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Circuit Breaker, Investor Sentiment and Market Volatility
TU Xinshu & YU Peiyun

Abstract: How to restrain the excessive volatility and promote the steady development of securities
market to prevent systemic financial risks has been a hot issue for regulators all over the world. The
Circuit Breaker, as one of the market-stabilized mechanism, has been controversial about its pros and
cons. It was implemented by China Securities Regulatory Commission (CSRC) on January 1st, 2016,
but was repealed only in 4 days for frequent triggers. It is of theoretical and practical value to evaluate
the policy effect and the cause of failure scientifically. This paper uses the data sample from December
4, 2015 to February 4, 2016 in Chinse A-share market. we build the Investor Sentiment Composite
Index by principal component analysis (PCA) based on 4 indicators of price-earnings ratio, turnover,
the proportion of financing purchases and the ratio of rising and falling households. Then we construct
a Structural Vector Autoregression Model (SVAR) to demonstrate the relationship between investor
sentiment and market volatility. Empirical results show that investor sentiment becomes pessimistic
and experiences more violent swings due to the implementation of the policy. The change of investor
sentiment is an important cause of the violent market fluctuation. Besides, the trading of Share Price
Index Futures, Securities lending transactions and Shanghai-Hong Kong Stock Connect program can
generally alleviate the violent fluctuations. The results contribute not only enrich current literature on
mechanism of Circuit Breaker, but also have important implications to perfect Chinese stock market
trading system, improve investor structure and formulating prudent policies.

Keywords: circuit breaker; investor sentiment; market volatility; PCA; SVAR



