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ABSTRACT

The bubble economy is an important source of economic crisis. Once the bub-
ble begins to burst. economic crisis may follow. Stock market bubbles are an im-
portant factor in inducing the bubble economy and the continuously inflating stock
market bubbles are an omen of the bubble economy. So systematically researching
into the stock market bubble theory has great significance and practical value to the
healthy development of the stock market and the economy.

The full book is divided into nine chapters. The content arrangement is as fol-
l()W'S:

Chapter 1 briefly looks back at the important stock market bubble affairs in
history. Then, it defines the stock market bubbles. Finally, it discusses the rela-
tionship between speculative activities and stock market bubbles. The conclusion is
that since stock market speculation is not intrinsically stabilizing, speculative bub-
bles may persist for extended periods of time.

Under the assumption of rational expectations, Chapter 2 develops the model
of stock price, and by solving the model under different assumptions, it arrives at
solutions of different kinds of rational bubbles. Then under partial equililbrium, it
discusses the conditions under which bubbles may come into existence.

Chapter 3 discusses the conditions of existence of rational bubbles and the ef-
fect of bubbles to economic dynamic efficiency under general equilibrium. In an
overlapping generation economy, where not only the return on investment in a
bubble but also the return on investment in real capital is uncertain, the rational
bubbles will be especially sustainable if confidence in the further survival of the
bubbles is high and if agents become pessimistic about the future profitability of in-
vestment in real capital. Under these conditions, bubbles also move more or less in
line with the real economy and may not become excessively large.

In this chapter, a possible beneficial aspect of bubbles is elaborated. With a

“‘Diamond overlapping generations’ model, it can easily be shown that bubbles
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possess the potential to increase dynamic efficiency as long as the economy is in a
dynamically inefficient state.

Models that are built on the assumption of rational expectations can easily out-
line the conditions under which rational bubbles may exist but they remain silent on
the factors that cause the price to deviate from the fundamental value. Chapter 4
and 5 offer possible explanations by use of behavioral finance and game theory.

Chapter 4 makes a dynamic extension of the original noise trader model devel-
oped by De Long et al (1990a) under unchanging fundamentals and changing fun-
damentals respectively. In our multi - period model with changing fundamentais,
noise traders "behavior is captured by two components: One permanent component
uncorrelated with fundamental changes and one temporary component correlated
with fundamental changes. The first component follows a random walk and cap-
tures the permanent, slowly changing, fundamentally unwarranted optimism of
noise traders about the future development of dividends — independent of the re-
cent development of fundamentals. The temporary component is noise traders’
overreaction to an average of recent dividend shocks, which results in waves of op-
timism or pessimism that create high price volatility. The first component leads to
sustainable, slowly growing bubbles while the second component causes fast grow-
ing but frequently crashing bubbles and also results in mean reversion. But if the
permanent component dominates, and noise traders " optimism is steady, prices
may not show any mean reverting behavior and the bubbles are sustainable.

On the basis of the revised mimetic contagion model, Chapter 5 discusses in
detail the relationship between herd behavior and speculative bubbles. It is conclud-
ed that even if there is no interference from outside the market, the price will fluc-
tuate periodically as long as there is herd behavior; whether the fundamental of the
stock market is fixed or changes stochastically. The stronger the herd behavior,
the more violently the price will fluctuate. By combining herd behavior and market
manipulation or game behavior, we establish a dynamic game model of incomplete
information between market rigger and market follower and analyze the impacts of
market manipulation and game behavior to the bubbles in stock market.

Chapter 6 discusses the identification of bubbles. At first we introduce the
methods to measure the bubbles on the basis of fundamental value for stocks and

analyze the validities of various price — return ratios, such as price — earnings, divi-



ABSTRACT 3

dend - price ratios and Tobin ’s Q which may seem to have more potential as indi-
cators of bubbles. Then, we make a systematic summarization of variance bound
tests, unit root tests, co — integration tests, and regime switching tests which are
available to test the bubbles on filed data and analyze their strengths and weakness-
es.

Since it is difficult to address with field data, chapter 7 introduces laboratory
modeling which is especially useful for stock market bubbles research. At first,
spot asset trading is studied in an environment in which investors receive the same
dividend from a known probability distribution at the end of t =15 (or 30) trading
periods. Fourteen of twenty — two experiments exhibit price bubbles followed by
crashes relative to intrinsic dividend value. And the experiments support the view
that expectations are adaptive, and the adaptation over time is to REM equilibrium
outcomes when stock value fundamentals remain unchanged over the horizon of
trading. The collapse of price bubbles tends to be presaged by a thinning of bid rel-
ative to offer activity, as measured by excess bids (number of bids minus number of
offers), in the periods immediately before the collapse. Further, we focus on false
equilibria, which arise when some traders incorrectly believe that the state of na-
ture is, say, X, when in fact it is Y or when it is in fact unknown. The bubbles,
on the other hand, arise when some traders believe that other traders, for whatever
reasons, would be willing to pay more than the asset was worth and decide to pay a
high price themselves in hope of extracting some capital gains. Lastly, we find that
introduction of margin buying, short sale opportunities or significant transaction
costs seems to have no significant effect on the incidence of bubbles. Of all the fac-
tors tested, repeat experience in trading in the specific environment is the only one
that reduces bubbles.

Chapter 8 discusses how to prevent and deal with the stock market bubbles.
Since the stock market and the monetary policy may affect mutually, the right tool
for the central bank when dealing with stock market bubbles is to focus its mone-
tary policy instruments on achieving its macro goals—price stability and maximum
sustainable employment—while using its regulatory, supervisory, and lender — of —
last resort powers to help ensure financial stability when the bubble suddenly
bursts. Other measures to deflate a stock — price bubble such as boosting margin re-

quirements, levying Tobin ’s Taxes on trade or closing the market are not the most
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preferable way to deal with the bubbles. The best way to prevent the speculative
bubbles is to encourage more transactions, give people more opportunities to partic-
ipate in a more extensive and freer market, establish more complete insurance sys-
tems and financial institutions to control the real market risk more effectively.
Chapter 9 is about the stock market bubbles in China. As an emerging and
transitioning market, it has three main characteristics — high volatility, rapid de-
velopment and the government 's important influences over the market. With the
Gordan model, the medium — term rational P/E ratio is calculated and the recipro-
cal of the 5 - year saving deposit rate is taken as the short - term rational P/E. Af-
ter the comparison with the actual movement of the A — Shares stock market in
Shanghai, it can be concluded that when the ratios of actual P/E to medium — term
rational P/E, and the ratios of actual P/E to short term rational P/E all exceed
1.5, there may be a bubble. On the other hand, the empirical tests show that
there were bubbles during 1998 ~ 2002 and the economy did not become gradually
dynamically efficient, while stock bubbles grew continuously during 1992 ~ 1999
under the AMSZ rule. The key cause of the bubbles is the systematic flaws in the
market. The present system, which allows a large ratio of un - tradable state and
legal person shares, enables big shareholders to take their own profit and erode the
interest of the minor shareholders easily. And that has led to weak fundamentals of
the listed companies and the speculations in the secondary market. The unbalanced
construction of the security market is the main bubble promoter. In order to pre-
vent the bubbles, making all the shares tradable is of utmost importance. In addi-
tion, more new financial products should be introduced and the regulatory regime

should be improved as soon as possible.
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