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An Empirical Research on the Formation Mechanism of China’s Call Warrants
Bubble

ZHANG Wei-qiang', LIAO Li*, SHEN Hong-bo’
(1. School of Economics and Management, Tsinghua University, Beijing 100084, China;
2. PBC School of Finance, Tsinghua University, Beijing 100084, China;
3. Institute for Financial Studies, Fudan University, Shanghai 200433, China)

Abstract: Asset price bubbles are defined as the asset price exceeds the asset’ fundamental value. The
difficulty in measuring asset fundamentals complicates the confirmations of existence of bubbles, such as the
controversial topic whether current Chinese real estate market is experiencing bubbles. However, the fundamental
value of warrants is easily measured compared with that of other assets. The upper bound of warrants’ fundamental
value, which can be determined by the price of underlying stocks, the price—change limit of its underlying stocks,
and the Black—Scholes model, gives us the useful tools to determine the existence of bubbles. Firstly, the market
prices of call warrants significantly deviated from the theoretical prices, which whether were implied by Black -
Scholes model or model free. Secondly, the call warrants’ bubble is higher the put warrants’. Lastly, the Short—
sales constraints and heterogeneous beliefs in driving bubbles are a key driver of warrant bubbles. Low transfer
fees, “T + 07 rule, wider daily price change limit and high return volatility make warrant trading like lottery
playing, which gives warrant trades entertainment. The warrants market was closed for its bubble. The warrants
market should be re—opened soon for investors can use it to hedge or mitigate the risk. Before it, investor’s
education and effective regulation of the financial market are needed.

Key Words: bubble; warrant; derivatives; investor education
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