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Abstract

Through a comprehensive and critical literature review, the study sheds light on the
paramount role of investor sentiment in the formation of the systemic risk by investigating
the sentiment’s impact on the mean-variance stock framework. The research reviews the
impact of investor sentiment on stock market volatility and highlights the paradox and
inconclusive results of past studies. In an attempt to provide guiding lines for resolving this
paradox, the research emphasizes the importance of accounting for economic shocks when
investigating the predictive and impact power of sentiment on the stock market volatility,
highlighting the shift in the sentiment predictive powers within crisis and non-crisis periods
and the heavier impact of the investor’s sentiment in emerging markets compared to the
developed markets. By providing a critical review of the literature, this study aims to open

doors for various researchers to re-examine the dynamics of stock market volatility and
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investor sentiment under various conditions and assumptions, in an attempt to resolve the
underlying inconclusiveness of the past studies. By resolving this paradox, researchers can
adjust asset pricing models to account for investor sentiment, while practitioners can better

predict the market volatility and adjusting policies to accommodate for market behavior.

Keywords: investor sentiment, volatility, crisis and non-crisis periods, emerging markets

Introduction

Market volatility has always been a major concern for traders, investors, and policymakers
alike. Not only is it a key factor in setting asset prices; it is also crucial for managing risk. For
instance, the level of market volatility can significantly affect how smoothly capital markets
operate. High volatility, for example, can drive up the cost of capital by increasing the risk
premium, which in turn can lower economic output and impact investment decisions. As a
result, understanding and predicting market volatility remains a significant topic among
researchers, and until we can perfectly predict it, this interest is unlikely to wane. Many
researchers have tried to unpack market volatility drivers. Some, like Schwert in 1989, have
linked it to the ups and downs of the business cycle. Others, like French and Roll in 1986,
point to trading activity, and Black in 1976 highlighted the role of financial leverage. But as
the traditional financial theories struggled to explain various stock market puzzles and their
inability to fully grasp market movements, behavioral finance emerged. Behavioral Finance
looks at how individual biases and heuristics affect the stock market, moving beyond the
mere calculations of risk while accounting for variables such as investor sentiment. However,
even with behavioral finance, empirical evidence seemed to not reach definite and conclusive

results on the impact of sentiment and its predictive power on volatility.

Hence, the following study is a comprehensive literature review shedding the light on the
evolvement of the asset pricing and the shift from neo-classical to behavioral theory
highlighting the eminent role of behavioral sentiment in asset pricing while combining and
proposing probable explanations through the literature that can resolve the ongoing paradox
of sentiment role in asset pricing, opening the doors for researchers to investigate various

dynamics of the volatility-sentiment relationship.
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1. From the Neo-classical Theory to the Behavioral Theory of Finance

1.1. The Fundamentals of the Neo-Classical Theory of Finance

The neo-classical theory of finance, which emerged as a dominant paradigm in the second
half of the 19th century, is grounded in the Rational Expectation Hypothesis (REH) and
theorizes that economic agents are rational, risk-averse individuals who aim to maximize
their expected utility while considering only economic factors (Friedman, 1953; Kumari &
Mahakud, 2015).

Central to this theory are the Capital Asset Pricing Model (CAPM), the arbitrage principle,
and the Efficient Market Hypothesis (EMH), which asserts that asset prices at any time fully
reflect all available information (Fama, 1970). Hence, through a rational risk-return trade-off
process, which is adopted by all rational market participants, the EMH posits that any asset
mispricing can be corrected through arbitrage, which brings asset prices back to their
fundamental value (Friedman, 1953; Fama, 1970; Kumari and Mahakud, 2015).

Further, and to empirically test for the EMH, Fama (1965) utilized the Random Walk
Hypothesis (RWH), which traces back to Bachelier (1900). The RWH states that stock prices
follow a random walk making future prices unpredictable. In other words, the RWH explains
that news are immediately reflected in prices, and since news are unpredictable, todays price

changes reflect only today’s news and are independent of yesterday’s and tomorrow’s price

changes (Malkiel, 2003).

Subsequently, the EMH has been tested by various researchers, like Wu (1996), Laurence et
al. (1997), Choudhry (1997), Narayan and Smyth (2005, 2007), Chien-Chiang Lee et al.,
(2010), M.A. Séanchez-Granero (2020), among many others, who tested the EMH and the
random walk hypothesis by utilizing different methods, including serial correlation, different

unit root tests and trading strategies.

The EMH, however, faced criticism, particularly for its rationality assumption. Critics argued
that the theory failed to account for the human factor in decision-making under uncertainty
and risk (Kahneman & Tversky, 1979). This critique led to the emergence of Behavioral
Finance, which challenges the notion of complete rationality by highlighting cognitive and
emotional biases that often result in suboptimal decisions (Herve et al., 2019). Pioneers in
this field, such as Bondt and Thaler, repeatedly challenged the EMH, pointing out market
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anomalies that the neo-classical theory could not explain (Barberis & Thaler, 2003; Singh et
al., 2021).

