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This is hybrid course. We will meet for regular classes from 01/19 to 02/28 via Zoom 
(Canvas “Online Meetings”), and from 03/14 to 05/02 in person at Wilson Hall 214. 
Zoom lessons will be recorded. Recordings will be available in Canvas Online Meetings 
under “Cloud Recordings.” Recordings cannot be shared or moved and will always be 
password protected. The default settings in Zoom only record the face of the active 
speaker. I encourage you to contact me directly with any concerns about recordings.  

LECTURE: Tuesday and Thursday 5.00pm-6.15pm. Via Zoom and Wilson Hall 214.  

OFFICE HOURS: Tuesday and Thursday 4.00pm-5pm. By email appointment only.  

COURSE DESCRIPTION 

This is an advanced financial economics graduate course. The first part of the course 
covers standard theories of finance in general equilibrium models. We will first cover the 
case of complete markets and then move on to consider the case of incomplete markets. 
We will cover topics such as asset spanning and general equilibrium, allocation 
efficiency, asset pricing, efficient market hypothesis and the Law of One Price and the 
Modigliani-Miller theorem. 

The second part of the course covers recent developments in general equilibrium models 
with incomplete markets and collateral. We will study how leverage and default levels 
can be endogenously determined in equilibrium. We will also study the effect of 
collateral on asset prices and show how deviations from the traditional asset pricing and 
Law of One Price can arise due to the need for collateral to secure promises. Collateral 
also affects real allocations and allocational efficiency. We will focus on the distortions 
that the need for collateral creates on investment. We will cover the theory of the 
leverage cycle and we will show how when multiple leverage cycles are considered, we 
can explain cross-market properties such as flight to collateral and contagion. Moreover, 
we will also show how these models can be used to study financial innovations more 



generally, such as securitization, tranching and credit default swaps. We will use these 
models to study financial crises and to understand many features that we observe in 
international financial markets such as gross flows and price volatility volatility. Finally, 
we will also study experimental evidence on some of the most important theoretical 
results covered during the semester. 

LEARNING OUTCOMES 

As a result of completing this course, students: 

1. should understand canonical models of general equilibrium with complete 
markets, with incomplete markets and their applications to finance. 

2. should be able to critically read a paper in the frontier of the field, after getting 
exposed to general equilibrium models with collateral in the second part of the 
course. This means not only to understand the paper but also be able to think 
about problems and possible extensions. 

3. should be able to come up with interesting and relevant unsolved problems that 
could potentially serve as dissertation topics.  

COURSE REQUIREMENTS AND GRADING: 

1. Class Participation: 10 % 

Attendance and active class participation are expected. Furthermore, students are 
expected to read the required material in advance for each class to be able to participate 
in discussions. Class notes will always be available in advance. Class participation will 
also include attendance to our Macro seminar and conferences organized by UVA during 
the semester. 

2. Test: 30 % 

The test will be an in-class, closed book examination and will cover Part I. It will take 
place on 03/02. 

3. Student Presentation 30% 

After we finish Part I and Part II of the course, students will make a presentation in class 
of a paper of their choosing. I need to approve the paper in advance. 

4. Research Project 30%. 

Students will be required to write a research project proposal (the most natural thing 
would to be to base your proposal on the paper you presented, but this may not 
necessarily be the case). The proposal cannot exceed two pages of length and are due on 
the last day of class. The proposal should have a clear motivation, a clear and precisely 
defined question, as well as a road map of how to solve it. You are more than welcome to 
use office hours to discuss this in advance with me. This may not end up being your final 
PhD dissertation project. But going through this process will help you a long way into 



that. I still have some of my questions and projects that I wrote down when I took a 
similar course with John Geanakoplos back in 2002 at Yale University. Some of those 
never saw the light of the day, but others became journal articles, some of which you will 
study during these weeks. So, don’t be afraid! 

COURSE TOPICS: 

PART I 

1) General Equilibrium Theory and Finance with Complete Markets.  

1.a) Walrasian economies. Existence. Regularity.  

1.b) Efficiency. Arrow Debreu economies. Uncertainty.  

2)  General Equilibrium Theory with Incomplete Markets.  

2.a) General equilibrium theory with incomplete markets. Radner Economies. Arbitrage. 
Farkas’ Lemma.  

2.b) GEI and GEI* models.  Market Completeness. Spanning. Arrow Securities. Arrow 
Theorem. Modigliani-Miller. Existence and Efficiency problems.  

3) GEI and Finance.  

3.a) Stochastic Discount Factor. Martingale Pricing. Efficient Market Hypothesis. 
Covariance.  

3.b) CAPM.  

3.c) Personal Discounting.    

PART II 

1) Static General Equilibrium Model with Incomplete Markets and Collateral 

Introduction to the Static GE Model with Collateral. Introduction of the key ideas we will 
develop during the course. 

2) Two Examples  

2.a) We develop the main results in an example of a GE economy with a non-financial 
asset, in which a house can be used as collateral. 

2.b) We develop the main results in an example of a GE economy with a financial asset 
serving as collateral.   

3) Collateral and Asset Pricing. 

3.a) Payoff Value and Collateral Value. Liquidity wedge and discounting. Deviations 
from the Law of One Price 



3.b) Experimental evidence.  

4) Endogenous Leverage. 

4.a) Binomial Non-Default Theorem. 

4.b) Experimental evidence.  

5)  Leverage, Asset Prices and Investment in C and C* Models. 

5.a) Over-valuation. Bubbles in endowment economies 

5.b) Collateral and Over-Investment.        

6)  Collateral and Financial Innovation.  

Tranching, Securitization and Credit Default Swaps in models with Collateral. Effects of 
financial innovation on asset prices and investment.  

7)  Dynamic Collateral Model 

7.a) Leverage cycle. 

7.b) Counter-cyclical volatility and pro-cyclical leverage.      

7.c) Multiple leverage cycles: contagion and flight to collateral. 

7.d) Dynamic financial innovation.        

8)  Collateral and Capital Flows  

General equilibrium models with financial innovation and collateral in an international 
finance setting. 
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