructing the adequate economic models within this framework.

By the end of the course students are expected to have necessary skills for writing essays and reading economic literature.

Teaching Methods

While teaching the course the following teaching methods and forms of study and control are used:

-
lectures (2 hours a week);

-
classes (2 hours a week);

weekly written home assignments, regularly checked and marked by the class teacher and discussed in detail in class;

-
self-study;

-
teachers’ consultations.

In total the course includes 64 hours of lectures and 64 hours of classes. Self-study is extremely important in studying the course.

Assessment

Intermediate control: one mid-term exam in the middle of the first semester and another midterm exam in the middle of the second semester 

Final control: examination paper after the first term (in January) and final exam after the second term (in May). 

Grade determination

The Fall semester grade is comprised from mid-term exam grade (20%), home assignments (15%), and winter exam grade (65%). 

The course grade is comprised from fall semester grade (20%), spring semester home assignments (10%), spring semester midterm (20%) and final exam grade (50%). 

Main reading

1. Microeconomics. Study Guide. University of London, 2003.

http://www.londonexternal.ac.uk/current-students//programme-resources/lse/index.shtml

2. Katz M.L. and Rosen M.S., Microeconomics, Homewood, Irwin, 3rd edition, Irwin/McGraw-Hill, 1998 (is available in Russian translation). [KR]

3. Varian H.R., Intermediate Microeconomics. A modern approach. 7th edition. W.W. Norton and Company, 2006. (is available in Russian translation) [V]

3. Pindyck R.S. and Rubinfeld D.L., Microeconomics. 2nd edition, New Jersy: Prentice Hall/Pearson, 2001, fifth edition. (3-rd edition is available in Russian translation). [PR]

4. Eaton B. C., Eaton D.F., Allen D.W., Microeconomics, fifth edition, Toronto: Prentice Hall/Pearson, 2005. [EE&A
5. Laidler D., S. Estrin, Introduction to Microeconomics, London: Pearson, 1995, fifth edition. [L&E]
6. Witztum A. Introduction to economics. Study Guide, University of London, 2001.
7. F.A.Cowell Microeconomics: Principles and Analysis, Oxford University Press 2005. http://darp.lse.ac.uk/Frankweb/courses/EC202 (Lecturenotes)

Additional reading

On consumer theory

1. Chipman J. and J. Moore, Compensating variation, consumer's surplus and welfare, American Economic Review, 70, 933-948, 1980.

2. Deaton A., and J.Muellbauer, Economics and Consumer Behavior, Cambridge University Press, 1980.

3. Hausman J., Exact consumer surplus and deadweight loss, American Economic Review, 71, 662-676, 1981.

4. M.Richter, Revealed preference theory, Econometrica, 34, 635-645, 1966.

5. Vives X., Small income effects: A Marshallian theory of consumer surplus and downward sloping demand. Review of Economic Studies, 54, 87-103,

1987.

On the theory of firm

1. A.Alchian, H.Demsetz (1972), Production, Information costs and economic organization, American Economic Review, 62, 777-795

2. G.Calvo and S.Wellisz (1978), Supervision, Loss of Control, and the Optimal Size of the Firm, Journal of Political Economy, 86, 943-952.

3. R.H. Coase, The nature of the firm, pp. 37-57 in S. Estrin, A. Marin, Essential Readings in Economics, 1995.

Choice under uncertainty

1. Machina M., Choice under uncertainty: problems solved and unsolved. The Journal of Perspectives, 1, 121-154, 1987.

2. Pratt J., Risk aversion in the small and in the large, Econometrica, 32, 122-136, 1964.

3. Rothschild M., J.Stiglitz, Increasing risk I: A definition, Journal of Economic Theory, 2, 225-243, 1970.

Market structures

1. Adams W. and J.Yellen, Commodity Bundling and the Burden of Monopoly, Quarterly Journal of Economics, Vol.90, 1976.

2. Baron D., R. Myerson, Regulating a Monopolist with Unknown Costs, Econometrica, 50, pp.911-930, 1983.

3. A.Bergson (1973), -On monopoly welfare losses-, American Economic Review, 63, 853-870.

4. K.Cowling, D.Mueller (1978), -The Social costs of monopoly power-, Economic Journal, 88, 724-748

5. Harberger, Monopoly and resource allocation, pp. 77-91 in S. Estrin, A.Marin, Essential Readings in Economics, 1995.

6. Lerner, The concept of monopoly and the measurement of monopoly power, pp.55-77 S. Estrin, A. Marin, Essential Readings in Economics,

1995.

7. Katz.M, The welfare effects of third degree price discrimination in intermediate goods markets, American Economic Review, 77, pp. 154-167,

1987.

8. J. Vickers. Strategic Competition among the few-some recent development in the economics of Industry, pp. 91-129 in S. Estrin, A. Marin, Essential Readings in Economics, 1995.

Market failures

1. Akerlof G., The market for lemons: Quality uncertainty and the market mechanism, Quarterly Journal of Economics, 89, 488-500, 1970.

2. Coase R., The problem of social cost, Journal of Law and Economics, 3, 1-44, 1960.

3. Spence, M. -Job Market Signaling-, Quarterly Journal of Economics, 87, pp. 355-374, 1973.

4. Rothschild, M. and Stiglitz, J. E. -Equilibrium in competitive insurance markets; An essay on the economics of imperfect information.- Quarterly Journal of Economics, 1976. Vol.90.Nov., pp.629-649.

Course Outline

Part I. Individual choice under certainty 

1. Consumer’s Behaviour Under Certainty

Assumptions of consumers’ behaviour. Budget constraint. Revealed preferences approach.

Classical approach to consumer’s choice: preferences and utility, utility maximization problem and Marshallian demand. Comparative statics.

Utility maximisation and expenditure minimisation problems. Marshallian and Hicksian (compensated) demand functions.: Slutsky equation.

In-kind income. Application: the individual's supply of labour.

Measuring changes in consumer’s welfare. Compensating variation, equivalent variation and consumer surplus.

Change in the cost of living and price indexes: Laspeyres and Paasche.

(KR Chs.2-5; V Chs.2-9,14; EE&A Chs.2-4; PR Chs.3,4; L&E Chs.2-5).

2. The Firm

Production function and its properties. 

Cost minimization as a necessary condition of profit maximisation. Cost minimization in the short-run and in the long-run. Cost curves.

Profit maximization and firm’s supply.

(EE&A Chs.6-7; PR Chs.6,7; V Chs.17,20; KR Chs.7-9; L&E Chs.10-12,24)

Part II. Partial equilibrium

3. Perfect Competition

Market demand. Industry supply. Equilibrium in the short-run and in the long-run.

Constant cost, increasing cost and decreasing cost industries. 

Total surplus and efficiency of competive equilibrium.

Benefits of exchange in a competitive market and the effects of government policies.

(EE&A Chs.8-9; PR Chs.8-9; V Chs.16,21-22; KR Chs.10-11, L&E Chs.13-14)

4. Monopoly and Price Discrimination

Equilibrium in case of monopoly. Inefficiency of pure monopoly.

Diffrent types of monopoly power government franchise monopoly, resource-based monopoly, patent monopoly, natural monopoly and monopoly by good management. 

Regulatory responses: Average cost pricing, rate of return regulation, efficient regulatory solutions.

First degree (perfect) price discrimination. Welfare implications of perfect price discrimination

Third degree (perfect) price discrimination. Welfare implications of market segmentation.

Multi part pricing. Idea of second degree price discrimination.

(EE&A Ch.10, 14; PR Chs.10-11; V Chs.23-24; KR Ch.13; L&E Chs.15-16)

5. Strategic Behavior and Oligopoly

Game theory basic concepts. Normal form game. Dominant strategies equilibrium, Nash equilibrium. Example: Prisoners' dilemma. Extensive form. Sub-game perfect Nash equilibrium.

Quantity competition. Cournot Model. The Stackelberg Model: -first mover advantage.

Price competition: Bertrand Model. Dominant firm model.

Repeated games. Credible punishment.

Entry, market structure and Strategic Entry Deterrence. Credible threat, strategic pre-commitment and monopoly by good management.

Product differentiation. Chamberlin models (small-number case and large-number case). 

Address models: Hotelling location model and the idea of the circle city model.

(EE&A Chs.15-16; PR Chs.12-13; V Chs.26-27; KR Ch.14-16; L&E Chs.17-19)

6. Factor Markets

Relationship between firm's and aggregate demand for factor of production. Determinants of the elasticity of demand for a factor.

The supply of factors and equilibrium in a competitive factor market: economic rent, transfer earnings and quasi-rent. Monopsony and monopoly in factor markets.

(EE&A Ch.11; PR Ch.14; V Ch.25; KR Chs.10-11,14; L&E Chs.21-25)

7. Saving, Investment and Allocation over Time

Intertemporal consumption and production: current and future consumption, rate of time preference.

Separation theorem. Investment decisions and the present value rule.

Renewable and non-renewable resources: equilibrium extraction paths.

(EE&A Ch.5; PR Ch.15; V Ch.10, 11, 13; KR Ch.5; L&E Chs.6-7)

Part III. General equilibrium, efficiency and market failures

8. General Equilibrium and Welfare Economics

Pareto effcient allocation of resources: efficiency in consumption, efficiency in production, efficiency in product mix.

Pareto efficiency and competitive general equilibrium. First fundamental theorem of welfare

economics. Proof based on the first order conditions. Second fundamental theorem of welfare economics. Market failure and theory of second-best.

Equity and distribution: utility possibility curve, social welfare function (additive function and maximin criterion). Redistributionist principle and productivity principle.

(EE&A Chs.12-13; PR Ch.16; V Chs.28-30; KR Ch.12; L&E Chs.27-32)

9. Choice Under Uncertainty

Contingent commodities model. States of nature, concept of contingent сommodity. Attitude to risk and preferences over contingent commodities. Application of the model: demand for insurance.

Expected utility model: von Neumann-Morgenstern expected utility function. Attitude to risk and shape of the Bernoully utility function. Applications: optimal portfolio problem in terms of maximisation of expected utility of investor. Cost of additional information.

(KR. Ch.6; EE&A. Ch.17; PR. Ch.5; V. Ch.12; L&E Ch.8)

10. Asymmetric Information: Basic Ideas

Classiffication of the models: situation with hidden characteristics and situation of hidden action.

