FINANCIAL ECONOMICS

Jiirgen Eichberger
lan R. Harper

\\e Universitét p, ,
ey

y

,\g e

4, o
sy oy

OXFORD UNIVERSITY PRESS




CONTENTS

Introduction xi

1. Decision-Making under Uncertainty

1.1. Certainty and Uncertainty: What's the Difference? 1

1.2. Decision Making under Uncertainty: An Alternative
Representation
1.3. Decision-Making and Expected Utility 8
1.4. Stochastic Dominance and Attitudes towards Risk 14
1.5. Mean-Variance Analysis: A Special Case of the Expected
Utility Approach 29
Appendix A: Probability Distributions 35
Appendix B: Expected Utility Theory 42
Bl Assumptions on Preferences 42
B2 Properties of Expected Utility Indexes 47
B3 Critique of the Independence Axiom 51
Notes on the Literature 54
Exercises 55

Part] Symmetric Information: Markets

2. Portfolio Choice

2.1. Portfolio Choice 59
2.2. The Mean-Variance Approach and Capital Asset-Pricing 68
Notes on the Literature 87
Exercises 88

vii



Contents

3. Systems of Financial Markets
3.1. Some Preliminary Considerations and Definitions 90
" 3.2. Spot Markets 93
3.3. Contingent Claims Markets 95
3.4. Arrow Securities 99
3.5. Ordinary Securities Markets 102
3.6. Incomplete Markets 106
Notes on the Literature 114
Exercises 114
4. Arbitrage and Option Pricing
4.1. Arbitrage 117
4.2. Option-Pricing 127
Notes on the Literature 136
Exercises 137
5. Firms and Financial Markets
5.1. Firms and Stock-Market Equilibrium 140
5.2. Separation of Ownership and Control 145
5.3. The Financial Structure of the Firm 158
Notes on the Literature 164
Exercises 165
Partil Asymmetric Information: Contracts
6. Debt Contracts and Credit Rationing
6.1. Adverse Selection in Insurance Markets 172
6.2. A Standard Debt Contract 182

viii



Contents

6.3. Credit Rationing 188
Notes on the Literature 194
Exercises 195

7.1. Money as a Means of Payment 199
7.2. Liquid and Illiquid Assets 201
7.3. The Optimal Contract 204
7.4. Banks as Deposit-Taking Institutions 207
7.5. Problems of Deposit Contracts: Bank Runs 213
7.6. Adverse Information, Bank Failures and Bank Runs 216
Notes on the Literature 221
Exercises 223

8. Regulation of Banks

8.1. Bank Regulation: The Rationale 225
8.2. Reserve Requirements 228
8.3. Suspension of Convertibility 229
8.4. Deposit Insurance 231
8.5. Capital-Adequacy Requirements 233
8.6. Summary 238
Notes on the Literature 239
Exercises 239

9. Towards Application: Financial Markets and
~ Financial Intermediaries

9.1. Financial Markets and Financial Intermediaries in
Theoretical Context 242

9.2. Financial Markets and Financial Intermediaries in
Evolutionary Context 245



Contents

9.3. Conclusion 250
References 253
Index 257



