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Abnormal Volatility Trading Halt and Price Discovery Efficiency

LI Yang' ,WANG Chunfeng' , FANG Zhenming®, XIANG Jiankai'
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Abstract : Abnormal volatility trading halt is one of the most common mechanisms of price stabilization in the securities market.
Extant studies have not drawn a consistent conclusion on the effects of abnormal volatility trading halt. Proponents argue that in-
vestors can use this trading halt to reanalyze information and form a new equilibrium price. Opponents show the trading halt ham-
pers investors to put their potential demand into the trade, which results in higher trading volume and price volatility after re-
sumption. Whether China’s abnormal volatility trading halt should be cancelled or not to explore the effects of abnormal volatility
trading halt on price discovery has important theoretical significance on improving trading mechanism.

Adopting rational expectations framework, we identify the reasons for abnormal volatility by introducing noise trading risk
and the uncertainty of asset value, and then discuss the market clearing process when implementing the trading halt under differ-
ent conditions. On one hand, abnormal volatility trading halt helps increase the number of traders, which helps reduce the pri-
cing error. On the other hand, abnormal volatility trading halt would increase the uncertainty of asset value, which would in-
crease the pricing error. Based on this logic, this study constructed a market clearing model including clearing time interval,
learning process of informed trader and information friction. Then we study the effects of abnormal volatility trading halt on price
discovery efficiency and liquidity risk.

Our research shows that; first, the abnormal volatility trading halt resulting from high noise trading risk and low uncertainty
of asset value could contribute to the decrease of liquidity risk and price discovery efficiency; second, the abnormal volatility
trading halt resulting from low noise trading risk and high uncertainty of asset value could increase liquidity risk and price discov-
ery efficiency; third, the abnormal volatility trading halt resulting from high noise trading risk and high uncertainty of asset value
could decrease liquidity risk and increase price discovery efficiency. Overall, the key to the implementation effect of trading halt
depends on the magnitude of the risk of noise trading and the uncertainty of asset value. For stocks with higher information asym-
metry, the trading halt could be beneficial to improve the efficiency of price discovery, while for stocks with higher risk of noise
trading, the trading halt could be beneficial to reduce liquidity risk.

These research conclusions are of great significance to further improve trading system and the quality of China’s financial
markets. In the real financial market, continuous call auction market could not necessarily have market equilibrium and may be
a market collapse in extreme cases for those stocks with high information asymmetry or high noise trading risk. Therefore, the
presence of abnormal volatility trading halt system has certain necessity.
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