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Limited Rationality, Animal Spirit and Market Crash:
Experiments on Emotional Volatility and Trading Behavior

Lin Shu and Yu Qiao
(Nanjing Universiy) (Tsinghua University)

Abstract: Emotion is an important factor attributing to trading behavior and volatiliy of asset prices in capital market.
Unfortunately, there s little study to address this issue. Our paper aims at filling the vacancy in literature through conducting
psychological experiments to examine linkage between investor s emotion, trading behavior and asset pricing. The results show that
when asset prices are dose to the peak emotion volatility will significantly affect asset prices, while both are mainly determined by
fundamental economic information. On the other hand, when the asset prices approach the bottom, trading behavior is more likely
to be afected by fundamental economic information, not by emotional changes. Experiments reveal that there exists remarkable
asymmetrical “ irrationaliy” and “ over rationality” in the extreme market conditions. These findings add psychological evidence to
behavioral asset pricing theory.

Key Words: Emotional Volatility; Trading Behavior; Asset Pricing; Bubble Formation
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