Adverse selection problem. Examples: market for lemons, labour market with workers of different productivity, insurance market with buyers characterised by different risk of accident. Possible responses of informed side of the market: market signaling (brand reputation, guarantees, acquiring education).

Possible responses of uninformed side of the market: screening via designing self selective menu of contracts, group insurance plan, government intervention in form of setting quality standards, compulsory insurance, mandatory disclosure of certain facts.

Moral hazard problem. Examples: insurance market, principal-agent problem in labour market (shirking model). Possible responses: co-insurance and deductibles, residual claimants schemes.

(EE&A Ch.20; PR Ch.17; V Ch.35; KR Ch.17; L&E Chs.8,26)

11. Externalities and Public Goods

Externalities: positive and negative. Inefficient allocation of resources in presence of positive and negative externalities. 

Regulatory solutions: direct control, assignment of property rights, marketable pollution permits, bargaining (Coase theorem), internalization, Pigouvian taxes/subsidies. Comparison of the solutions. Problems with bargaining: free-rider and hold-out problems.

Public goods, non-rival and non-excludable goods. Efficiency condition in presence of public goods (Samuelson equation). Equilibrium with non-cooperative financing of public good: free-rider problem. Possible solution: personalised Lindahl prices.

(EE&A Ch.18; PR Ch.18; V Chs.31, 34, K&R. Ch.18; L&E Ch.31)

12. Government and Public Choice

Preferences, voting and decisions. Unanimity rule. Majority voting rule, voting paradox. Single-peaked preferences and median voter theorem. Laffer curve and analysis of income distribution policies. Special interest group politics: rent seeking.

(V Ch.33; L&E Chs.33-35)
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Syllabus 

for Introduction to Econometrics.  

(Programme “Diploma for Graduates”)

Lecturers: Oleg O. Zamkov, Vladimir I. Tcherniak
Class teachers: Oleg O. Zamkov, Vladimir I. Tcherniak
Course description


The Introduction to Econometrics is a two semester course for “Diploma for Graduates” ICEF students. This is an introductory Econometrics course. Introductory Mathematics, Statistics, Economics, Mathematics and Computers courses are the pre-requisites. The course is taught in English and final exam by the University of London external programme is set. 


The stress in the course is done on the essence of statements, methods and approaches of econometric analysis. The conclusions and proofs of basic formulas and models are given which allows to the students to understand the principles of econometric theory development. The main accent is done on economic interpretations and applications of considered econometric models. The course is mostly oriented at cross-sections econometrics; some topics of time series and panel data econometrics are also taught in the course.

Teaching objectives

The students should get the basic knowledge and skills of econometric analysis. They should be able to apply it to the investigation of economic relationships and processes, and also understand the econometric methods, approaches, ideas, results and conclusions met in the majority of economic books and articles. In the course the students should study traditional econometric methods developed mostly for the work with cross-sections data. At the same time the students should understand essential differences between the time series and cross sections data and those specific econometric problems met in the work with these types of data. The students should get the skills of construction and development of simple and multiple regression models, get acquainted with some non-linear models and special methods of econometric analysis and estimation, understanding the area of their application in economics. The considered methods and models should be mastered practically on real economic data bases with modern econometric software. 

Teaching Methods

The following methods and forms of study are used in the course:

· lectures (2 hours a week)

· classes (2 hours a week, half of the classes is devoted to theoretical and applied analysis, and another half is conducted in the computer room and is devoted  to practical applications of the econometric methods studied in the course)

· home assignments for each topic consisting of theoretical and applied parts

· teachers’ consultations

· self study, which can be conducted with the course materials and in a computer room, making home assignments using Excel and Econometric Views, work with economic data bases, with ICEF, UoL, LSE and other course materials through the Internet and ICEF information system.

In total the course includes: 64 hours of lectures, 64 hours of classes. 

Grade determination


The students sit two written tests in November and in March, first semester written exam in January, final ICEF exam in March, and University of London external exam (for those studying for two degrees) in May. The first semester grade is determined as follows: January exam grade gives 60% of the grade, November test - 30%, and 20% is given for home assignments. In the final course grade, the Final ICEF exam grade gives 50% (University of London exam grade is not included in final SU-HSE grade), the first semester grade gives 30%, and 20% is given for the second semester (15% - for March test and 5% for home assignments).

Main reading

The Third edition of textbook “Introduction to Econometrics” by Christopher Dougherty is the main textbook for the course. The Second edition of Dougherty’s textbook, as well as its Russian translation, can be also used for studying the course. The University of London Study Guide, Examination papers and Examiners’ Report are also widely used in the course. Another (supplementary) recommended textbook is “Basic Econometrics” by D.N.Gujarati containing some extra course information, derivations, tests, proofs and applications. The book by O.Zamkov and ICEF teaching materials (5-6) are also used in the course. The books by Greene and Kennedy are recommended as supplementary reading: the first contains deeper presentation of course materials, the second – useful comments.
1. Dougherty, Christopher. Introduction to Econometrics. Oxford University Press, 2006 (3rd edition) (CD-3).
2. Dougherty, Christopher. Introduction to Econometrics. Oxford University Press, 2002 (2nd edition) (CD-2). Russian translation: Доугерти Кр. Введение в эконометрику. Изд.2. М., ИНФРА-М, 2004.

3. Dougherty, Christopher. Elements of econometrics. Study Guide. University of London, 2004. 

4. Gujarati D.N. Basic Econometrics. McGraw-Hill, 4th edition, 2003 (Gu-4) and earlier editions (3rd edition – Gu-3, if chapter differs from Gu-4).
5. Zamkov, Oleg. Econometric Methods in Macroeconomic Analysis. Moscow, Dialog-MGU, 1999 (OZ). Russian translation: Замков О.О. Эконометрические методы в макроэкономическом анализе. М., ГУ ВШЭ, 2001.

6. Zamkov O.O. Introduction to Econometrics. Lecture motes. I-4, 2004. In English and in Russian.

Additional reading

1. Магнус Я.Р., Катышев П.К., Пересецкий А.А. Эконометрика. Начальный курс. Изд. 7. М., Дело, 2005 (MKP).

2. Econometric Views 5.1 User's Guide. Quantitative Micro Software, LLC.

3. Greene W.H. Econometric Analysis. Prentice Hall int. 5th ed., 2003, and earlier editions (Gr).

4. Kennedy P. A Guide to Econometrics. MIT Press, 5th edition, 2003, and earlier editions (K).

5. J.M.Wooldridge. Introductory Econometrics. A modern approach. 2nd ed. Thompson South-Western, 2003 (W).
Additional reading

1. http://econ.lse.ac.uk/ie/ (I-1) 
2. http://www.oup.com/uk/orc/bin/9780199280964/ (I-2)
3. http://highered.mcgraw-hill.com/sites/0072335424/ (I-3)
4. http://www.londonexternal.ac.uk/current_students/programme_resources/lse/index.shtml (I-4)
5. http://www.worthpublishers.com/mankiw (I-5)

6. http://www.gks.ru (I-6).
7. http://www.cbr.ru (I-7).
8. http://mief.hse.ru  (I-8).
9. http://crow.academy.ru/econometrics  (I-9)

Internet resources

The main software used in the course is Econometric Views (version 3.1 and later ones). Spreadsheet Excel is also used in the course. 

For making class and home assignments the following data bases are used: data prepared by Chr.Dougherty at the LSE (data for estimation of earnings functions based on NSLY survey at the USA; annual data on demand, disposable income and relative prices for aggregated goods and services in the USA, for 1959-2003 - the data is available at I-1);

Annual data for main macroeconomic indicators for the USA, 1931-2005, the data is available at I-5;

Monthly data for main macroeconomic indicators for Russia, 1992-2008 (I-6, I-7); 

Annual data for estimated GNP, labour and capital in USSR economy for 1928-1987. 

Course Outline

1. Introduction to Econometrics. Statistical Methods for Econometrics.
Statistical Investigation of Economic Variables' Relationships. Relationships in the economy: examples, problems of estimation and analysis (demand functions, earnings functions, economic growth models). Economic data: cross sections and time series.

Main statistical concepts and facts used in the course.

Data bases. Software. Course materials presentation.

Statistical Methods for Econometrics: Random Variables, Distributions, Descriptive Statistics, Parameters Estimation, Hypotheses Testing.

Review (CD-3), Review, Chapter 1 (CD-2), L.1 (OZ).

2. Simple Linear Regression Model (SLR). OLS estimation. 

Proposals and notation in SLR. SLR Model Estimation using Ordinary Least Squares (OLS). Expressions for the OLS estimators of slope coefficient and intercept: derivation and interpretation. Gauss-Markov conditions and the properties of OLS estimators. Gauss-Markov theorem (formulation). Standard deviations and standard errors of regression coefficients: derivation and interpretation. 

Statistical significance of OLS estimators: hypotheses testing using t-tests. Derivation and interpretation of confidence intervals. The general quality of regression: determination coefficient R2. F-statistics and F-tests.  Relationship of R2 with correlation coefficients. 

SLR model without intercept. OLS-estimation, properties and applications.

Chapter 1, Chapter 2 (CD-3),  Chapter 2 (2.1-2.7), Chapter 3 (3.1-3.11)  (CD-2),  Chapter  3, Chapter 6 (6.1, Appendix 6A.1) (Gu), L.2 (OZ)

3. Multiple Linear Regression Model (MLR): two explanatory variables and k explanatory variables. 

Derivation and properties of OLS-estimators of MLR with two explanatory variables. 

Determination coefficient R2. Adjasted R2. Testing hypotheses using t- and F-statistics.

OLS-estimation of the model with k explanatory variables in vector-matrix form. Properties of coefficients’ estimators. F-test for groups of variables. 

Multicollinearity. Its consequences, detection and remedial measures.

Estimation of production functions in volumes and growth rates' forms as multiple regression models. 

Chapter 3 (CD-3), Chapter 4 (4.1-4.5, CD-2), L.2,4 (OZ), Chapters 7-8, 10 (Gu), Chapter 3 (MKP).

4. Variables Transformations in Regression Analysis.

Linearisation of non-linear functions and their estimation using Ordinary Least Squares. Disturbance term specification. Interpretation of linear, logarithmic and semi-logarithmic relationships. Estimation of functions with constant elasticity and exponential time trends. 

