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ABSTRACT

Based on rational expectations models, fundamentals and specula-
tive bubbles are two factors in governing the asset price process. This
article applies the Driffill and Sola (1998) model of regime-switching with
intrinsic bubbles to Taiwan’s stock market. Because listed companies in
Taiwan seldom pay cash dividends, we use the average of earnings
before tax of all listed companies as a proximate variable for the divi-
dend index. Our empirical findings include (1) there exist high/low divi-
dend growth, high/low price to dividend ratio, and the ratio’s high/low
volatilities states in Taiwan’s stock market; (2) the identified persistent
states of dividend growth are not very close to Taiwan’s business cycles;
(3) regime-switching provides a better explanation for stock price than
the pure bubble model, and adding the intrinsic bubble only provides a
marginally explanatory contribution for the stock price compared to a
pure regime-switching model.
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