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Heterogeneous price expectations risk free rate adjustment and volatility of

security markets

YUAN Chen'® FU Qiang'
1. College of Economy and Business Administration Chongqing University Chongqing 400030 China;

2. School of management Chongqing Jiaotong University Chongqing 400074 China

Abstract: After constructing a two-dimensional discrete nonlinear dynamical model of asset prices with trad—
ers’ heterogeneous price expectations this paper studies the impact of risk free rate adjustments on the stabili—
ty of the equilibrium point. Moreover an empirical test has been used to study the volatility of Chinese stock
market from 2004 to 2009. Theoretical analysis shows that the local stability in security markets is difficult to
show up due to the increasing risk free rate and it can not be essentially changed when the risk free rate de—
clines. Furthermore the results are also indirectly confirmed by the empirical work. Especially compared with
the benchmark the volatility of China’ s stock market is excessive during the seven times of increasing interest
rate from August 2006 to October 2008. However during the four times the central bank’ s reduced interest
rates from October 2008 to October 2009 the volatility shows no significant difference with respect to the
benchmark.

Key words: heterogeneous price expectations; risk free rate; volatility; mean reversion