Comparison of the quality of regression relationships: linear and semi-logarithmic functions. Zarembka scaling. Box-Cox method. 






Chapter 4 (CD-3), Chapter 5 (CD-2), Chapter 6 (6.5-6.7) (Gu), L.4 (OZ).

5. Dummy Variables. 

Dummy variables in linear regression models. Reference category and dummy variables’ trap. Types of dummy variables: intercept and slope dummies. Interaction dummies. Multiple sets of dummies. Chow test. 

Dummy variables in economic models: earnings functions, production functions. Dummy variables in seasonal adjustment. Dummy variables in combining time series and cross-sectional data.

Chapter 5 (CD-3), Chapter 6 (6.1-6.4, CD-2), Chapter 9 (Gu) (Chapter 15 (Gu-3)).

6. Linear Regression Model Specification. 

Consequences of Incorrect Specification. Omitting significant explanatory variable. Including unnecessary explanatory variable in the model. Monte-Carlo method in econometric analysis: general principles, areas of application and examples. Proxy Variables. 

Testing of linear constraints on parameters of MLR. F-test and t-tests. Role and examples of linear constraints in economic models. 

Lagged Variables in economic models.

Gauss-Markov conditions’ violation. General principles of consequences’ analysis, detection and correction. Generalised Least Squares (GLS). 

Chapter 6 (CD-3), Chapter 7 (7.1-7.6, CD-2), Chapter 13 (13.3-13.4) (Gu) ( Chapter 11 (11.3) (Gu-3)).

7. Heteroscedasticity.

Concept, consequences and detection of heteroscedasticity. Goldfeld-Quandt, Park, Breusch-Godfrey, White, Spearman, Glejzer tests. Model Correction. Weighted Least Squares (WLS) method as a special case of GLS. White’s heteroscedasticity-corrected standard errors.

Reasons and examples of heteroscedasticity in economic models. 

Chapter 7 (CD-3), Chapter 8 (8.1-8.3, CD-2), Chapter 11 (Gu).

8. Stochastic Explanatory Variables. 

Stochastic explanatory variables in LR models. Properties of OLS-estimators and test statistics of stochastic explanatory variables’ coefficients. Measurement errors. Milton Friedman's critique on consumption function estimation. Instrumental variables. Using instrumental variables in M.Friedman’s consumption model and in other economic models.

Chapter 8 (CD-3), Chapter 9 (9.1-9.4, CD-2), Chapter 13 (13.5-13.6) (Gu) .

9. Simultaneous Equations Models. 

Concept of simultaneous equations model. Exogenous and endogenous variables. Predetermined variables.

The simultaneous equations bias. Inconsistency of OLS estimators. Structural and reduced forms of the model. Model of demand and supply and simple Keynesian equilibrium model as simultaneous equations models. 

Identification problem. Rules of identification.

Testing exogeneity: Hausman test.

Methods of estimation. Indirect Least Squares (ILS). Instrumental Variables. Two-Stages Least Squares (TSLS). Examples of simultaneous equations models estimation: IS/LM model, Klein’s model.

Chapter 9 (CD-3), Chapter 10 (10.1-10.3, CD-2), Chapters 18-20 (Gu), L.5 (OZ).

10. Maximum Likelihood Estimation.

The idea of maximum likelihood estimamion (ML). SLR and MLR Models Estimation using ML. ML Estimators’ properties. Test statistics (z-statistics, pseudo- R2, LR-statistic) and statistical tests.

Chapter 10 (10.6) (CD-3), Chapter 11 (11.6) (CD-2), Chapter 4 (4.4, Appendix 4A) (Gu)
11. Binary Choice Models, Limited Dependent Variable Models. 
Linear probability model: problems of estimation. Logit-analysis. Probit-analysis. Using Maximum Likelihood for logit and probit models' estimation. 

Censored samples. Direct and truncated estimation. Tobit-model. Sample selection bias. Heckman two-step procedure.

Chapter 10 (CD-3), Chapter 11 (CD-2), Chapter 15 (Gu) (Chapter 16 (Gu-3)). 

12. Autocorrelated disturbance term.

Signs and consequences of disturbance term’s autocorrelation in LR model. Durbin-Watson d-test for first order autocorrelation. Breusch-Godfrey (BG) test of higher-order autocorrelation. Autocorrelated disturbance term and model misspecification. Model correction: Autoregressive transformation. Cochrane-Orcutt (CO) procedure. CO as a special case of GLS. Prais-Winsten correction. AR, MA, ARMA models.

Autocorrelated disturbance term in a model with lagged dependent variable as one of the explanatory variables. Durbin h-statistic and test.

Autoregressive Conditional Heteroscedasticity  (ARCH) model.

Chapter 12 (12.1-12.5, CD-3), Chapter 13 (13.1-13.6, CD-2), Chapter 12 (Gu), L.3 (OZ).

13. Modelling with Time Series Data. Dynamic Processes Models. Forecasting.

Distributed lag models: geometrically distributed lags, polynomial lags. Koyck transformation and estimation of geometrical lag’s parameters. Polynomially distributed (Almon) lag (PDL). 

Autoregressive Distributed Lag (ADL) model. Common factor test.

Partial adjustment. Adaptive expectations. Cagan hyperinflation model estimation. M.Friedman's permanent income model: problems of estimation and analysis.

Forecasts and prediction. Confidence intervals. Salkever’s method. Stability tests. Chow test of predictive failure. Forecasts’ quality indicators. Theil coefficients.

Causality in Economics: Granger test.

Chapter 11, Chapter 12 (12.6-12.8) (CD-3), Chapter 12 (12.1-12.6), Chapter 13 (13.5-13.7, Box 13.2) (CD-2), Chapters 17, 22 (Gu), L.5 (OZ).

14. Time Series Econometrics: Nonstationary Time Series.

Stationary and nonstationary time series. Definitions and examples of stationary and nonstationary time series. Random walk. Drifts and trends. Consequences of nonstationarity. Spurious regressions. Detection of nonstationarity. Correlograms. Unit root tests. Cointegration. Fitting models with nonstationary time series. Detrending. Error-correction models.

Chapter 13 (CD-3), Chapter 14 (CD-2), Chapter 21 (Gu). 

15. Panel Data Models.

Introduction to panel data and economic examples. Random effects. Fixed effects. 

Chapter 14 (CD-3), Chapter 13 (MKP), Chapter 16 (Gu).
Distribution of hours

	Introduction to Econometrics
	Total hours
	Contact hours

	
	
	Lectures
	Classes

	Total:
	128
	64
	64


Syllabus

for Corporate Finance

(Programme “Diploma for Graduates”)

Lecturer: Nikita K. Pirogov

Class teachers: Nikita K. Pirogov

Course description

The course develops theoretical framework for understanding and analyzing major financial problems of modern company in market environment. The course covers basic models of valuation of corporate capital, including pricing models for primary financial assets, real assets valuation and investment projects analysis, capital structure and various types of corporate capital employed, derivative assets and contingent claims on assets. It provides necessary knowledge in evaluating different management decisions and its influence on corporate performance and value. The course requires the knowledge in micro and macroeconomics, accounting and banking. The course is based on lectures, seminars, case studies and self-study. “Corporate finance” is a two-semester course designed to prepare students for UOL examination.

Teaching objectives

The main objective of the course is to provide the conceptual background for corporate financial analysis from the point of corporate value creation. The course develops theoretical framework for understanding and analyzing major financial problems of modern firm in the market environment. The course covers basic models of corporate capital valuation, including pricing models for primary financial assets, real assets valuation and investment projects analysis, capital structure, derivative assets and contingent claims on assets. The course is focused on developing skills in analyzing corporate behavior in capital markets and the relationship of agent and principal in raising funds, allocating capital, distributing returns. It provides necessary knowledge in evaluating different management decisions and their influence on corporate performance and value. 

Teaching Methods

The following methods and forms of study are used in the course:

· lectures (2 hours a week)

· classes (2 hours a week, the main problems of home assignments are discussed)

· written home assignments

· teachers’ consultations (2 hours per week)

· self study.

· current control includes: written home assignments (WHA), essays and their assessment, participation in classworks in exercises and case presentations. 

· intermediate control is based on mid-term exam in fall semester plus midyear exam in January.

· final exam is set at the end of April.
Assessment

1. Home assignments;
2. Midterm exam;

3. Exams

Grades criteria: 

	From
	To
	Mark

	0
	3
	Not passed

	4
	5
	Satisfactory

	6
	7
	Good

	8
	10
	Excellent


Grade determination

FALL SEMESTER 

First term grades are calculated as weighted average with the following weights:
· Exam in January – 50%

· Home Assignments - 20%

· Class Participation - 10%

· Midterm exam - 20%

· Total – 100%

SPRING SEMESTER

Final Course grade is calculated as weighted average with the following weights:
· Final Exam – 40%

· Home Assignments - 20%

· Class Participation - 10%

· Fall semester grade - 30%

Main reading

Grinblatt/ Titman. Financial Markets and Corporate Strategy. McGraw Hill.- G&T

Brealey/ Myers. Principles of Corporate Finance.6th Edition. - B&M

Brealey/ Myers. Principles of Corporate Finance.6th Edition. Study guide. 

Frantz, P. and R. Payne. Study Guide. Corporate Finance. First Edition. 1999.

Additional reading

1. С.Росс и др. Основы корпоративных финансов. Пер с англ. М.. 2001

2. Модильяни Ф., Миллер М. Сколько стоит фирма? Пер с англ. М.: Дело. 1999

3. Марковиц Г., Шарп У. Инвестиционный портфель и фондовый рынок. Пер с англ. М.: Дело. 1999

4. Brealey R.A., Myers S.C. Principles of Corporate Finance. 6th edition. McGraw Hill. 2000

5. Ross S., R.Westerfield, J.Jaffe. Corporate Finance. Fifth Edition. IRWIN-McGraw-Hill.

6. Copeland T. and Weston J.: Financial Theory and Corporate Policy. 1998

7. Damodaran A. Applied Corporate Finance. Wiley&Sons. 1999

8. Trigeorgis L. Real options. Managerial Flexibility and Strategy in Resource Allocation.The MIT Press. Cambridge. 1999

9. Copeland T., Antikarov V. Real Options: a Practitioneer’s Guide. Texere. New York. London. 2001

10. Reilly K.F., Brown K.C. Investment Analysis and Portfolio Management. 6th Edition. The Dryden Press.

11. Bankruptcy and Distressed Restructuring. Analytical Issues and Investment Opportunities. Edited by E. Altman. Business One IRWIN.