1.2 EMH Critic and the Emergence of the Behavioral Finance

Since its introduction, the EMH faced ongoing critique. Despite Eugene Fama's 1970
acknowledgment of the strong form efficiency's impracticality, describing it as a theoretical
benchmark for real market activity, various scholars have challenged EMH’s notion of
perfect efficiency. For instance, Grossman and Stiglitz (1980) debated that perfect market
conditions do not provide enough incentives to allow trading, as it doesn’t create enough
profit opportunities to recompense for the trading cost. Additional criticism labeled the EMH

as ‘too restrictive’ (Lim, 2007), largely due to its foundational assumption of rationality.

Empirical evidence also challenges the validity of EMH. Studies have identified anomalies
that are inconsistent with market efficiency, such as the January effect, where stocks tend to
perform better in January than in other months (Rozeff & Kinney, 1976), and the momentum
effect, where past winners continue to perform well in the short term (Jegadeesh & Titman,
1993). These anomalies suggest that markets are not always efficient and that there are

opportunities for investors to earn abnormal returns.

Moreover, the 2008 financial crisis further questioned the foundations of EMH. The crisis
highlighted the limitations of relying solely on market efficiency and rational expectations, as
it exposed the complexity and interconnectedness of financial markets and the role of

irrational behavior in market dynamics (Shiller, 2003).

Hence, The EMH assumption of rationality and the failure of the neo-classical finance
theories in explaining the market anomalies market anomalies paved the road for the
development of Behavioral Finance as a field, which points out the critical role of human
behavior in financial decision-making under various conditions of certainty and uncertainty
(Kahneman and Tversky, 1979). The behavioral finance theories challenged the EMH
fundamental pillar by describing the market participants as irrational agents, influenced by
their biases and heuristics, (Barberies and Thaler, 2003; Daniel et al, 2002; Schiller 2003),
which set the ground and pillars for the development of the noise trader theory in asset

pricing.
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2.Behavioral Theory and the Role of Investor Sentiment in Asset Pricing

2.1The Noise Trader theory and the Market Anomlaies

The Behavioral Finance theory which emerged as a critique to the neo-classical theory
challenging the assumptions of EMH, posits that investors’ rationality is bounded by
cognitive biases, such as overconfidence, anchoring, and herd behavior, among others, which
can lead to systematic errors in judgment and decision-making (Kahneman & Tversky, 1979).

Further, the behavioral theory introduces the concept of ‘noise traders’, describing noise
traders as irrational unsophisticated traders who ‘falsely believe that they have special
information about the future price of the risky asset’ (J. Bradford De Long, 2005, p.3, I.1).
Hence, these traders trade on non-fundamental information, follow trends and chart patterns
(Bender et al., 2013) and underreact (overreact) to bad (good) news, while exhibiting poor
market timing (Black, 1986, Vikash Ramiah, 2015). As a result, noise traders drive the asset
prices away from their intrinsic values, increasing the market’s volatility and thus the
systematic risk (De Long et al, 1990; Black 1986; Shleifer and Vishny, 1997). Vis-a-vis, a
substantial amount of empirical studies demonstrated the presence of noise traders in
speculation (De Long et al.,1990), hedging (Dow & Gorton, 1994), and liquidity trading
(Foster & Viswanathan, 1990, 1993; Pagano & Roell, 1996). Empirical studies also provide
evidence of the influence of investor sentiment and noise trading on market anomalies. For
instance, the closed-end fund puzzle, where the prices of closed-end funds deviate
significantly from their net asset values, has been attributed to investor sentiment (Lee,
Shleifer, & Thaler, 1991). Similarly, the momentum effect, where past winners continue to
outperform past losers, has been linked to the gradual diffusion of information and the
behavior of noise traders (Hong & Stein, 1999). Moreover, the low-volatility anomaly, where
low-volatility stocks outperform high-volatility stocks, can be partially explained by the
preferences of noise traders for high-volatility stocks, leading to their overvaluation (Baker,
Bradley, & Wurgler, 2011). These anomalies highlight the role of sentiment and noise trading

in creating deviations from market efficiency.

Finally, this ‘noise trading’ or ‘excessively bullish and bearish expectations of noise traders’,
or the ‘waves of sentiment’ as described by Kumari and Mahakud (2015), can persist in the

market (Brown and CIiff, 2005), affecting the asset prices (Lee et al., 1991). Put differently,
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the Investor sentiment is considered a component of the systematic risk and should hence be
incorporated in the asset pricing (Kumari and Mahakud, 2015; Baker and Wurgler, 2006,
2007; Black 1986).

