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Course objectives

We will review the basic literature on no arbitrage pricing and on the appearance of spec-
ulative bubbles in security prices. Bubbles can occur in an asset market in which some
sort of friction (for instance, short selling constraints) limits the ability of traders to profit
from and eliminate bubbles. We move from the Fundamental Theorem of Finance both
under complete and incomplete markets. We then extend the basic framework to an infinite
horizon and provide a characterization of speculative bubbles based on no arbitrage and the
martingale property of asset prices. We conclude with a description of conditions under
which speculative bubbles can and cannot occur at a competitive equilibrium.
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Course outline

1. Brief review of the basic principles of no arbitrage pricing: Valuation, state prices, risk-
neutral probability. 2. Extension to a dynamic framework: Time resolution of uncertainty,
retrading, no arbitrage pricing. 3. Martingale property of security prices: Market efficiency,
consumption-based security pricing. 4. Speculative bubbles: Intrinsic value of an asset, no
bubble theorem, the occurrence of bubbles with market frictions.