12. Мастерство. Финансы. М.: Олимп-Бизнес. 1998

13. Чиркова Е. Действуют ли менеджеры в интересах акционеров? Корпоративные финансы в условиях неопределенности. М.: Олимп-бизнес. 1999

14. Рудык Н.Б., Семенкова Е.В. Рынок корпоративного контроля: жесткие поглощения и выкупы долговым финансированием. М.: Финнасы и статистика. 2000

15. Рэй К. Рынок облигаций. Торговля и управление рисками. М.: Дело. 1999

16. Энг М., Лис Ф., Мауер Л. Мировые финансы. М.: «ДеКА». 1998

17. The New Corporate Finance. Where Theory Meets Practice. Ed. by D.H. Chew, Jr. McGraw-Hill. 1999

18. Megginson, W. L., Corporate Finаnce Theory. Addison&Wiley, 2001

19. Smith B. The Modern Theory of Corporate Finance. IRWIN-McGraw-Hill.1997

20. Benninga F., Sarig D. Corporate Finance: a Valuation Approach. IRWIN-McGraw-Hill. 1997

21. Journal of Corporate Finance

22. Journal of Finance

23. Journal of Financial Economics

24. Journal of Applied Corporate Finance

25. Journal of Banking and Finance

26. Emerging Markets Review

Course Outline

PART 1. Understanding Principles of Financial Valuation

1. Introduction to the Course. Why is Finance Corporate?  The Foundations for Proper Financial Analysis of the Firm
The advantages of corporate firm over the sole traders and partnerships. The life-cycle of the corporation at the capital market: funds raising, investing and benchmarks, returning money to investors at the capital market. The functions of corporate financial manager.   The role of capital market  in explaining corporate performance: main assumptions.  The consumption choice  and the first Fisher separation theorem. No arbitrage rule and the principle of tracking (replicating) portfolio. Net present value rule of corporate analysis. The sources of NPV. The  second Fisher separation theorem. 

The differences between financial model of corporate analysis and accounting model: the concept of cost and profits, the concept of money measurement, the concept of return and  corporate performance measurement. The value creation and  building blocks in corporate finance. The mission of Chief Financial Officer of the Corporation (CFO). The role of corporate finance in building financial model of the firm. Corporate Finance and proper financial analysis of any firm in market economy.
(B&M Ch.1-3 and 11; G&T Ch.1, 9.2, 11.1; Guide Ch.1, pp.5-15)

2. The role of Efficient Market Hypothesis in Corporate Analysis: Theory and Evidence

The types of information for investor’s decision-making. The value of information  for the investor. The efficient market hypothesis (EMH). The different forms of market efficiency and their criteria: weak, semi-strong, strong efficiency. The role of EMH in corporate analysis.  The practical implications of EMH. 

(B&M Ch.13; Reader; FT Mastering Series. Finance. The Complete Finance Companion. FT Pitman Publishing. Russian version. Moscow: Olimp-Business. 1998. Ch.5-6; Guide Ch.5)

3. Fundamentals of Corporate Capital Valuation: Corporate Debt Capital

The yield curve. Spot rates and forward rates. Defining forward rate from the yield curve. The term structure of interest rates:  theoretical explanation. The role of term structure of interest rates in constructing tracking (replicating) portfolio for Corporate Bonds. Intrinsic value of stand-alone bond. Discounted cash flow valuation of corporate bonds. Corporate bond's types. Bond’s covenants: assets covenants, dividend covenants, financing covenants. The influence of covenants over bond’s valuation. Bond's yields: promised yield to maturity, realized (horizon yield),  promised yield to call. Theorems of bond's pricing. Bond’s rating and yields to maturity.

(B&M Ch.4 (4.1), 23 (23.1-23.3); G&T Ch.2 (2.4, 2.8-2.9), Appendix to Ch.9 (9A); Guide Ch.1, pp.15-17)

4. Fundamentals of Equities Valuation: Preferred and Common Stock

Types of preferred stock by voting rights, dividend rates and dividend payments. Discounted dividend model (DDM) for preferred (preference) shares. Discounted dividend model for common stock (ordinary shares): the criteria for stable growing company, Gordon constant growth dividend rate model. Multistage DDM: 2 stages dividend growth, negative rate of dividend growth. Growth opportunities value. The limitations of DCF valuation. 

(B&M Ch.4; G&T Appendix A,  pp.825-837; Guide Ch.1)

5. Risk and Expected Return: Principles of Portfolio Analysis

Separation theorems. The principles and assumptions of mean-variance analysis. Asset's risk and variance of returns. Expected portfolio returns. Portfolio risk and assets’s covariances. Mean – standard deviation diagram of risky assets. The feasible set of assets and  the diversification. The efficient frontier of risky assets. Introducing risk-free asset. The Capital market line (CML): the slope,  borrowing/lending opportunities. The tangency portfolio. Two-funds separation.  

(B&M Ch.7 and 8.1; G&T Ch.4 and 5.1-5.7; Reader; FT Mastering Series. Finance. The Complete Finance Companion. FT Pitman Publishing. Russian Version. Moscow: Olimp-Business. 1998. Ch.8; Guide Ch.2)

6. Capital Asset Pricing Theory: CAPM and its Use in Corporate Finance

The role of CML in pricing models derivation.  Assumptions for capital asset pricing model. The market portfolio. Security market line (SML): the slope, the comparison to CML.  The stock's beta: true beta, factors affecting true beta. Improving the beta estimated from regression (top down beta). The problem of  adjusted beta. Estimating the  market risk premium. Critiques of the CAPM. The tests of  the CAPM: cross-sectional tests, time-series tests. Empirical evidence on the CAPM.

(B&M Ch.8 (8.1-8.3); G&T Ch.5; Reader; FT Mastering Series. Finance. The Complete Finance Companion. FT Pitman Publishing. Russian version. Moscow: Olimp-Business. 1998. Ch.1, p.25-61; Guide Ch.2)

7. Capital Asset Pricing Theory: Arbitrage Pricing Theory 

The assumptions for factor pricing models. The single factor model (the market model). The multifactor models. Systematic risk and diversification in arbitrage pricing theory. The methods of factor’s estimation: factor analysis, macroeconomic variables approach, sorted portfolio approach. Betas and factor- risk premiums. Estimating factors betas. The arbitrage price theory with no-firm specific risk. The risk-expected return relationship for stocks with firm specific risk. Empirical tests on APT: factor studies, macroeconomic variables studies, firm characteristics studies.  Comparison of CAPM and APT. 

(B&M Ch.8 (8.4); G&T Ch.6; Guide Ch.3)

8. Option Pricing Models and Corporate Contingent Claims

The features of option. Put-call parity. Binomial pricing models and the principle of tracking portfolio.  Risk-neutral option valuation. Black-Scholes model and its assumptions.  The methods of stock volatility estimation. Option values and dividends on underlying stock. Empirical biases in Black-Scholes formula.

(B&M Ch.20, 22; G&T Ch.7 (7.1-7.3), 8 (8.1-8.8); Guide Ch.4)

PART 2. Corporate Financial  Strategy and Corporate Value

9. Corporate Investing Policies and Value Creation: The Analytical Toolkit for Riskless Projects

What is risk-free  investment project? Competitive advantage and value creation. Incremental cash flows and incremental value. Net present value rule, its assumptions and value additivity  rule. The sources for positive net present values. Internal rate of return (IRR) and financial approach to corporate return analysis.  The limitations of IRR. Modified IRR. Discounted payback (DPB). Profitability index (PI). Economic value added (EVA) and economic profit generated by the project. EVA versus NPV. 

Capital budgeting in inflationary environment: nominal approach, real terms approach. 

(B&M ch.5-6, 9-10, 19; G&T ch.9-10, ch.11(11.2), 12(12.2, 12.4))

10. Corporate Investing Policies and Value Creation:  Traditional Analytical Tool Kit for Risky Projects
What are risky projects? The risk- adjusted discount rate method in capital budgeting decisions. Certainty equivalents cash flows and their use in risky project’s analysis. Valuation of risky projects: sensitivity analysis, simulation, decision trees. 
(B&M ch.5-6, 9-10, 19; G&T ch.9-10, ch.11(11.2), 12(12.2, 12.4))

11. Valuing Corporate Strategic Opportunities and Flexibility: Corporate Real Options.

Strategic options of the corporation and the limitations of DCF analysis. Real option valuation: main assumptions, the difference in treatment of parameters between financial and real options. The use of risk neutral approach, binomial and Black-Scholes models in real option valution. Valuing  option to abandon, to postpone, to expand. OPM as a tool of quantifying managerial  flexibility. The benefits of real option valuation over DCF project analysis.  The use of OPM in corporate valuation.  Put-call parity and its application to the corporation: corporate securities as options. The use of OPM in the analysis of corporate cost of capital: warrants and convertibles. 

(B&M ch.21; G&T ch. 11 (11.1-11.2); Guide, ch.4)

12.  Capital Structure Choice and Corporate Value 

The assumptions of Modigliani&Miller theorem on capital structure. The arbitrage argument and replicating portfolio of investor in M&M world. The M&M propositions I and II. The cost of capital: traditional and M&M approaches. The propositions I and II with corporate income taxes. The effect of personal taxes on capital structure. Miller equilibrium for the firm and for the investor. Financial distress’ direct and indirect costs. Debt holder - equity  holder conflicts: debt overhang problem, shareholder's incentives, the ways to minimize the conflicts. The trade-offs theory of capital structure. The pecking order of financing theory. The stakeholders theory of capital structure. The dynamic capital structure theory versus static. The information conveyed by financing choices decision. Signaling  concept of capital structure. 
 (B&M  ch.17-18; G&T ch.13,15,16; Guide,ch.6)

13. Capital Market Benchmarking: Corporate Cost of Capital. 

Patterns of corporate financing. The many  kinds  of debt financing. The corporate cost of debt. The debt tax shield. Equity financing. The corporate cost of retained earnings. The issuance of  new equity and corporate cost of equity. The weighted average cost of capital (WACC) and corporate  hurdle rate. Corporate cost of capital and financial leverage. Asset beta. Levered equity beta. Hamada adjustment to equity beta, its assumptions and limitations.  

