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Abstract

The efficient market hypothesis (EMH) assumes that investors are rational and value

securities rationally. A rational investor would value a security by its net present value;

the price of a stock in this framework is based on the discounted cash flow or the

present value model. Although the EMH-based model is partially successful in

computing fundamental stock prices, other anomalies such as high trading volume,

high volatility, and stock market bubbles remain unexplained. These models assume

rational investors who are utility maximizers. But some investors behave irrationally or

against the predictions, and in the aggregate they become irrelevant. In this paper, we

relax the assumption of investor rationality, and attempt to explain high volatility, high

trading volume, and stock market bubbles by incorporating investor sentiment into the

already existing asset pricing model.

 keywords: investor sentiments stock pricing financial anomalies behavioral finance

Previous article View issue table of contents Next article 



 

We Care About Your Privacy

We and our 842 partners store and/or access information on

a device, such as unique IDs in cookies to process personal

data. You may accept or manage your choices by clicking

below, including your right to object where legitimate

interest is used, or at any time in the privacy policy page.

These choices will be signaled to our partners and will not

affect browsing data. Privacy Policy

We and our partners process data to provide:

Use precise geolocation data. Actively scan device

characteristics for identification. Store and/or access

information on a device. Personalised advertising and

content, advertising and content measurement, audience

research and services development.

List of Partners (vendors)

I Accept

Essential Only

Show Purpose

https://www.tandfonline.com/
https://www.tandfonline.com/action/showPublications?pubType=journal
https://www.tandfonline.com/hbhf20
https://www.tandfonline.com/loi/hbhf20
https://www.tandfonline.com/toc/hbhf20/8/3
https://www.tandfonline.com/toc/hbhf20/8/3
https://www.tandfonline.com/journals/hbhf20
https://www.tandfonline.com/author/Lawrence%2C+Edward+R
https://www.tandfonline.com/author/McCabe%2C+George
https://www.tandfonline.com/author/Prakash%2C+Arun+J
https://doi.org/10.1080/15427560701547248
https://www.tandfonline.com/action/clickThrough?id=5931&url=%2Fr%2Fsubjectsample-efbi&loc=%2Fdoi%2Fabs%2F10.1080%2F15427560701547248&pubId=40200103&placeholderId=1074&productId=3092
https://www.tandfonline.com/doi/full/10.1080/15427560701547248?scroll=top&needAccess=true
https://www.tandfonline.com/doi/figure/10.1080/15427560701547248?scroll=top&needAccess=true
https://www.tandfonline.com/doi/ref/10.1080/15427560701547248?scroll=top
https://www.tandfonline.com/doi/citedby/10.1080/15427560701547248?scroll=top&needAccess=true
https://www.tandfonline.com/doi/metrics/10.1080/15427560701547248?scroll=top
https://www.tandfonline.com/doi/permissions/10.1080/15427560701547248?scroll=top
https://www.tandfonline.com/doi/abs/10.1080/15427560701547248
https://www.tandfonline.com/keyword/investor+sentiments
https://www.tandfonline.com/keyword/stock+pricing
https://www.tandfonline.com/keyword/financial+anomalies
https://www.tandfonline.com/keyword/behavioral+finance
https://www.tandfonline.com/doi/full/10.1080/15427560701545622
https://www.tandfonline.com/toc/hbhf20/8/3?nav=tocList
https://www.tandfonline.com/doi/full/10.1080/15427560701547487
https://www.tandfonline.com/
https://www.tandfonline.com/action/showCart?FlowID=1
https://www.informa.com/privacy-policy/


Notes

We assume the dividends have extremely high growth g , where g > r until time T.

Afterward, we assume dividends grow at a constant rate g , where g < r. The current

price of the high-growth stock is then:

See Sharpe [1978, p. 315] for a fuller description of this method.

Future dividends are computed from the current dividends and the growth rate. The

discount rate is computed using CAPM. The growth rate is computed from the company-

specific information (usually a multiple of ROE and the plowback ratio).

For details about the formula and a description of each term, see Shleifer [2000, pp.

134–143].

For a firm with abnormally high growth, Equation (3) can be modified accordingly.

The remaining three companies were added much later to the Dow Jones Index.
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