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Abstract

Asset price bubbles are a forefront field in contemporary finance. Due to their
tremendous socio-economic impact, asset price bubbles are a hotly contended
practical topic among all segments of society. This paper aims to study price bubbles
in the stock market from two perspectives — theoretical and empirical. By drawing
upon the findings of related research in China and abroad, a complete disciplinary and
logical framework system is built for the study of bubbles, and the patterns of the
formation of bubbles are explored against the background of complex systematic
science; moreover, an in-depth analysis is conducted on the relationship between
investor behaviors and the methods of fair value measurement and price bubbles, with
the following research conclusions drawn:

[ In theory, with the structure of a company’s cross-shareholding equity
structure, using fair value as the measuring attribute may cause the resulting
transmission of information on asset prices a positive feedback effect, and such
information will have am amplifying effect under the investor’s positive feedback
trading strategy. This process shows that there exists a transmission mechanism
between fair value and investor behavior and a stock market bubble: when the
investor is rational and the market is effective, the investor is able to identify the
increment of positive feedback information on fair value, thus exerting no significant
impact on the formation of a price bubble. In comparison, when the investor is
irrational and the market is ineffective, the increment of positive feedback information
on fair value will be further amplified, thus exerting a significant impact on the
formation of a price bubble. In particular, when the investor is blindly optimistic and
the market is seriously irrational, it is likely that the information will construed as
“good news”, thus fueling the swelling of the price bubble.

Analysis of data monitored Chinese listed companies in the observation group
which have partial cross-shareholding shows that, following the adoption of fair value
measurement, the share prices of companies in the observation group exhibited a

continuous cause-and-effect correlation, indicating that fair value measurement has an
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impact on the share prices of these companies.

II Investors’ feedback trading behaviors have a significant influence on a stock
market bubble, and their positive feedback trading behaviors are not only one of the
primary reasons for the formation of irrational bubble, but also one of the main causes
of the exacerbation of the irrational bubble. Yet, investors’ negative feedback trading
behaviors have an inhibiting effect on the bubble. The market’s indifference to
negative information and its amplified reaction to good news are a major mark of the
exacerbation of the irrational bubble.

III Overall, investor behavior in the Chinese stock market exhibits significant
positive feedback effects, and the stock market bubble shows irrationality. In different
periods of time, however, investor behavior and the stock market bubble demonstrate
different characteristics; there are rational bubbles free of feedback behaviors and
irrational bubbles which reveal positive feedback behaviors first and then are
inhibited by negative feedback behaviors, and there are even irrational bubbles which
rapidly swell until they burst under the only influence of positive feedback effects.

Preliminary research finds that a bubble in the Chinese stock market typically
lasts 900 to 1,000 days. The formation of a bubble in the stock market is a process in
which a rational bubble and an irrational one interact with and exchange into each
other, with stock prices showing nonlinear movement patterns, and the random walk
linear relationship is merely an exception in an effective market.

IV The stock market is a nonlinear dynamic chaotic system, where the impact of
information, the functions of the micro structure of the market, and investor behavior
affect and interact with one another, thus driving the movements of prices in the stock
market. The adoption of fair value measurement will have an impact on the above
three factors, and in particular, when the market is overconfident and investors are
seriously irrational, the resulting positive feedback effects may inject fresh dynamism
into price deviation, thus compounding the bubble issue and exacerbating the
problem.

The main contributions and innovations of this paper are as follows:

Firstly, A model has been designed and built to prove in theory the positive
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feedback effect of fair value measurement within a company’s cross-shareholding
equity structure. This effect will be further amplified under the investor’s irrational
strategy for positive feedback trading, thereby exerting a positive impact on the
formation of a price bubble. On the basis of this finding, an in-depth analysis is
conducted to examine the transmission mechanism between fair value, investor
behavior and a stock market bubble. The analysis suggests that investor behavior is of
paramount importance. When the investor is rational, the positive feedback problem
of fair value measurement can be identified and resolved by an effective market, thus
exerting no significant impact on the formation of a stock market bubble. In contrast,
when the investor is irrational, the positive feedback problem of fair value
measurement will be further amplified, thus exerting a significant impact on the
formation of a stock market bubble. This finding provides new evidence for the
debate on this issue between theoreticians and practitioners. This paper supplements
research on the new issue of bubbles forming in the capital market.

Secondly, in terms of research perspective, this paper draws upon the theories at
the forefront of the research of asset prices, expands the logic framework for bubble
research, and incorporates all schools of theories in bubble research into the unified
framework, thereby forming a complete system of knowledge and theories. In this
paper, bubble research is comprehensively assessed and reviewed as a separate
discipline, thus opening up a fresh perspective on bubble research, which constitutes a
significant academic innovation.

Thirdly, This paper conducts an exhaustive empirical analysis and examination
of mvestors’ feedback behaviors, identifies the influence of investors’ positive and
negative behaviors on a stock market bubble, and finds that the switch between the
two types of feedback behaviors is primarily marked by reaction to negative news.
This mark is also an important sign of whether the stock market bubble has
deteriorated. This study supplements academic research on irrational investor
behaviors and stock market bubbles from an empirical perspective; it also provides
guidance for practitioners to manage and control bubbles.

Fourthly,Using fractal analysis of data, this paper obtains some preliminary
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findings regarding the cyclic patterns of the development of Chinese stock market
bubbles, and argues that the development of such bubbles is a cyclic phenomenon.
This also confirms the paper’s findings about the logic framework of bubble research
and the general patterns of bubble development. This not only supplements related
academic research, but also provides guidance for the work of practitioners.

Keywords: Fair Value; Investor Behavior; Positive Feedback Effects; Complex System;

Stock Price Bubble
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