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Recommendation Preface

The great statistician George Box famously said “All models are wrong, but some
are useful. ” This statement embodies the statistical approach to reality, in which uncer-
tainty is everpresent, and a deterministic “truth” does not exist. Box might now add
“and some models are dangerous” particularly those in the financial arena. The financial
collapse of 2008 was caused, in part, by faulty financial models, both at a simple and a
complex level. Real estate brokers and buyers relied upon an implicit model that said that
prices have been going up, so they will continue to go up. Lenders used statistical models
to engineer bundled mortgage products that magically seemed to reduce risk. The result
was a disastrous real estate bubble whose effects were still being felt half a decade later.

So how do you conduct a financial analysis that is useful, and not dangerous? The
first thing to focus on is a basic understanding of financial data-particularly time series
data. Since uncertainty plays a large role, probabilistic models are used, for example, to
portray the frequency distribution of asset returns. There are a number of time series mod-
els that describe, smooth, and seasonally adjust the data.

Expertise in statistical analysis cannot be obtained without getting the hands dirty in
actual data and analysis. Ruey Tsay provides both the data and the statistical tool you will
need to get your hands dirty. The tool is R-the popular open-source statistical software
that is now on a par with commercial programs. It is powerful, free and has spawned the
creation of thousands of R “packages” to accomplish specific tasks. Tsay provides pointers
to some of the key packages for financial analysis. Together with the datasets provided in

the book, you are equipped to learn the practical application of financial time series

TRtaR . L

Statistics. com

using R.

The Institute for Statistics Education
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