The WACC and the principles of corporate return analysis.  Economic profit analysis with corporate hurdle rate: the spread. The volume of financing and the marginal corporate cost of capital. 

(B&M ch.14-15, 22,  23(23.4, 23.5), 24, 26; G&T ch12 (12.1; 12.3; Guide,ch.6)
14.  Financial Modeling  for Optimal Capital Structure

Adjusted present value (APV): base case value, side effects values, multiple discount rates. Advantages of APV for capital budgeting and valuation.   The criteria for optimal capital structure. The rating (WACC) approach to optimal capital structure analysis: the assumptions, the method, the limitations. The adjusted present value approach (APV) to optimal capital structure analysis: the assumptions, the benefits,  and implications.  The target capital structure.  The operating income approach to planning for optimal capital structure. 

Factors affecting the target capital structure: macroeconomic, microeconomic and firm’s specific factors. The decision-making on capital structure. 

(B&M ch.16, G&T ch.14)

15.  Dividend Policy and Corporate Value: Theory and Evidence

Types of dividend: cash  dividend, scrip dividend, forms of share repurchase. The Modigliani& Miller dividend irrelevance theorem. The effect of market imperfections (taxes and transaction costs) on dividend policy. The effect of market frictions on distribution policy.  The dividend controversy. The rightists concepts of dividends. Clientele theory: assumptions, empirical evidence.  Signaling theory of dividends: the information content of dividends, dividends as mixed signal, empirical evidence. The leftists on dividend policy. Lintner   stylized facts modelling. Empirical research on distribution policies. 

(B&M ch.16; G&T ch.14; Guide,ch.8)

16. Corporate Risk Management and Value Creation

Risk and the M&M theorem. The motivation to hedge. Hedging and the firm’s stakeholders. The methods of interest rate risk management. Foreign exchange risk management. Application of risk management to industrial firms. 

(B&M ch.22 ; G&T ch.20-21; Guide,ch.8)

Part III. Corporate Value Creation and Corporate Control.

17. The Market for Corporate Control: Mergers& Takeovers 

Types of mergers and takeovers.  The principles of valuation of mergers and takeovers.  Stand - alone value of the target and of the buyer. Efficiency theories of M&A activities: differential efficiency, inefficient management, synergy effects theory. The sources and types of synergy. Agency theories of M&A. Signaling theories of M&A.   Hostile takeovers and free - rider problem. Management defenses. Valuing synergy on the basis of DCF. 

(B&M ch.33; G&T ch.19; Guide,ch.)

18. Strategic and Financial Restructuring

The methods of corporate restructuring. Corporate divestitures and the problem of control. The sources for synergy in restructuring. Bankruptcy and corporate control. Restructuring distressed companies. LBOs: the effect on stock prices. Financial analysis of efficiency in case of restructuring.

(B&M ch.33; G&T ch.19; Guide,ch.)

19.  Corporate Governance and Corporate  Value.

Types of corporate governance. Managerial incentives and corporate investing decisions Managerial control and capital structure choices. Management control and performance measurement. The use of economic value added (EVA) in firm’s performance measurement and  managerial incentives planning. Empirical research on the effects of corporate governance over the market value of the corporation.  

(B&M ch. 12, 34; G&T ch.17)

Distribution of hours

	Corporate Finance
	Total
(hours)
	Class

(hours)

	
	
	Lectures
	Practice

	Total:
	116
	58
	58


Syllabus

for Principles Of Banking And Finance

(Programme “Diploma for Graduates”)

Lecturers: Artem V. Arkhipov, Anna Bogdyukevich 

Class teachers: Artem V. Arkhipov, Anna Bogdyukevich, Kristina Budkevich

Course description

The course Principles of Banking and Finance is an introductory course on banking and financial markets for students. The course is taught in English.

The course applies analytical approach, aimed at developing the economic way of thinking, makes the careful step-by-step introduction of different analytical models, uses a number of applications and examples from different banking systems. Prerequisites for the course are micro- and macroeconomics. 

Teaching objectives

The objective of the course is to acquaint students with the principles of the financial theory, traditional and modern financial assets, types of financial intermediaries and the ways of their functioning in the modern financial markets.

The study of banking and financial markets has become one of the most interesting topics in economics. Financial markets are changing rapidly, and new financial instruments appear almost daily. The once staid financial industry has become highly dynamic. These developments in financial markets have created an integrated world economy in which events in one country's financial markets have a major impact on financial markets in other countries. The development of the economic systems are determined by the international capital flows, channeled by banks and other financial intermediaries. 

The boundaries between commercial and investment banks are disappearing while competition in financial sector is becoming global. Lots of factors, e.g. innovations, technologies, taxes and regulation, help to decrease barriers for capital flows. In 2008 these trends culminated in the world financial crisis which illuminated the most weak points in regulation, accounting, risks analysis, and other aspects off banking. 
The course's analytical framework uses a few basic economic principles to organize students' thinking about bank management and the structure of financial markets. The basic principles are a transactions cost and asymmetric information approach to financial structure, profit maximization, basic supply and demand analysis to explain behavior in financial markets, and aggregate supply and demand analysis.

We aim to prepare students to study more complicated courses of the financial management and BORA, as well as investment portfolio management. As a result, they must be given the principles of the investor's behavior, of the banking regulation; taught the types of financial risks and the basic methods of their assessment and management. The seminars re based both on the detailed analysis of the banking practice and the analysis of the case studies.

The course includes 64h of lectures and 64h of seminars, a preferred number of students in a group for seminars and class-work is 12-15. 

Assessment

Home assignments (14 sets)

Intrasemester control tasks and exams 
Mock exams (150 и 180 min.)

Winter exam (180 мин.)

External (UoL) exam
Grade determination

Students should pass the 2 intermediate mocks written exam in the end of each semester. Each exam includes the list of 8 questions, from which the students will be asked to answer 4. Some questions may contain both numerical and essay-based parts. Each intermediate exam accounts for 20% of the final grade. Homework grades and graded received at classes account for 10% of the final grade. The rest of the final grade will be determined by the results of the final exam.

Fall semester is graded on the basis of home-assignments (15%), mock exam (25%) winter exam (50%) and class-work (10%). 

Internet resources

www.imf.org 

www.worldbank.org 

econ.lse.ac.uk

www.bis.org 

www.nber.org 

www.thebanker.com
Course Outline

Part I. Principles of Finance

1. Consumption and investment with and without capital markets.

Consumption and investment without capital market (one person / one good economy). Production possibility frontier. The condition of the optimal allocation (utility maximization).

Consumption with capital markets. Interest rate as the price of deferred consumption or the rate of return on investment. Fisher separation theorem. The condition of the optimal allocation (utility maximization). Types of consumers.

Main Reading

Copeland, T.E., Weston, J.F. Financial Theory and Corporate Policy. Addison-Wesley Publishing Company, 1998, Гл. 1

Buckle, M., Thompson, J. The UK Financial system: theory and practice. Manchester University Press, 1998, Гл. 1,2.

2. Capital Budgeting and Valuation

Methods of project's valuation. Cash Flows. The concept of present value. Discount rate. NPV. IRR and required rate of return. Payback period.

Main Reading

Brealey, R.A., Myers S.C. Principles of Corporate Finance. Mc»Graw Hill/Irwin, 2003, Гл. 3-5; 

Mishkin F., Eakins S. Financial Markets and Institutions. Addison-Wesley Publishing Company, 2003, Гл. 3, 10.

3. Risk and return

Mathematical characteristics of risk and return. Risk-adjusted return. Risk-free instruments. Utility maximization. Risk-return trade_off. Individual risk-aversion. Risk-averse, risk-neutral and risk-seeking investors. Risk premium. The risk and return of the portfolio. Correlation of returns. Benefits of diversification. Systematic and non-systematic risks. Mean- variance portfolio theory.

Main Reading

Mishkin F., Eakins S. Financial Markets and Institutions. Addison-Wesley Publishing Company, 2003, Гл. 3,4.

Фрэнк Дж. Фабоцци. Управление инвестициями. Инфра-М, Москва 2000, Гл. 4

Уильям Ф. Шарп, Гордон Дж. Александер, Джеффри В. Бэйли. Инвестиции. Инфра-М, Москва 2001, Гл. 8.

4. Asset pricing theories

Introduction of a risk-free asset: the capital market line. CAPM and securities market line. Assessment of beta. Single- and multi_factor models. Factor-replicating portfolios. Arbitrage. APT. Theoretical and empirical validation of APT.

Main reding

Mishkin F., Eakins S. Financial Markets and Institutions. Addison-Wesley Publishing Company, 2003, Гл. 4.

Уильям Ф. Шарп, Гордон Дж. Александер, Джеффри В. Бэйли. Инвестиции. Инфра-М, Москва 2001, Гл. 9, 10, 12.

5. Financial Markets and Instruments

Classification of the financial markets. Money and capital markets. Primary and Secondary Markets. Debt and Equity Instruments. Common and Preferred Stocks. Coupon and Discount Bonds. Valuation of Financial Assets: Fair Price. DCF Models. Gordon Growth Model. Yield Curve. Derivatives: Forwards, Futures, Options, Swaps.

Main readings

Mishkin F., Eakins S. Financial Markets and Institutions. Addison-Wesley Publishing Company, 2003, Гл. 10.

Фрэнк Дж. Фабоцци. Управление инвестициями. Инфра-М, Москва 2000, Гл. 13.

Buckle, M., Thompson, J. The UK «nancial system: theory and practice. Manchester University Press, 1998, Гл. 11.

6. Efficient markets

Operational and informational efficiency. Excess return. Weak, semi-strong, strong efficiency. Rational expectations. Random walk theory. Weak_form market efficiency. Technical analysis: filters, moving averages, relative strength, Semi-strong-form market efficiency. Small-firm effect, effect, low price-earnings ratio, calendar effects. Strong-form market efficiency. Insider trading. Speculative bubbles. Herd behavior.

Part II. Principles of Banking

7. Economic analysis of financial structure

Why do financial intermediaries exist? Transaction costs. Asymmetric information: adverse selection and moral hazard, principal-agent problem. Maturity, size and risk transformation. Economy of scale and economy of scope. The ways to minimize principal-agent costs: collateral, guarantees, capital requirements, self-regulation, credit bureaus.

