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Section 2

Summary of the project (approx. 200 words)

There has been a large body of literature that investigate whether the firm's propensity for greener
production may increase its stock prices (and its market value), but the results have often been mixed.
This fact points to the need for a rigorous, simple, tractable, and yet reasonably general model of asset
markets with environmentally conscious consumers.

The purpose of this project is to develop such a theoretically sound model for the study of sustainable
finance. Specifically, we extend the celebrated Capital Asset Pricing Model (CAPM) to the case where
the consumers/investors care not only about the mean and variance of stock returns but also how green
the production activities of the firms they invest in are. We show that the equilibrium stock prices will
be discounted (and, hence, the stock returns will be increased) by the index of the harm that the firm’s
production activities will cause on environment; and that the consumers/investors’ optimal portfolios
involve not only the bond and the market portfolio but also an idiosyncratic term that reflects how
his/her green consciousness differs from the average consumer’s counterpart. We further establish that
unless the asset markets are complete, the firm should not pursue mere profit maximization but take its
shareholders’ preferences for greener production activities into consideration.




