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Rational Panics, Liquidity Black Holesand the
Sate Share Paradox

DENGTA CHEN
( Xiamen University)

YINGGANG ZHOU
(Cornell University and WISE, XMU)

Abgtract The empirical study on the' state share paradox” finds evidence in two dimen-

sons. Frst, aregime switching model with an absorbing state suggests that government pol-

icy switches the regime to liquidity black holes. Second, there is no evidence of flight-to-lig-

uidity during the crash, suggesting that the crash be modeled as an aggregate phenomenon of

the whole market. A theoretical model is set up within the framework of market microstruc-
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ture, whichfinds that the paradox is not a s mpleinstance of news-driven crash but the conse
quence of irregularities of liquidity production and price discovery in the Chinese stock mar-
ket.
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