Main readins:

Mishkin F., Eakins S. Financial Markets and Institutions. Addison-Wesley Publishing Company, 2003, Гл. 14, 16.

8. Financial intermediation 

Direct and indirect finance. Banks. S&L institutions. Co-operative banks. Mutual funds. Pension funds. Insurance companies. Term structure of liabilities. The problem of excess regulation. Disintermediation. 

Main readings:

Mishkin F., Eakins S. Financial Markets and Institutions. Addison-Wesley Publishing Company, 2003, Гл. 2, 9.

Фрэнк Дж. Фабоцци. Управление инвестициями. Инфра-М, Москва 2000, Гл. 8-11.

Buckle, M., Thompson, J. The UK «nancial system: theory and practice. Manchester University Press, 1998, Гл. 2.

9. Bank management: retail, wholesale, investment banks.

Retail banking: current account and time deposits, micro-financing, consumer loans, mortgages, asset-backed securities, payment and credit cards. 

Wholesale banking: large-scale loans, trade financing, loan commitments, commercial and standby letters of credit, asset management, syndicated loans, arrangement and underwriting of corporate bonds.

Investment banks: structure of transactions, risk sharing, syndicated loans, arrangement and underwriting of bonds. 

Main readings 

Buckle, M., Thompson, J. The UK «nancial system: theory and practice. Manchester University Press, 1998, Гл. 3, 4, 11.

10. Risk management and internal control in banks.

Asset-side and liability-side liquidity risks. Liquidity gaps. Liquidity management and the role of reserves. Asset-liability management. Purchase of funds. Treasury.

Interest rate margin. Interest rate risk. Fixed- and floating-rate assets and

liabilities. Interest rate gaps. 

Credit risk. Types of credit risk (industrial, regional and country risks). Diversication of loan portfolio.

Currency risk. Long and short open positions.

Capital adequacy. Economic capital.

Main readings

Mishkin F., Eakins S. Financial Markets and Institutions. Addison-Wesley Publishing Company, 2003, Гл. 22.

Anthony Saunders. Financial institutions management. McGraw-Hill Higher Education, 2000, Гл. 4-6.

11. Banking regulation.

Banking supervision and inspection (on-sight and off-sight regulation). Capital adequacy ratio. The Basel accords on risk-based capital requirement (Basel I and Basel II). Liquidity ratios. Open currency positions.  CAMEL. Disclosure requirements. Free banking. Government safety nets. Deposit insurance.
Banking crises. 

Main readings

Mishkin F., Eakins S. Financial Markets and Institutions. Addison-Wesley Publishing Company, 2003, Гл. 18.

Buckle, M., Thompson, J. The UK «nancial system: theory and practice. Manchester University Press, 1998, Гл. 17, 18.

12. Financial Systems Compared.

Bank-based and market-based systems. Islamic banking. Emerging markets. Financial crises: banking, currency and debt crises. The peculiarities of the Russian banking systems.

Main readings:

Mishkin F., Eakins S. Financial Markets and Institutions. Addison-Wesley Publishing Company, 2003, Гл. 16.

Allen F., Gale D. Comparing Financial systems. MIT Press, 2001, Гл. 1-3.

Distribution of hours
	Principles Of Banking And Finance
	Total hours
	Taught hours

	
	
	Lectures
	Classes

	Total:
	128
	64
	64


Syllabus
for Investment Management
(Programme “Diploma for Graduates”)

Lecturers: Stanimir Morfov and Carsten Sprenger 
Class teacher: Dmitry Kachalov
Course description

Investment Management is a year-long course with specialization in Banking and Finance for “Diploma for Graduates”. The course is taught in English. The External Programme of the London University offers an examination in this subject. 

Teaching objectives

Learn about financial markets and instruments, investment strategies. Apply standard models of financial economics to problems of portfolio optimization, diversification, immunization, and risk management. 

Prerequisites

You must have already taken Principles of Banking and Finance. You need to take this course together or after Corporate Finance. 

Teaching Methods

The following methods and forms of study are used in the course 

· Lectures (2 hours a week). 

· Written homework assignments. 

· Practice sessions covering homework exercises and additional exercises, e.g. from previous exams of the University of London (2 hours a week) 

· Self-study 

Only few students are able to master the material of a course in finance by self-study alone. Therefore, we will oblige you to participate in class, and to do your homework (see evaluation). Don’t see this as a threat, rather a help for you to get used to continuous work. 

Assessment

A central part of the course are homework assignments. Each of them contains a date by which you need to hand it in to the teacher of the practice sessions. Homework assignments will be graded. You are allowed to work in groups, but not to copy other students’ homework. Therefore, the teacher of the practice sessions will frequently ask you to present a homework exercise in class. If you cannot explain something that you have handed in, your homework grade for the whole semester will be lowered by 10 to 20 percentage points. Your performance in this course will be evaluated on the basis of the following: 

· Written homework. Each homework assignment contains a date by which you need to hand it in to the teacher of the practice sessions. 

· Participation in lectures and practice sessions. This includes, first, your presence which we will check every day of class. Plus, your presence should be active, i.e. we will evaluate your answers to questions, short presentations of homework exercises or reading assignments, without having necessarily assigned any particular student for these tasks in advance. If you have a very strong reason not to attend a significant part of the lectures and/or practice sessions in any particular semester, you need to communicate this to the lecturer no later than the third week of the semester in question. In such a case, the lecturer has the discretion to decide whether or not to replace this part of your grade by an essay assignment on a particular topic of the course. This implies that if you cannot attend during the whole year (and both lecturers agree), you need to write two essays. In case the replacement has been authorized, the following applies: the essay has to contain no less than 15 A4 pages, font 11, single-spaced, margins less than 2.5 cm; the deadline for handing in the essay is December 10, 2008 for the first semester, and April, 10, 2009 for the second semester; if you turn in late, but less than a week, a discount to the essay grade of 20% will be applied; if you are late for more than a week, the grade for the essay will be 0. 

· First term exam (December). 

· Final exam (April). 

Grade determination

· First term grade 

· Homework: 15%. 

· Participation in lectures and practice sessions: 15%. 

· First term exam grade: 70% 

· Final grade 

· Homework during the whole year: 15%. 

· Participation in lectures and practice sessions during the whole year: 15%. 

· First term exam grade: 20%. 

· Final exam grade: 50%. 

Main reading

1. Instefjord, Norvald, Study Guide Investment Management, London: University of London Press, 2005 - short: SG 

2. Bodie, Zvi, Alex Kane, and Alan J. Markus, Investments, McGraw Hill, 2005 (6th edition) - short: BKM 

Additional reading

1. Elton, Edwin J., Martin J. Gruber, Stephen J. Brown, and William N. Goetzmann, Modern Portfolio Theory and Investment Analysis, John Wiley, 2007 (4th edition)- short: EG 

2. In the course outline below the corresponding chapters for each topic are indicated. Additional literature may be distributed during the course. 

Course Outline

The chapter numbers in this course outline are identical to the Study Guide Investment Management.  
Chapter 1: Financial markets and instruments 

Money and bond markets; Money market instruments; Bond market instruments; Equity markets; Equity instruments; Derivatives markets; Managed funds; Exchange traded funds; Exchange trading and over-the-counter trading; Clearing, settlements, margin trading, short sales and contingent orders; Regulation of financial markets. 

Literature: BKM, ch. 1-4, 14, 20, 22, 23; EG, ch. 2, 3. 

Chapter 2: History of financial markets 

History of financial innovation; Recent financial innovations: floating rate debt, zero-coupon bonds, poison-pill securities, swaps, futures; Investment returns in equity and bond markets; The equity premium puzzle. 

Literature: BKM, ch. 5, 6; Siegel, J. and R. Thaler: “Anomalies: The Equity Premium Puzzle,” Journal of Economic Perspectives, 11, pp. 191-200, 1997. 

Chapter 3: Active fund management and investment strategies 

Historical mutual fund performance; Market efficiency and behavioral finance; Return based trading strategies; Hedge funds. 

Literature: BKM, ch. 4, 12. 

Chapter 4: Market microstructure 

Market microstructure effects on transaction prices; Bid-ask spread; Inventory risk; Adverse selection (Glosten-Milgrom); Optimal insider trading (Kyle); Stealth Trading Hypothesis; Market microstructure and investment analysis. 

Literature: Barclay, M. and J. Warner: “Stealth Trading and Volatility: Which Trades Move Prices?”, Journal of Financial Economics, 34, pp. 281-305, 1993; Glosten, L. and P. Milgrom: “Bid, Ask, and Transaction Prices in a Specialist Market with Heterogeneously Informed Agents,” Journal of Financial Economics, 14, pp. 71-100, 1985; Kyle, A: “Continuous Auctions and Insider Trading,” Econometrica, 53, pp. 1315-1335, 1985; Madhavan, A.: “Market Microstructure: A Survey,” Journal of Financial Markets, 3, pp. 205-258, 2000. 

Chapter 5: Diversification 

Expected returns and variance of portfolios; Utility functions and expected utility; Risk aversion; The mean-variance problem; Capital allocation with other utility functions (CARA, CRRA); Estimating covariances: the index model; Abnormal returns: Treynor-Black model; Factor models and diversification; Factor models and the notion of immunization in equity portfolios (see end ch. 6 in SG). 

Literature: BKM, ch. 6, 7, 8, 9, 10, 11, 27; EG, ch. 4, 5, 6, 7, 8 (obligatory), 13. 

Chapter 6: Fixed income securities and portfolio immunization 

Term structure of interest rates; Yield to maturity; Duration; Immunization of bond portfolios. 

Literature: BKM, ch. 14, 15, 16; EG, ch. 21, 22. 

Chapter 7: Risk and Performance Measurement 

Factor-related vs. idiosyncratic risk; Value-at-risk (VaR); Risk-adjusted performance measures; Performance measurement with changing portfolios (market timing). 

Literature: BKM, ch. 24, 27.4; EG, ch. 26. 

Chapter 8: Risk Management 

Put option protection; Volatility hedging; VaR-based portfolio insurance: the Basak-Shapiro model; Overview of risk models and risk regulations. 

