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FINRISK phase II  
(2005 – 09)
Assessing risks and modeling their impact on agents’ economic decision-making 
processes remains the central question that unites the research topics 
covered in our network.

In October 2005, the Research Council of the 
Swiss National Science Foundation approved 
the Full Proposal for the second phase (2005 
– 09) of FINRISK. Its decision is based on the 
positive evaluation of the research plan which 
includes nine individual research projects. 
These nine projects have been selected by the 
FINRISK International Scientifi c Council (see 
box) among the twelve project proposals which 
were submitted for the second phase. 

All selected projects - except one - represent 
extensions of the projects undertaken during 
the fi rst four years. These projects are comple-
mented by the newly established research pro-
ject headed by Fabio Trojani from the University 
of Sankt Gallen.

The analysis and the modeling of risks are cen-
tral to the three following general fi nance que-
stions examined by FINRISK during phase II:

– First, how do risks affect asset prices 
 and investors’ portfolio decisions?
– Second, how do risks affect corporations’
 fundamental decisions?
– Third, how should fi nancial and non – 
 fi nancial risks be quantifi ed and managed?

The fourth research topic addressed within 
FINRISK focuses on the mathematical and sta-
tistical tools that are necessary to provide mea-
ningful answers to the above cited research 
questions.

In order to answer those questions, the nine 
selected research projects have been classifi ed 
into four modules:

Module A) 
Asset Pricing and Portfolio Management 
Coordinator: Fabio Trojani (Sankt Gallen)

Module B) 
Corporate Finance   
Coordinator: Francois Degeorge (Lugano)

Module C) 
Risk Management 
Coordinator: Markus Leippold (Zurich)

Module D) 
Quantitative Methods in Finance 
Coordinator: Olivier Scaillet (Geneva)

We believe that this new organization into mo-
dules and the introduction of module coordina-
tors in the structure of FINRISK will strengthen 
the degree of coordination and the collabora-
tion among researchers who work in different 
individual projects. 

We briefl y introduce FINRISK’s individual re-
search projects for the second phase on the 
following pages. More detailed information on 
current research activities is available from our 
website www.nccr-fi nrisk.ch.

International 
Scientifi c Council

Darrell Duffi e
Stanford University, USA

Michael Brennan
University of California, Los Angeles, USA

Hans Foellmer
Humboldt University Berlin, Germany

Christian Gourieroux
University Paris IX, France 

Marco Pagano
University of Napoli, Italy

René Stulz
Ohio State University, USA 

Raman Uppal
London Business School, UK 

ISC Coordinator: 
Henri Loubergé
University of Geneva

Finrisk Newsletter No3.indd   3Finrisk Newsletter No3.indd   3 24.3.2006   10:05:15 Uhr24.3.2006   10:05:15 Uhr



4

Project A1 - Behavioural and Evolutionary 
Finance

Recent empirical and experimental evidence 
has challenged the descriptive validity of 
traditional fi nance on the level of individual 
decision-making and also on the level of the 
market. For at least 40 years, psychologists 
have amassed evidence that rational decision 
making – defi ned by the principles that under-
lie expected utility theory, Bayesian learning, 
and rational expectations – is not an adequate 
basis for a descriptive theory of choice. On the 
level of the market, empirical fi ndings like the 
equity premium puzzle, excess volatility, mo-
mentum and reversal, under- and overreaction 
to information etc., have cast similar doubts on 
the effi cient market.

In this project, on the level of the individual, 
we want to derive rigorous economic models 
of portfolio choice that are consistent with the 
fi ndings of the behavioural fi nance literature. 
Concerning the level of the market we believe 
that the traditional asset pricing models with 
a single representative rational agent and 
the behavioural fi nance models with a single 
representative behavioural agent have to be 
combined to get heterogeneous agent models, 
known also under the name of evolutionary fi -
nance models. Many phenomena like excess 
volatility, momentum and reversal can easily 
be explained by studying the interaction of he-
terogeneous agents. The issue of aggregation 
combines the individual level with the market 
level. Therefore, we will also analyse under 
which conditions asset prices are mainly deter-
mined by rational agents, and which conditions 
may make markets irrational.

