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Heterogeneous Beliefs, Short-Sale Constraints,

and Chinese Stock Market Return Reversals

LIU Yunting ( Peking University, 100871)
ZHANG Xiaorong ( Tsinghua University, 100083)
Abstract: This paper studies the impact of heterogeneous beliefs and short-sale constraints on Chinese stock
market return reversals both theoretically and empirically. It first extends the investor overconfidence model of
Daniel et al (1998, 2001 ) to incorporate heterogeneous beliefs and short-sale constraints. Because of short-sale
constraints, stock prices may initially reflect more of the expectations of optimists and become overvalued.
Therefore, the magnitude of heterogeneous beliefs is negatively related to future returns. And such relationship
is stronger among winner portfolios, possibly due to biased self-attribution. Empirical tests based on Chinese A-
share stock markets confirm the predictions of the model. Using turnover and idiosyncratic volatility as a proxy
for heterogeneous beliefs, we find that heterogeneous beliefs are negatively related to future returns, especially
among winner portfolios. Using whether stocks can be margin traded as a measure for short-sale constraints, we
find that return reversals are weaker among margin-traded stocks as suggested by the theory, suggesting that
margin-trading could improve market efficiency. Our research lends policy support to strengthening investor
education, enhancing corporate information disclosure and introducing margin-trading into Chinese capital
markets.
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JEL. G12, G14, D84

ARG F A

100



