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2.

Aims and objectives

Aims
The objective of this empirical asset pricing class is to teach you a set of tools for measuring and
explaining risk premiums in financial markets. Thinking about risk premiums necessarily involves
modeling the pricing kernel and the sources of risk. This course has a particular emphasis on the
recent advances in cross-sectional asset pricing, re-evaluation of the prior empirical results, changes
in the methodology and challenges going forward. It will provide an overview of the recent
approaches to asset pricing and outline a few directions of further research.
Learning Objectives
1. Understanding of the limitations of the classical approaches to cross-sectional asset
pricing
2. Being able to read and apply new methods to estimate the risk premia or asses the impact
of a characteristic on the asset returns
3. Developing new tools for evaluating asset pricing models by combining existing
techniques in various applications

3.

Plan of semester

2 and 3 May 2019
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Course details (by topics)

1. Multiple testing in asset pricing
This section of the course provides the overview of the existing empirical evidence on the problem
of multiple testing in p-hacking and asset pricing. It also introduces existing tools for evaluation of
the trading strategies, mutual fund managers and risk factor evaluation from both the frequentist
and Bayesian point of view.
2. Dimension reduction: factors and characteristics
A multitude of independent risk factors generally implies an unrealistically high Sharpe ratio
available from the combination of portfolios, following these strategies. As a result, much of the
recent effort has been dedicated to the dimension reduction in the space of the proposed factors and
characteristics. We will cover all the main methods regarding model selection and shrinkage, with
a particular emphasis on the interpretation of the results, and the origin of the model sparsity.
3. Latent factors in asset pricing
Based on the APT insights, many classical papers tried to apply simple latent factor models to
describe a cross-section of stocks, however, with little success. This section introduced the basic
tools behind the latent factor approach, and demonstrates how these methods have been adapted to
accommodate structural advances in empirical asset pricing. A particular focus of this section is
how to merge the list of time-varying firm characteristics that seem to be relevant for predicting
asset returns with the unobservable factor approach and inherent dimension reduction.

4. Identification and inference in linear factor models
The last section of the course will review recent developments in the econometrics of crosssectional asset pricing. In particular, we will discuss the role of sorting as a nonparametric estimator
of the expected return on a stock, and tension between relying on portfolios or individual stocks
when evaluating model performance, and, finally, the problem of identifying the risk premia in the
cross-section of stocks, and the consequences of model misspecification.
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Further information about assessment

Examination(s)

1

Weighting:

100%

Date:

Research proposal/essay

Length:

30 min presentation

Structure:

Presentation of a research project

