EMPIRICAL FINANCE

Part II: Topics on econometric methods applied to finance

Prof. Jose G. Montalvo

The objective of this part of the course is to familiarize students with the basic econometric techniques employed to analyze financial data, with the exception of ARCH models that will be covered during the first part of this course. The emphasis will be on ultra-high frequency (UHF) data (tick by tick) and microstructure theories.

Content of the course.

1. Financial markets and microestructure theories: some stylized facts.

1.1. Intraday volume

1.2. Intraday returns and volatility

1.3. The relationship between volume, returns and volatility

2. The ordered probit model. Applications to the explanation of tick by tick price changes.

3. Financial applications of the generalized method of moments

3.1. GMM decomposition of the bid-ask spread

3.2. Estimation of the stochastic process of the short term interest rate

3.3. GMM estimation of the mixture distribution model

3.4. GMM estimation of the C-CAPM model

4. The autoregressive conditional duration model (ACD)

5. Other econometric methods used to test microstructure theories

5.1. VAR decomposition of the bid-ask spread

5.2. Maximum likelihood estimation of the mixture distribution model under alternative distributional assumptions on the information flow

There will be three problem sets based on real tick by tick data obtained from MEFF (the Spanish futures market) and NYSE/AMEX. Given the massive size of these databases working knowledge of STATA, SAS or SPSS will be useful although not required. Given that the course will have a heavy practical load the students are advised to recall and update their knowledge on their favorite econometric package (TSP, RATS, etc).