Literature: BKM, ch. 20; Basak, S. and A. Shapiro: “Value-at-Risk-Based Risk Management: Optimal Policies and Asset Prices,” Review of Financial Studies, 14, pp. 371-405, 2001. 

Distribution of hours

	Investment Management
	Total hours
	Taught hours

	
	
	Lectures
	Classes

	Total:
	128
	64
	64


Syllabus

for Financial Intermediation

(Programme “Diploma for Graduates”)

Lecturer: Dmitry A. Kachalov

Class teacher: Dmitry A. Kachalov

Course description


The Financial Intermediation is a two-semester course for students with higher education who are enrolled in “Diploma for graduates” program. This is an intermediate banking course for Finance and Economics programme. Introductory Banking course, Intermediate Microeconomics, and Quantitative Methods are pre-requisites. The course is taught in English. 


The course aims to provide insights into financial economics, economics of banking, its role in the economy, and practical risk management issues. This course introduces the main models and surveys the basic literature on financial economics and financial intermediation. Utilising the tools of general microeconomic theory for problems of financial theory demonstrates the convergence of the two disciplines. The course underlines the distinctions between models based on symmetric information and competitive market and models that use the assumption of asymmetric information and contractual relationships. Under symmetric information assumption there is no need for financial intermediation and banks are unable to earn non-zero profit. Prices are determined by the competitive market and each agent decide on assets allocation to maximize expected utility. In this framework the models of asset pricing are considered.


If information is asymmetric the market allocation is no longer optimal. Financial intermediaries that enable loan and deposit contracts can provide better opportunities in that case. The role of banks in the economy is described and emphasised with the services provided by banks to investors and firms, namely liquidity insurance and delegated monitoring. The unit structure includes themes about most important issues on bank management, bank regulation, and development of financial markets. 
The course combine topics of three different subjects: Financial Economics, Theory of Financial Intermediation, and Bank Management. The main topics are: 

· the choice under uncertainty and condition of symmetric information;

· asset pricing models;

· financial intermediation and quality asset transformation;

· the role of banks in producing information and monitoring of borrowers that reduce negative consequences of adverse selection and moral hazard; 

· financial risks faced by bank managers and the methods that are used for risk managed;

· bank regulation;

Teaching objectives

Banking disciplines taught as well as research papers, use advanced microeconomic analysis. The main objective the course is to introduce basic applications of general microeconomic theory to special financial problems. Eliminating barriers between economic and financial courses will help graduate students to apply theoretical background for further analysis and research of financial institutions and markets. The course also helps develop practical skills in common areas of risk measurement and management in banking.

Teaching Methods

The program is timed for 4 academic hours per week. The methods explicitly outline the thinking process used in the discipline and emphasizes the need for learning by the students themselves rather than on teaching them. Throughout the one-year program, students are motivated to define and analyse the problems or issues, evaluate options. The following methods are used:

· lectures (2 hours per week); 

· seminars (2 hours per week), which include discussion of the basic problems covered at lectures, questions and problems for each theme are reviewed;

· home assignments for each topic;

· consultations with the teacher; 

· self-study.

In total the course includes:

64 hours of lectures, 64 hours of classes, 192 hours of self study

Grade determination

1-st semester:

· test in November                                      -  25%

· home assignments and seminar activity   -  20%

· first semester written exam in December -  55%

2-nd semester:

· home assignments and seminar activity   -  20%

· second semester written exam in April    -  80%

The final course grade:

· 1-st  semester grade                                  - 50%

· 2-nd semester grade                                  - 50%

The exams and test include problems and free response parts.
Students also take the University of London exam in June, which results are not included in the ICEF course grade.

Course Outline
1 Fundamentals of risk analysis
1.1  Risk Aversion

1.2  Arrow-Debreu economy and general equilibrium

The chapter is devoted to the basics of Financial Economics concerned with the consumption and investment decisions of investors under uncertainty. Investors assumed to exhibit risk aversion and to maximize expected utility. They will require an extra risk premium, as a compensation for the risk.

For the first time uncertainty was incorporated to the economical model by Arrow (1963) and Debreu (1959). The basic idea: the commodity space was expanded to incorporate possible future states of the world. The market system was complete in the sense that there was as a set of contingent markets for all commodities. This allows an efficient allocation of resources under uncertainty.

Reading list

1) [Copeland] Chapters 4, 5.

2) [Varian] pp. 323-335, 363-366.

2.  Asset pricing
2.1 Option Pricing

2.2 Forward Contract Pricing

2.3 Interest Rate and Currency swaps

Asset pricing is one of applied research areas of choice under uncertainty. It demonstrated the mechanics of financial assets’ price dependence on risk. The analysis is based on patens of consumers’ behavior under uncertainty described in the first chapter.

Black and Scholes (1973) derived a relatively simple formula for pricing European call option on stock from no arbitrage condition described in the first chapter. In this case a replicative portfolio could be composed of the underlying asset and the risk-free asset.

The chapter also consuder arbitrage free forward contract pricing. The relationship between the spot and forward prices is determined by the covered interest rate parity (CIRP) that rule out arbitrage possibilities. Interest rate, currency swaps, and Forward Rate Agreements (FRA) are considered as hedging instruments.  The concept of replicative portfolio is applied to interest rate swap and FRA pricing. The need for using an interest rate hegde is demonstrated with US Savings & Loan Crisis examle.
Reading list

1) [Copeland] Chapters 8, 9.

2) [Saunders] pp. 690-695, 705-707.
3) [Koch - MacDonald] pp. 392-399.
Supplementary reading

1) [Black - Scholes]

2) [Cox - Ross]

3) [Jameson]

3. Banking and financial intermediation
3.1 Introduction

3.2 Liquidity Provision

3.3 Asymmetric Information and delegated monitoring

3.4 New approaches to the theory of intermediation

Economic theory has traditionally focused on the real sector of the economy and disregarded the role of financial intermediation. Effectively, in an Arrow–Debreu  world, where markets are complete, information is symmetric and other frictions are not present, there is no room for financial intermediaries. But, there are numerous evidences that financial intermediation does affect the economical grows. The chapter reviews the main literature about these contradictory statements (microeconomic theories of financial intermediation). In modern theories of financial intermediation, the two most prominent explanations for the existence of intermediaries like depository institutions are the provision of liquidity and the provision of monitoring services. 

Diamond and Dybvig (1983) assumed that by issuing demand deposits, banks can improve on a competitive market because these deposits allow for better risk sharing among households that face idiosyncratic shocks to their consumption needs over time. The importance of banks in this framework arises from an information asymmetry: the shock that affects a household’s consumption needs is not publicly observable.

Diamond (1984) finds a special feature in banks acting as delegated monitors of borrowers, on behalf of the ultimate lenders (depositors), in the presence of costly monitoring. Banks exploit comparative advantage (comparative to individual lenders or specialized firms: rating agencies, securities analysts, or auditors) in information production because of economies of scale and scope, which reduce the cost of informational asymmetries and its extent in the economy. Diversification reduces the cost of delegating monitoring to a financial intermediary.
Recently, the work of Allen and Santomero (1997) has provided two additional functions to the list of services provided by the intermediary sector, namely risk management and access to an increasingly complex financial sector. They have argued that although transaction costs and asymmetric information have declined, intermediation has increased. New markets for financial futures and options are mainly markets for intermediaries rather than individuals or firms. Participation costs are crucial to understanding the current activities of intermediaries and in particular their focus on risk management. 

Reading list

1) [Allen - Santomero]
2) [Bhattacharya - Thakor]

3) [Diamond 1996] 

4) [Freixas - Rochet] pp.8-11, 20-23, 29-32.

5) [Saunders] Chapters 1, 6.

6) [Scholtens – Wensveen]
Supplementary reading

1) [Akerlof]

2) [Bossone]

3) [Diamond 1984]

4) [Diamond - Dybvig]

4. Risks in banking
4.1 Classification of banking risks

4.2 Introduction to risk management and measurement techniques
The role of banks as financial intermediaries makes them vulnerable to specific financial risks. Risks are defined as the adverse impact of various uncertainties on banks profitability and financial standing. The main categories of risk related to the special services provided by banks are liquidity, interest rate, and credit risk. Financial risks are subject to complex interdependencies that may significantly increase a bank's overall risk profile. Solvency risk is the risk of being unable to cover losses, generated by all types of risks, with the available capital. 

Reading list

1) [Saunders - Credit Risk] Chapter 7.

Supplementary reading

1) [Nyberg]

5. Lending and credit risk
5.1 Default risk and credit rationing

5.2 Estimating default probability

5.3 Loss Given Default and Expected Loss 

5.4 Credit portfolio management

5.5 Credit derivatives

5.6 Bank  And  Agency Rating systems

The chapter review several approaches to credit risks estimation used by banks: expert systems, rating system, credit-scoring systems, and option default model. The possibilities for active credit risk management were introduced with credit derivatives that are flexible instruments of risk management. Credit derivatives are financial instruments that provide insurance against losses related to credit events. With credit derivatives it is possible to overcome are restrictions that limit possibilities of diversification, namely: industrial specialization, relationship banking, the need for big credits.


Economic acpects analysis of bank lending: credit rationig, moral hazard and capital, long-term credit relations, debt restructuring.

Reading list

1) [Freixas - Rochet] Chapters 5.1-5.2.

2) [Saunders] Chapters 11, 12, 27.

3) [Saunders - Credit Risk] Chapters 1, 2, 3.

6. Asset-liability management, liquidity risk and interest rate risk
6.1 The term Structure of Interest rates

6.2 Duration and convexity

6.3 Sources of interest rate risk, interest rate gap analyses

6.4 Liquidity risk
All financial institutions face interest rate risk. When interest rates fluctuate, a bank's earnings and expenses, as well as the economic value of its assets, liabilities, and off-balance-sheet positions, also change. The net effect of these changes is reflected in a bank's overall income and capital. Interest rate risk is by its nature a speculative type of financial risk, since interest rate movements can result in a profit or a loss. The combination of a volatile interest rate environment, deregulation, and a growing array of on- and off-balance-sheet products have made the management of interest rate risk an increasing challenge. 

Interest rate risk management comprises various policies, actions, and techniques that a bank can use to reduce the risk of a diminution in its net equity resulting from adverse changes in interest rates. This chapter discusses various aspects of interest rate risk and reviews techniques to analyze and manage it, in particular, reprising and sensitivity analyses.

