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Relationship between Herding Behavior and Stocks’ Price Volatility .
Evidence from a Theoretical Perspective
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Abstract: With the vigorous development of behavioral finance research, the prevalence of herding behavior in the stock market

has become a consensus, but unfortunately, most of the existing research remains at the empirical level, and the discussion of the

relationship between herd behavior and stocks’ price volatility fails to reach a consistent conclusion. Some studies suggest that

herding behavior will exacerbate the volatility of the stocks’ price, while the others show that herding behavior may accelerate the
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stability of the stock market.

This study analyzes the relationship between herd behavior, information status and stocks’ price volatility from a theoretical
view. Based on the principle of no-arbitrage theory and the idea of option game, an asset portfolio is constructed to replicate the
stocks in the normal trading, the stocks’ volatility value model is established to describe the contribution of volatility in the com-
position of stocks’ price, and it is used as an index to measure stocks’ volatility. Basing on the information-based herd behavior
model, the study describes the effect of herd behavior and information state on stock price fluctuation, and constructs the stocks’
volatility value model driven by herd behavior. Using the Least Square Monte Carlo method, the study analyzes the impact of herd
behavior on stocks’ volatility value under different information conditions.

The results of the study show that the impaet of herding behavior on stocks’ volatility needs to be analyzed based on different
information conditions. As herding behavior will exacerbate the differentiation of market information towards fully “informed” and
*“uninformed” , under the condition of incomplete but symmetrical information, herding behavior in the market with low informa-
tion level will have a convergence effect on stocks’ volatility. Herding behavior in the high-informed market will have a divergent
effect on stocks’ price volatility, while the role of herding behavior in the medium-informed market is not obvious. For markets
with incomplete and asymmetric information, it is shown that when the equivalent information advantage is not obvious, market
volatility can be stabilized, and when the equivalent information advantage is large enough, the herding behavior will exacerbate
stock market volatility.

The results for this study provides reasonable explanations for the different opinions on whether herding behavior will exacer-
bate stock market volatility in current empirical researches, and further improves modern asset pricing theory. The relevant re-
search results may provide a theoretical basis for regulatory authorities to improve information disclosure systems and strengthen
investors’ education and guidance. It can also help investors fully understand market information status and bounded rational be-
havior, and provide reference for optimizing decision-making and avoiding risks.
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