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Why do we need theory

e Very often we do not: verbal arguments or graphs may suffice:
e.g., if demand stays the same but supply increases, then price
will drop
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e Very often we do not: verbal arguments or graphs may suffice:
e.g., if demand stays the same but supply increases, then price
will drop

e Need theory under the two circumstances

— A general framework that provides sharp, sometimes stark results
(e.g., Modigliani - Miller theorem) or to explain some
phenomenon, with clearly laid out assumptions

— Provide empirical implications, sometimes counterintuitive, to
give guidance on variable definition (what is the precise notion of
certain empirical construct), research design (how to test) and
results interpretation (what story to tell)

e Sometimes empirical findings come first, which triggers the
development of new theory (e.g., rational inattention)
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What does a theory paper usually consist of

e A theory paper usually consists of two parts

— Description of the environment: what the setting is, who the
players are, what choices they need to make (endogenous
components), assumptions on exogenous components (e.g., the
underlying economic conditions are good or bad, or the
production technology)

— Solutions of the model, usually through players’ optimization
choices, resulting in equilibrium endogenous choices; then try to
link the equilibrium endogenous choices with exogenous
parameters to provide comparative statics —=> the basis of
empirical implications
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Separate exogenous from endogenous parts

e Exogenous components are usually what the model does not
focus on or deems unimportant and thus abstracts away (e.g.,
disclosure models usually do not focus on macroeconomic
conditions and treat those conditions as exogenous)
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Separate exogenous from endogenous parts

e Exogenous components are usually what the model does not
focus on or deems unimportant and thus abstracts away (e.g.,
disclosure models usually do not focus on macroeconomic
conditions and treat those conditions as exogenous)

e Endogenous components are the key of the paper —> there may
be striking or counterintuitive results regarding how those
endogenous components (which may or may not be observable)
vary with exogenous components (which again may or may not
be observable)
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How to read theory papers

e Need to know when to focus on big picture take-aways versus
details

e At the beginning, better to focus on details, then think why those
details lead to the big-picture take-aways (the so-called intuition)

e Once you have enough experience of forming the intuition, you
can switch to focusing on big picture take-aways and then
looking at the details when the big picture take-aways is not
consistent with your common intuition

e Many theory papers require reading multiple times to understand
the underlying subtlety

e Don’t be discouraged: Models that seem hard to begin with
may seem obvious after working with them for sometime

Introduction and capital markets Consume theory papers 6/9



DUKE

How to consume theory papers as an empiricist [Ess

e Very often you have interesting findings and you are looking for a
good theoretical framework to motivate and interpret the findings

Introduction and capital markets Consume theory papers 7/9



How to consume theory papers as an empiricist

e Very often you have interesting findings and you are looking for a
good theoretical framework to motivate and interpret the findings

e In this case, focus on big picture take-aways of the theory
papers.

Introduction and capital markets Consume theory papers 7/9



How to consume theory papers as an empiricist [

e Very often you have interesting findings and you are looking for a
good theoretical framework to motivate and interpret the findings

e In this case, focus on big picture take-aways of the theory
papers.

e However, you need to pay specific attention to the critical
assumptions underlying the papers and think whether the
assumptions fit into your setting and your research question

Introduction and capital markets Consume theory papers 7/9



How to consume theory papers as an empiricist [

e Very often you have interesting findings and you are looking for a
good theoretical framework to motivate and interpret the findings

e In this case, focus on big picture take-aways of the theory
papers.

e However, you need to pay specific attention to the critical
assumptions underlying the papers and think whether the
assumptions fit into your setting and your research question

e This again requires understanding details including critical
assumptions and thinking why those details lead to the
big-picture take-aways (the so-called intuition)

Introduction and capital markets Consume theory papers 7/9



DUKE

How to consume theory papers as an empiricist [Ess

e Suppose your empirical setting is related to managers
manipulating reported earnings to deceive investors
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How to consume theory papers as an empiricist

e Suppose your empirical setting is related to managers
manipulating reported earnings to deceive investors
— Then models that assume that the managers cannot lie or lie with
no cost does not fit into your setting
— Models that assume that managers can choose to be strategically
silent does not fit either (as managers always have to report
earnings)

e After checking that the assumptions fit your setting, need also to
check that the underlying mechanism of the model (the intuition)
is also consistent with your findings

— Suppose the earnings management model makes predictions that
the amount of misreporting varies predictably with certain
exogenous parameters of the model that determines managerial
misreporting incentives

— You want to ensure that your empirical findings are also
consistent with those predictions to the best extent (note the
amount of misreporting is usually unobservable and empirical
proxies need to be found)
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e Next lesson we discuss basic math tools
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Concluding slide for lesson 1

e Next lesson we discuss basic math tools

— Bayes’ rule and Bayesian updating for exogenous variables
— Conjecture and verify for endogenous variables

e A review quiz of this lesson can be found at
https://forms.gle/PvjFN7krYuxHzFeU8
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