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Do Investors’ Distorted Beliefs in Economic Fundamentals Affect
Equity Prices? A Comparative Study of China and the United States

CUI Liyuan® and HONG Yongmiao®

(a: City University of Hong Kong; b: Cornell University; ¢: Xiamen University)

Summary: By relaxing the complete rationality assumption imposed in the Lucas ( 1978) consumption-based asset pricing
( CAPM) model we study a new CAPM model in an endowment economy which incorporates investors’ distorted beliefs
in economic fundamentals. When there exists discrepancy between investors’ subjective beliefs and the market objective
operating mechanism our model can capture many well-documented economic anomalies such as the United States equity
premium puzzle and accumulative excess returns. In addition our paper addresses the low correlation between China’ s
consumption growth rate and its equity premiums. This paper further establishes a new GMM estimation method which
works with non-mathematical expectations. As current GMM estimation methods can only deliver correct estimations under
mathematical expectations our new estimation method overcomes one of the biggest challenges faced by the current GMM
literature. Based on our new model and robust estimation procedure we find that investors in China have significantly low
sensitivity to changes in mean levels of economics fundamentals than those in the United States. Investors in China are prone
to react to changes in the volatilities of economic fundamentals. The results of our paper help to explain a wellknown
confusing phenomenon in China: that the stock market’ s performance has been deviating from its real economy for a long
time.

Numerous studies have explored the United States stock market and found a strong equilibrium between the stock
market and real economy ( Fama 1990; Schwert 1990; Cheung & Ng 1998) . Since 1990 China has been experiencing
rapid development in many aspects. Unfortunately the performance of its stock market has been contradicting investor
performance and the government’ s expectations while deviating from the real economy ( Han & Hong 2014) .

China’ s quarterly average consumption growth rate per capita was about 1.81% from 2002 to 2015 about six times as
large as that in the United States. Although the United States has experienced low and smooth consumption growth for many
years the correlation between equity premiums and its consumption growth is about 50% about four times larger than in
China. This paper aims to address this puzzling phenomenon in China that is why China’ s stock market does not react
positively to its real economy.

As reported in the literature investors are not rational in all aspects in China ( Chen & Zhou 2004; Chen 2005a) .
A well-known survey conducted by Greenwood & Shleifer ( 2014) reports that investors act on their distorted beliefs even
in the United States where the stock market is relatively mature. Traditional assumptions on investor behaviors assume that
investors are rational in all aspects and that they can correctly perceive all relevant operating mechanisms in the stock
market. This survey’ s results cast serious doubt on such fully rational assumptions widely imposed in CAPM models. We
study the stock markets of the United States and China from 2002 to 2015 which enables us to explore this possibility by
allowing extrapolation biases on economic fundamentals. Such extrapolation helps to explain several economic anomalies
especially the low correlation between China’ s consumption growth and economic fundamentals.

The subjective beliefs of investors deviate from the objective beliefs because investors hold extrapolation biases on
economic fundamentals which leads to subjective expectations in Euler equations. In our study we propose a method for
adopting GMM in a framework with non-mathematical expectations. This approach enables future relevant studies to conduct
estimations and statistical inference by incorporating additional psychological evidence into the asset pricing literature.
Based on our robust estimation method our paper provides some constructive suggestions on how to better regulate China’ s
stock market and sheds some light on how to let the stock market lend stronger support to the real economy.

Keywords: Economic Fundamentals; Complete Rationality; Distorted Beliefs; Equity Premium; Accumulative Excess Returns
JEL Classification: E44 GI12
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