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PREFACE

Closed — end fund discount has long been the most interesting fi-
nancial phenomenon. The difference between its market price and net
asset value (NAV) exists in most of the fund operation period and in
every market, mature or emerging. This is the famous “discount puz-
zle”, which has been one of the hot points in financial research, and
until now still is the most challenge problem in Finance. The history of
security investment funds (closed — end funds) is only four years in
China’s security markets, but the discount appears widely. Exploring
this problem in our markets will be helpful in understanding the pricing
mechanism of funds, market efficieney more important, amalyzing the
application of financial theories to China’s security markets.

The book begins with the history of financial theories, both Stan-
dard Finance and Behavior Finance, and this part constitutes the theory
background in exploring the paper’s topic by analyzing their intemal
connection. Then, the discussion is carried out in the empirical tests
within the frameworks of rational expectation and Behavior Finance. In
Chapter 3, a model is constructed to explore the relationship of indirect
information sale and discounts from the view of information expense,
and from another aspect, different trading motivation and information
asymmetry distribution are modeled to form discounts. Based on over-
confidence—the most typical psychological bias in security market, the
book explains how the characteristic of fund discount mean - reverting
is formed. Later, a dynamic stochastic model with beth factors of fund
underlying portfolio value and discounts is provided to describe the
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fund market price behavior. The last part of the book discusses the
state of the govemnance structure of China’s closed — end funds and in-
formation disclosure in stock markets, both of which systematically af-
fect the formation and variance of price discount; then empirically tests
security investment funds in China’s stock markets; finally put for-
wards the future study and discusses how to improve fund market effi-
ciency .

Following the rational expectation price mechanism, information
expense is modeled to connect with the terminal retum of the closed -
end funds, and the part explains how such expense functions on the
formation and change of the discounts. The empirical test of security
investment funds supports the theory, showing that rational component
exists in discount forecast the fund’s future management performance.
This result is quite different from the past tests.

Still within the framework of rational expectation analysis, a mod-
el is put forth to analyze how different trading motivations and informa-
tion asymmetry distribution lead to fund discounts by considering the
demand of closed — end funds and its underlying portfolio. A series of
empirical implications listed : the ratio of uninformed diversification in-
vestors has a negative relationship with discounts; the more the infor-
mation trading of risky securities is in the underlying portfolio, the big-
ger the discount is; considering the offset effect of non — portfolio risk
to diversification effect, the existence of discounts in the long run is
reasonable; the bigger the size of the fund compared with the weighted
size of securities in portfolio, the bigger the discount is. The difference
with previous theories in the part is that informed traders influence dis-
counts through their private signal precision as ratio of their holding in
all traders, and diversifying — purpose investors can also influence the
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discount through its ratio, different from that of underlying portfolio in-
vestors .

Behavior Finance is still in process. Overconfidence is the most
typical psychological bias influencing pricing. Based on expounding the
present closed — end fund discounts theory in the field, such as the
noise trader theory, the book analyzes how traders’ overconfidence sen-
timent affects discounts to form the characteristic of mean — reverting
through changing different posterior belief. The empirical test of Chi-
na’s security investment fund market doesn’t support the market weak
form market efficient hypothesis, but follows the explanation of behav-
ior finance theory for trading strategies. Finally, the book puts forth a
dynamic fund price model on the bases of previous analysis, with two
variables of underlying portfolio value and discount. The corresponding
empirical test shows that the model fits most part of fund market price
process, while the unexplained part in data can relate with traders’
changing overconfidence.
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