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- ABSTRACT

This paper arose from exploring the effect mechanism of trading insti-
tution which conduct investors’ transaction and affect securities market
quality, and appraising standard of market quality is liquidity of the mar-
ket, volatility and information efficiency of securities price.

The central viewpoint of this book is that it is traders’ basic strategies
and costs of trading action that transmit the effect of trading institution on
securities market quality. Transaction costs are composed of information
costs and transaction processing costs, which could be decomposed into
explicit costs and implicit market impact costs. Explicit costs are direct
costs of transaction, such as taxes, fee and broker commission costs, etc.
Market impact costs represent the price impact of the trade.

In this book, from information is announced to it is infected in securi-
ties price, this process is called information transmission. It is my opinion
that the chain of information transmitting is composed of three links,
which are information announcement, information spreading and informa-
tion reflection. Whether securities market is effective depend on efficiency
of such preceding links. Based on seeing about those factors that have
direct influence on efficiency of the links, the author gave deep analysis to

the micro-mechanism that could decide efficiency of information sprea-
ding.

Many previous theoretical models imply that the trading volume
prompted by ‘a public announcement is positively related to the
announcement’s precision, but the evidence supporting this proposition is
apparently discrepant between empirical tests and experimental findings.
The author considers that the key to explain the disaccord is transaction
processing costs. This book researches the combined effects of transaction
processing costs and information precision on trading volume in securities
market. With models in two different information environments, the au-
thor examines analytically the influence of transaction processing costs on

investor trading decisions. My models imply that the trading volume reac-
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tions to the informedness of a public announcement are most sensitive to
transaction processing costs. In a world of costless trading, trading volume
increases with the announcement’s precision. When transaction processing
are costly, the relation between information precision and trading volume
becomes ambiguous—it could be positive,also could be negative. Compared
to the main proposition of previous theoretical models, my results could ex-
plain well why the empirical evidence and experimental findings is appar-
ently discrepant.

In the author’s opinion, it is very important to focus research on Chi-
na stock trading markets for its special institution arrangement. The book
show that the aggregate of rational trader’ basic strategies is restricted by
trading institution in securities market, thereby stability of securities price
is determined in a general way. In China securities market where stock is
main trading variety, faulty setting of trading institution make arbitraging
and hedging be excluded from the aggregate of trader’ strategies, so specu-
lating become single basic strategy. With the singleness and locking state of
main returns from buy-sale price difference, such characteristic is endoge-
netic that traders prefer short-term holding to long-term invest and turn-
over is very high. As a resuit of faulty trading institution, uncompetitive
market structure make market manipulation possible and organization in-
vestor be apt to manipulate market, whom should have focused their atten-
tion on long-term holding returns and being the pivot stabilizing securities

price. Accordingly, widespread speculating, together with market manipu-
lation tendency of organization investor, results in high price volatility in
China securities market inevitably.

It is a widespread opinion in microstructure theory that transactions
taxes are intended to reduce trading volume, liquidity and price in stock
markets. To examine whether this opinion is fit in China stock markets,
the author investigate the effects of recent three times transaction tax
adjusting events on trading volume, turnover and securities price in Shang-
hai and Shenzhen stock markets respectively. The empirical tests indicate
that these events have asymmetric effects on trading volume, turnover and
price, i.e., an increase in transaction tax make trading volume and turn-

over reduce significantly, however, trading volume and turnover reactions
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to an decrease in transaction tax are not monotonically increase and can be
irresponsive, securities price do likewise. So the author imply that evi-
dence in domestic stock markets is not completely inconsistent with micro-
structure theory opinion, which suggest that China stock markets have
some characteristics differing from those mature stock markets.

Furthermore, with empirical studies, the author bring out such conse-
quences that explicit costs are also negatively related to stock return and
liquidity respectively in domestic stock markets, and so do transaction pro-
cessing costs. In addition, the author find trading volume and turnover
reactions are most sensitive to changes in explicit costs and positively relat-
ed to stock return. With regard to effect of explicit costs on volatility of
stock price, my results imply that it is also asymmetric. An increase in
explicit costs make volatility rise significantly, however, price volatility
reactions to a decrease in explicit costs are not monotonically increase and
can be reduce. In conclusion, volatility of stock price is positively related
to trading costs and turnover, so higher costs and greater turnover all result
in increasing volatility significantly.

In a word, it is imperfect institution that induce speculating as trader’
single strategy, expensive information costs and transaction processing
costs higher than most markets in the world. As a result of speculating and

high total costs, great turnover, frequent noise trading and corresponding

high volatility arose endogenously. On an average, higher costs for search-
ing and collecting information likely make securities price more inefficient
to reflect new information, and higher transaction processing costs result
in lower liquidity and greater prices volatility. In additional, if trading
costs increased, the rate of investment profit and liquidity of securities

would decrease accordingly.
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