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ABSTRACT

Modern securities investment theories include efficient
market theory and capital assets porfolio theory. Following
this classification , this paper discusses the recent develop-
ment of modern securities investment theories and their ap-
plications to China’s capital markets,

Efficient market hypothesis(EMH)deals with formation
of stock prices and the pattern of the expected return volatil-
ity. Lots of financial investment theories(mean-variance the-
ory, CAPM, etc. ) are based on EMH. The theory receives
popular support yet is likely to be debated. Chapter 1 looks
into the history, the development and the controversies of
EMH.

The empirical research on market efficiency should take
account of the real environment of the market. An important
but neglected condition is that the volatility of stock price is
constrained, i. e. price limits. With price limits, does price
still reflect information efficiently; do price limits distort
stock price behavior? Chapter 2 researches on the stock
price behavior under the condition of price limits from the
perspectives of volatility spillover, delayed price discovery
and trading interference. The conclusion is that price limits

do not distort the normal and ST stock price behavior in
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China’s stock market,

Efficient markets also need proper information reflec-
tion, that is, neither underreaction nor overreaction of stock
price exists. Chapter 3 investigates stock abnormal returns
when great changes (including reaching up limits and down
limits) occur. The result is that stock prices overreact to the
information that would induce price to the up limits while no
overreaction exists to the down limits., Price limits reduce,
not increase the probability of overreaction.

The research of portfolio theory is based on the premise
and adaptability of various portfolio theories. Whether mean-
variance theory or CAPM, the presupposition is that capital
assets returns follow normal distributions, Chapter 4 shows
that stock market has nonlinear dynamic system characteris-
tics, the distribution of stock returns has lepto-kurtosis and
fat tails. Pareto-stable laws are often proposed as better al-
ternatives to normal laws for modeling financial returns.

791 stocks in China’s stock market are investigated u-
sing stable portfolio theory in Chapter 5. The parameters a,
B,8,7 of each stock are measured. The volatility of stock
prices presents long memory and persistency. The four pa-
rameters reveal the industry character of stock returns and
riskssand the differences among stocks and between Shang-
hai and Shenzhen stock market are concerned.

The stable characteristics of fund returns are also ana-
lyzed in Chapter 6. The stable statistics confirm the result
of descriptive analysis. The fund returns have stable charac-
teristic(a<C2) ,and the distributions are skewed(B£0). The

fluctuation of funds is also persistency. So the analyzes of



fund returns behavior based on normal distribution will not
give right answers with respect to the evaluation of funds,
and to the portfolio management.

As generalizations of Markowitz’ s mean-variance ap-
proach, CAPM and APT, multivariate stable distribution
rather than the normal distribution will be applied in solving
portfolio selection problems in Chapter 7.

Keywords: stable distribution, portfolio management,

price limits,overreaction
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