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The Formation Mechanism and Influencing Factors
of Stock Price Crash Risk: From Macro-Market to

Micro-Governance

Deng Dahong!
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Abstract: Stock price crash risk, which is expressed in sudden and radical declines in the price of
securities is a deadly threat to the asset package of investors and regular functioning of capital markets.
In order to conduct a methodological examination of the logic of triggering this extreme risk, this paper
will initially examine the formation processes of stock price crashs on both macro-market and
micro-firm grounds. Under the Efficient Market Hypothesis, it studies both the feedback of financial
leverage and market volatility under the efficient market hypothesis and the irrationality effects
through noisy trading and the heterogeneous beliefs in view of behavioral finance. The analysis within
the framework of the agency conflicts and information asymmetry theory is on the firm level where the
hypothesis based on bad news hoarding is discussed. On this basis, the paper also summarizes the
contributing factors of stock price crash risks from internal and external corporate environments. The
studies also show that the management behaviors (e.g., equity incentives, tax avoidance,
over-investment and executive characteristics) are mainly related to internal factors; the quality of
information disclosure and characteristics of large shareholders. The external circumstances consider
primarily the monitoring effect, herd effect of the institutional investors, the quality of external audit,
media oversight and the governance intervention through directors’ and officers’ (D&O) liability
insurance. Not only does the theoretical review in this paper offer a complete analytical framework in
understanding severe volatility mechanisms in capital markets, but it also has a critical impact in
providing theoretical bases on how to prevent systemic financial risks, reinforce corporate information

transparency, and improve efficiency of governance.

Keywords: Stock Price Crash Risk; Formation Mechanism; Influencing Factors; Bad News Hoarding

Hypothesis; Corporate Governance
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