Liquidity risk management lies at the heart of confidence in the banking system. The importance of liquidity transcends the individual institution, since a liquidity shortfall at a single institution can have system wide repercussions. By their very nature, banks transform the term of their liabilities to have different maturities on the asset side of the balance sheet. At the same time, banks must be able to meet their commitments (such as deposits) at the point at which they come due. The contractual inflow and outflow of funds will not necessarily be reflected in actual plans and may vary at different times. A bank may therefore experience liquidity mismatches, making its liquidity policies and liquidity risk management key factors in its business strategy. Understanding the context of liquidity risk management involves examining a bank's approach to funding and liquidity planning under alternative scenarios. As a result of the increasing complexity of banking, a fundamental shift has taken place in the perspective that authorities have on prudent liquidity management. 

The management of balance sheet structure, or asset-liability management, is the core of a sound, modem bank. The central objective of this process - to stabilize and maximize the spread between interest paid to raise funds and interest earned on the bank's assets, and at the same time to ensure adequate liquidity and an acceptable level of risk - is as old as the banking business itself. The practices, norms, and techniques of asset-liability management have, however, changed substantially in recent years. Moreover, given the complexity and volatility of modem financial markets, the need for good asset-liability management has significantly increased. The adoption of techniques for such management is also a prerequisite for a more integrated approach to managing the risks associated with balance sheet and off-balance-sheet items. The key elements that guide decisions in asset-liability management include liquidity, interest rate sensitivity, and pricing. The framework for liquidity risk management has three aspects: measuring and managing net funding requirements, market access, and contingency planning. Forecasting future events is an essential part of liquidity planning and risk management. 
Reading list

1) [Bessis] Chapters 10-14.

2) [Saunders] Chapters 8, 9, 17, 18.

3) [Koch - MacDonald] Chapters 6-9.
7. Using derivatives for risk management
7.1 Risk Measurement and Value-at-risk models

7.2 Currency Hedging

7.3 Interest Rate Hedging

7.4 Delta Hedging and Options

Risk management enters the first stage of the decision making process and has been practised as a professional discipline in financial institutions that maintain derivative dealerships for at least a decade. A central issue in modern risk management is the measurement of risk. One decision that emerges from risk analysis is the amount of capital that the institution should hold to absorb future losses that can occur in the course of its trading activities. These two aspects of the risk management role turn the capital allocation decision into an optimisation problem: too small an amount exposes the firm to excessive levels of risk, but too large an amount raises funding costs and reduces profitability. The measurement of market risk – the potential losses due to adverse changes in the market prices of financial assets. Probably measures reflects the most advanced methodology for risk measurement. Its main tool is a position’s or portfolio’s Value-at-Risk (VaR), or the loss in market value that could occur over a given time interval at a specified level of confidence.           Value-at-Risk has become the standard framework for measuring and reporting risk in banks worldwide. VAR is an absolute risk measure in units of dollars per day. 

Reading list

1) [Saunders] Chapters 10, 24, 26.
2) [Koch - MacDonald] Chapters 10, 11.
8. Analysis of bank performance
8.1 Introduction to bank data

8.2 Accounting versus market value measures

8.3 Risk-adjusted performance and RAROC model

8.4 Economic Value Added (EVA)

Financial ratio analyses can help to evaluate the source and magnitude of bank profits relative to selected risks taken. The procedure involves decomposing aggregate profit ratios into their components to help identify key factors that influence performance. It then associates financial ratios for different risks to demonstrate the trade-off between risks and return. Financial ratios should be compared with benchmark figures and used in planning for an acceptable future performance. Financial ratio analysis of the performance of a commercial bank is based on the fundamental assumption that the objective of management is to maximize shareholder’s wealth. This goal interpreted to mean maximizing the market value of a bank’s common stock, which depends on the present value of bank’s cash flows. The present value increases with the future value of the cash flow and decreases with the risk of the cash flow.

Allocating capital directly to business units is an integral part of managing shareholders’ value of a financial institution. The use of capital determines the rate of growth of a product or business. Capital allocation has recently become an important area of research because in part, regulatory agencies have proposed or are considering alternative risk-based capital requirements. If these risk-based capital requirements are not well designed, these regulations may result in inefficient use of capital and an increase in the cost of financial services to the economy. Risk-based bank analysis includes important qualitative factors, and places financial ratios within a broad framework of risk assessment and risk management and changes or trends in such risks, as well as underscoring the relevant institutional aspects. Traditionally, banks have seen the management of credit risk as their most important task, but as banking has changed and the market environment has become more complex and volatile, awareness has developed of the critical need to manage exposure to other operational and financial risks. The elements of the risk-based analytical review covered in this chapter. As a result, management is exploring the use of profitability measures adjusted for risks. The relationship between the risk measures of the balance sheet to the risk management of the firm and the firm value, while taking the future growth of the firm, taxes, and multiple business units into account is rarely understood. Bankers Trust's RAROC, has become the common yardstick of risk measurement. 

Reading list

1) [Saunders] Chapter 20, pp. 513-520.

2) [Saunders - Credit Risk] Chapter 12.

3) [Bessis]  Chapters 1, 53, 54.

4) [Koch - MacDonald] Chapter 4.

Supplementary reading

1) [Glantz] Chapter 16.

9. Capital regulation
9.1 Capital Regulation

9.2 Capital requirements and securitisation

Banking is undoubtedly one of the most regulated industries in the world, and the rules on bank capital are one of the most prominent aspects of such regulation. This prominence results from the central role that banks play in financial intermediation, the importance of bank capital for bank soundness and the efforts of the international community to adopt common bank capital standards. There are two justifications that are often presented for regulating banks: the risk of a systemic crisis and the inability of depositors to monitor banks. Banks’ provision of liquidity services leaves them exposed to runs. The reason is that a bank needs to operate with a balance sheet where the liquidation value of its assets is less than the value of liquid deposits in order to provide liquidity services.  А central bank acts as lender of last resort in preventing a bank run from turning into a panic.

In recent years, the development of markets for securitized assets has provided another method for managing credit risk. In the asset securitization approach, bonds or loans with credit risk are pooled together and sold to an outside investor. Securitisation also provides issuers with what is frequently a more efficient, and lower cost source of financing in comparison with other bank and capital markets financing alternatives. Another central objective and benefit of securitisation from the bank standpoint is that it facilitates the removal of assets from the organization’s balance sheet. This outcome can help an issuer improve various financial ratios, utilize capital more efficiently and achieve compliance with risk-based capital standards. As many banks must either increase capital or dispose of financial assets to comply with these guidelines, and as increasing capital may be quite expensive, disposing of assets through a securitisation transaction has become an increasingly attractive means of assisting commercial banks in complying with the Basel framework.

Reading list

1) [Saunders] Chapters 19, 20, 28.

2) [Freixas - Rochet] Chapters 7.1, 7.2, 7.4, 9.

3) [Dewatripoint - Tirole] Chapters 2.1.5, 2.2, 3.1, 9.2, 11.

Supplementary reading

1) [Rajan]

Main reading

Books
1) Bessis, J., ‘Risk Management in Banking”. Wiley, 1998. [Bessis]
2) Copeland, T. E., “Financial Theory and Corporate Policy”, 3-rd ed, 1992. [Copeland]
3) Dewatripoint M., Tirole J., “The prudential Regulation of Banks”, MIT Press, 1994. [Dewatripoint - Tirole]
4) Freixas, X., Rochet J., “Microeconomics of banking”, MIT Press, 1999. [Freixas - Rochet]
5) Koch, T.W., MacDonald S.S., “Bank Management”, Harcourt Brace & Co., 2000. [Koch - MacDonald]
6) Glantz, M., “Managing Bank Risk: An introduction to broad-base credit engineering”, Academic Press, 2002. [Glantz]
7) Saunders, A., “Financial Institution Management: A Modern Perspective” , McGraw-hill, 2000. [Saunders]
8) Saunders, A., “Credit Risk Measurement”, Wiley, 1999. [Saunders - Credit Risk]

9) Varian H.R., ‘Microeconomic Analysis’, Third Edition, 1998. [Varian]

Articles

1) Akerlof, G., A., (1970), “The Market for “Lemons”: Quality Uncertaity and the Market Mechanism”, The Quarterly Journal of Economics, Volume 84, Issue 3, 488-500. [Akerlof]
2) Allen, F., Santomero, A.M., “The theory of Financial Intermediation”, Journal of Banking and Finance, 1998, 21. [Allen - Santomero]
3) Bhattacharya, S., Thakor, A.V., “Contemporary Banking Theory”, Journal of Financial Intermediation, 3, 2-50, 1993. [Bhattacharya - Thakor]
4) Black, F., and M. Scholes, “The Pricing of Options and Corporate Liabilities”, Journal of Political Economy, May-June 1973, 637-659. [Black - Scholes]
5) Bossone, B, The World Bank, “What Makes Banks Special? A study on banking, finance, and economic development”, 1999. [Bossone]
6) Cox, J., S. Ross,  and M. Rubinstein, “Option Pricing: A simplified Approach,”  Journal of Financial Economics, September 1979, 229-263. [Cox - Ross]
7) Diamond, D. , W., (1984), “Financial Intermediation and Delegated Monitoring”, Review of Economic Sturdies, Volume 51, Issue 3, 393-414. [Diamond 1984]
8) Diamond, D. , W., (1996), “Financial Intermediation as Delegated Monitoring: A Simple Example”, Federal Reserve Bank of Richmond, Economic Quarterly, 82/3. [Diamond 1996]
9) Diamond, Douglas W., and Philip Dybvig, 1983, “Bank runs, deposit insurance, and liquidity”, Journal of Political Economy 91, 401-419. [Diamond - Dybvig]
10) Jameson, R., “US Savings & Loan crisis”, Erisk, August 2002. [Jameson]
11) Nyberg, L., “Are the risks growing in the banking system?”, BIS Review 50, 2000. [Nyberg]
12) Raghuram G. Rajan, University of Chicago, “The Past and Future of Commercial Banking Viewed through an Incomplete Contract Lens”. [Rajan]
13) Scholtens, B., Wensveen, D., “A critique on the theory of financial intermediation”,  Journal of Banking and Finance, 24, (2000) 1243-1251 [Scholtens - Wensveen]
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