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Abstract

This research examines the influence of prospect theory on stock returns during a stock price bubble period in
companies listed on the Tehran Stock Exchange. The study, which analyzed data from 120 companies between
2007 and 2021, utilized the Fama-Macbeth regression method. Findings reveal a notable difference in excess
returns between companies experiencing a stock price bubble and those that are not. However, there was no
significant variance in excess returns across different portfolios based on the prospect theory value. When
combining portfolios based on both prospect theory and stock price bubble presence, companies with a high
prospect theory value demonstrated significantly higher additional returns in non-bubble conditions compared to
those with a low prospect theory value. Conversely, during a stock price bubble, companies with a high prospect
theory value experienced significantly lower additional returns than those with a low prospect theory value.
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Introduction: Behavioral attitude in decision-making is one of the new topics that has received attention in the
past years. Prospect theory, by Tversky and Kahneman (1992), is a behavioral theory. This theory believes in the
difference in people's preferences in decision-making, especially in risky situations, therefore, by combining
behavioral perspectives with quantitative methods, it seeks to explain the real pattern of people's decision-
making. Other variables of interest are stock return fluctuations and price bubbles. The reason for this attention is
related to the relationship between the volatility of stock prices and consequently the volatility of companies'
stock returns and its impact on the financial performance of companies and the entire economy. A bubble occurs
when speculation in a certain financial instrument, such as stocks, causes the price to rise, and this action
becomes more speculation. In this situation, the market price reaches a completely irrational level. Therefore, in
this article, the relationship between prospect theory and stock returns during the stock price bubble in Tehran
Stock Exchange is investigated.
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Method and Data: This research is a basic-experimental and post-event type of research. Also, in terms of its
nature, this research is one of the descriptive-correlational researches, and it is practical in terms of its purpose.
The selected sample of this research for the period of 1386 to 1400 includes the companies accepted in the
Tehran Stock Exchange. After applying the above restrictions, 120 companies met the necessary conditions and
all the companies were selected for investigation. In this research, the impact of the prospect theory on the
explanation of stock returns in capital asset valuation models (Sharp, 1964), the three-factor model of Fama and
French (1992) and the five-factor model of Fama and French (2015) were investigated in this research has been
discussed. For this purpose, first, the sample companies are divided into 5 portfolios based on the stock returns
in the last month. In the following, each of the valuation models is measured using the Fama-Macbeth (1973)
regression approach separately for each of the portfolios, and the difference in alpha coefficient between
portfolio 5 (highest stock return) and portfolio 1 (lowest stock return) It is examined. Finally, the perspective
theory variable is added to the following models and after re-estimating the models, the difference in the
absolute value of the alpha coefficient (unexplained return) between different portfolios is calculated and with
the results of the models without the eye theory. The estimates are compared in order to obtain evidence
regarding the impact of the perspective theory on the explanation of returns by valuation models. In the Fama
and French models, at the end of each year, all companies are ranked based on size, and then the stocks are
divided into two groups, the first group includes stocks whose market value is less than is the median, and the
second group is stocks whose market value is greater than the median. After that, all the companies that are
placed in one of the above two groups are ranked every year based on the ratio of book value to market value
and then they are divided into three categories. As a result, 6 different baskets are obtained from the combination
of these two divisions.

Findings: The findings show that the first hypothesis of the research, that there is a significant difference
between the amount of stock returns at different levels of the perspective theory value, is not confirmed. The
second hypothesis of the research that there is a significant difference between the amount of stock returns in the
combined portfolios of the prospect theory and the stock price bubble is confirmed. The third hypothesis of the
research that the perspective theory had a significant effect on the monthly excess return of stocks is confirmed,
and finally the fourth hypothesis of the research is placed that despite the stock price bubble, the impact of the
perspective theory on stock returns has increased is confirmed.

Conclusion and discussion: In this research, the relationship between prospect theory and excess stock returns
during the price bubble period of companies listed on the Tehran Stock Exchange was investigated. The results
show that the prospect theory has a significant effect on stock prices and returns, especially in bubble conditions.
Therefore, paying attention to the behavioral characteristics and cognitive principles of people in the stock
market is very important, or in other words, investors in the stock market should be able to control the effect of
their personality characteristics when investing, especially when creating price bubbles and make investments
based on real analysis.
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