Project A2 - Macro Risk, Systemic Risks 
and International Finance

The nexus between fi nance and the real econo-
my is one of the most pressing issues in modern 
macro-fi nance. (Almost) unprecedented fi nan-
cial development and integration have brought 
to the fore new empirical and theoretical chal-
lenges. This project aims at improving our un-
derstanding of the linkages between fi nance 
and the macro-economy. This rather broad 
agenda focuses on three approaches.
First, we embed the pricing of assets into ge-
neral equilibrium models, and investigate the 
consequences on both the fi nancial and the real 
sides of the constructed theoretical economies. 
Second, just as the real economy affects asset 
prices, so presumably does fi nancial globali-
zation affect the real economy. Thanks to an 
expanding universe of data sources, as well 
as the simple fact that an increasing number 
of economies have switched away from regu-
lating capital fl ows, it has become possible to 
address this old macroeconomic question in 
new ways, and using new data. Third, the mas-
sive rise in international fi nancial integration 
over the past few years has ignited renewed 
interest in global imbalances, debt sustaina-
bility, and ultimately fi nancial crises. An enor-
mous literature has clarifi ed the mechanisms 
underpinning these crises, but at the same time 
given rise to new questions, for instance on the 
need for a new "International Financial Archi-
tecture" that would purport to prevent crises 
and/or debt rescheduling.

Project A3 - New Methods in Theoretical 
and Empirical Asset Pricing

The objective of this research project is to de-
velop general methods for the theoretical and 
empirical analysis of asset prices. The follow-
ing research directions will be addressed.

• Learning, ambiguity aversion and 
 recursive preferences
• Perturbation methods for general 
 equilibrium asset pricing models
• Evaluation of asset pricing models
 without ex post data
• Multivariate asset pricing with 
 stochastic correlations
• Robust inference and robust calibration
 methods for empirical asset pricing
• Information theoretic approaches for 
 empirical asset pricing
• New empirical asset pricing models 
 for credit migrations and defaultable 
 securities

Despite the different focuses, we expect 
strong synergies between the projects. For 
instance, the predictions of asset pricing 
models under ambiguity aversion and recur-
sive utility can be naturally studied using 
subjective beliefs data. Similarly, information 
theoretic estimation procedures can be useful 
in identifying premia implied by ambiguity 
aversion, as opposed to standard premia for 
risk. Learning and ambiguity aversion could be 
interesting issues to study also in the context 
of defaultable securities. In such settings 
information about «true» credit worthiness is 
typically hidden. Moreover, limited informati-
on about the dynamics of relevant risk factors 
is likely to make model misspecifi cation an 
important issue in such a setting. 

Project Head: 
Thorsten Hens, 
University of Zurich

Project Head: 
Jean Imbs, 
University of Lausanne

Project Head:  
Fabio Trojani, 
University of St. Gallen

Module A
Asset Pricing and Portfolio Management 
Coordinator: Fabio Trojani (St. Gallen)
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Project B1 - Corporate Finance, Market 
Structure and the Theory of the Firm

This project consists of a number of subpro-
jects, spanning the three subfi elds of corporate 
fi nance, market structure, and the theory of the 
fi rm. Within the subfi eld of corporate fi nance, 
various projects study the relation between 
earnings management and analyst following; 
performance manipulation by management; 
and the choice between book-building and 
auctions in initial public offerings. One project 
seeks to obtain an estimate of the value of 
banking secrecy. Another provides an economic 
explanation for shareholder agreements. Yet 
another examines various attributes of family 
fi rms and compares these with their non-family 
counterparts. A fi nal project within this sub-
fi eld examines the effects and estimates the 
value, or lack thereof, of various instances of 
self-regulation. Within the subfi eld of market 
structure, one project compares reinsurance 
and exchange-traded catastrophe instruments; 
another studies the microstructure and the 
effi ciency of markets for tradable pollution 
permits. Finally, within the subfi eld of the the-
ory of the fi rm, various projects study loyalty, 
team discipline, and collaborative governance 
in organizations; and identify conditions under 
which early success may ‘breed’ ultimate failu-
re in an organization.

Project B2 - Dynamic Corporate Finance 
and Financial Innovation

The project “Dynamic Corporate Finance and 
Financial Innovation” encompasses several 
subprojects that investigate issues related to 
or interacting with real options, fi rm's fi nancial 
decisions, and fi nancial innovation. In particu-
lar, it fi nances subprojects that relate to the risk 
of default of corporations (also called credit 
risk). It also incorporates applications of option 
pricing analysis to corporate fi nance issues (fi -
nancing decisions, risk management, executive 
compensation). Finally, it includes subprojects 
that relate to fi nancial innovation either from 
a pricing or fi nancing perspective (demand 
side) or from a supply perspective (e.g. relation 
between the degree of competitiveness of the 
investment banking industry and the patterns 
of innovation and imitation of new corporate 
fi nance products).

Project Head: 
Michel Habib, 
University of Zurich

Project Head:  
Erwan Morellec, 
University of Lausanne

Module B  
Corporate Finance
Coordinator: Francois Degeorge (Lugano)

FINRISK Management

Director
Rajna Gibson

Deputy Director
Jean-Pierre Danthine

Scientifi c Coordinator
Thorsten Hens

Coordinator for the 
International Scientifi c Council
Henri Louberge 

Coordinators for Education 
Erwan Morellec
Marc Paolella

Coordinator for Knowledge Transfer 
Paolo Vanini

Coordinator for Advancement of Women 
Valerie Chavez-Demoulin 

Managing Director
Eckart Jäger 
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Project C2 - Interest Rate and Volatility Risk

This project includes several topics, concerning 
multivariate risk modelling, option pricing and 
relative stock performance. We investigate the 
following topics (among others):

The evaluation of the performance over time of 
the model proposed by Barone-Adesi, Mancini 
and Engle for index options is our main topic 
of current research. Extensive comparisons to 
alternative approaches will provide an assess-
ment of the relative merits of the investigated 
models and possibly clues for further impro-
vements.

Relative performance of small and large fi rms 
leads to changes in entropy of fi rm size distri-
bution across the market. Entropy is partially 
predictable, leading to strategies which have 
performed slightly better than buy-and-hold in 
the past.

Information fl ow drives high frequency data. 
It is identifi ed as common factor. Private in-
formation leads to distinct dynamics of some 
components. Wavelets methods evidence how 
these components speed up or slow down 
through time.

Direct estimation of conditional quantiles is 
subject to bias. This bias is very large at the 
boundary of the conditioning density function. 
Methods to correct for this bias are investi-
gated.

Project D1 - Mathematical Methods in 
Financial Risk Management

Mathematical modelling of risks is based on 
different mathematical methods coming from 
probability theory, statistics, variational me-
thods, partial differential equations, (stocha-
stic) optimal control, econometrics, etc. As was 
the case in the past, we will focus our attention 
on the methodological problems.

Project D2 - Financial Econometrics for 
Risk Management 

The goal of this project is to develop econome-
tric tools aimed to allow for a better assessment 
and monitoring of fi nancial and insurance risks. 
The fi rst set of tools will share both parametric 
and nonparametric nature. All the techniques 
that we propose to develop under this heading 
aim at improving the econometric (dynamic or 
marginal) modelling of the distribution of risk 
and of the dependencies that can occur bet-
ween different sources of risk. The second set 
of tools will investigate the impact of small 
samples when conducting inference.
These econometric tools can be used in many 
areas of fi nance. They can be applied to various 
types of data such as interest rates, exchange 
rates, stock returns. As such they should allow 
a better understanding how to control fi nancial 
losses for Banks and Insurance Companies.

Project Head: 
Giovanni Barone-Adesi, 
University of Lugano

Project Head:  
Freddy Delbaen, 
University of Zurich

Project Head: 
Olivier Scaillet,
University of Geneva

Module C

Project Head: 
Rajna Gibson, 
University of Zurich

Project C1 - Credit Risk and Non-Standard 
Sources of Risk in Finance

The purpose of this individual project is to focus 
on credit risk and on non-standard sources of 
risk that occur once we allow for market fric-
tions, informational distortions and agency pro-
blems: By non – standard sources of risks, we 
refer in particular to liquidity risk, operational 
risk, catastrophe risk, demographic risk and to 
model risk. One of the distinguishing features 
of all these risk factors is that modern fi nance 
theory has not yet come up with satisfactory 
models for their pricing of these risk factors 
and for their management. An exception is the 
measurement and the management of credit 
risk that received large academic attention du-
ring the nineties driven in part by the Basel II re-
form of Bank’s capital adequacy requirements.
 
More precisely, in this research project we will 
pursue three main objectives: fi rst, to study 
credit risk and its economic implications in the 
context of domestic and of international as-
set pricing models as well as its infl uence on 
the choice of fi nancial arrangements – such as 
margining or clearing – for the trading of deri-
vatives instruments. Second, we will examine 
how non-standard sources of risk can be mode-
led and assess limitations to their quantifi ca-
tion through model risk assessment. Finally, we 
will attempt to determine how non-standard 
sources of risk affect agents and corporations 
investment and fi nancing decisions, how they 
affect the economy at large and fi nally how 
they infl uence asset prices.

Risk Management
Coordinator: Markus Leippold (Zurich)

Module D
Quantitative Methods 
in Finance 
Coordinator: Olivier Scaillet (Geneva)
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