2.2 Investor Sentiment and the Mean-Variance Stock Return

Market volatility is a key area of study in both neo-classical and behavioral finance. The neo-
classical view, represented by the Black-Scholes model (Black and Scholes, 1973), attributes
volatility to changes in fundamental factors. In contrast, behavioral finance suggests that
volatility can also result from investor sentiment, cognitive biases, and herd behavior, as
discussed by Shiller (1984) in his work on speculative bubbles. De Long et al. (1990) further
elaborate on this concept by showing that the presence of noise traders can lead to excess
volatility and return predictability, as rational investors adjust their strategies to account for
the unpredictable behavior of noise traders. This creates a feedback loop where the actions of
noise traders can have a sustained impact on market prices, even in the absence of new
fundamental information. Subsequently, Bollerslev et al. (1992) introduced the concept of
volatility clustering in financial markets, where periods of high volatility tend to be followed
by periods of high volatility, and periods of low volatility followed by periods low volatility.
This impact volatility clustering and feedback loop has been further investigated by Lux
(1995), who observed in his model of herding behavior that investor sentiment can contribute
to feedback effects and volatility clustering in financial markets concluding that sentiment-
induced buying or selling can lead to self-reinforcing price movements. In capturing volatility
clustering, Engle (1982) introduced the autoregressive conditional heteroskedasticity
(ARCH) model, which captures volatility clustering, a phenomenon where periods of high
volatility are followed by periods of high volatility and periods of low volatility followed by
periods of low volatility. Sentiment fluctuations can contribute to this clustering, as shifts in

investor mood can lead to sustained periods of increased or decreased volatility.

Further, theoretical models and empirical evidence suggest that investor sentiment can lead to
overreactions and underreactions in the market, contributing to increased volatility. For

example, Barberis, Shleifer, and Vishny (1998) proposed a model of investor sentiment that
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explains how investors can become overly optimistic or pessimistic, leading to price swings
and volatility. Similarly, Hong and Stein (1999) developed a model showing how differences
in investor beliefs and the slow diffusion of information can result in momentum and
reversals, contributing to market volatility. Focusing on the volatility-sentiment dynamics,
Lee et al. (2002) and Aydogan (2016) showed that investor sentiment acts as a component in
explaining the conditional volatility in developed markets, precisely the US and the European
market, respectively. Additionally, Verma and Verma (2007) examined and verified the

influence of noise trading in the formation of conditional volatility.

Further, Huang et al. (2015) investigated the asymmetric effects of investor sentiment on
market volatility. They found that negative sentiment has a stronger impact on increasing
market volatility compared to the stabilizing effect of positive sentiment. This asymmetry
suggests that fear and pessimism can lead to more pronounced market reactions than
optimism. The results are in line with the Prospect Theory developed by Daniel Kahneman
and Amos Tversky in 1979, who demonstrate the asymmetry between the evaluation of gains
and losses, loss aversion, and diminishing sensitivity, asserting that losses are perceived as
more significant than gains, and as a result, individuals are more likely to make decisions that
avoid losses rather than those that result in gains, demonstrating a "loss aversion™ attitude.

In terms of predictive power of the investors’ sentiment, Neal and Wheatley (1998), Simon
and Wiggins (1999) and Wang et al (2006) studied the predicting power of investor sentiment
and concluded that sentiment indeed predicts stock returns. Additionally, Tetlock (2007)
analyzed the predictive power of sentiment indicators derived from financial news and found
that news sentiment can predict future stock returns and market volatility, confirming the
value of sentiment analysis in forecasting market movements. Simultaneously, Baker and
Wurgler (2006, 2007), examined the investor sentiment and cross-sectional returns. The
researchers concluded that different groups of investors have different cross-sectional returns,
and hence different stock types are affected differently by sentiment. Particularly, value and
small stocks which are difficult to arbitrage and evaluate are more inclined to be affected by
the sentiment, compared to their counterpart. Additionally, Baker and Wurgler (2007) also
argued that unprofitable, highly volatile stocks and/or stocks of growth-seeking or distressed

firms are more widely impacted by the investor sentiment and noise trading.
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Other researchers shifted their investigation of sentiment impact to the commodity market.
For instance, Yang et al. (2019) and Qadan and Nama (2018) showed that investor sentiment
contains useful information that help in forecasting the crude oil volatility. Similarly, ZChen,
et al., (2021) investigated the predictive power of investor sentiment within the energy sector
and found a significantly positive impact of investor sentiment on WTI oil spot and futures
prices. Another study investigating the sentiment impact in the commodity market is that of
Lutz (2014) which examined the role of investor sentiment in the volatility of commodity
markets. The study found that sentiment significantly influences the volatility of commodity
prices, with periods of high sentiment associated with lower volatility. This indicates that
sentiment can affect not only equity markets but also other asset classes.

Despite the rich literature investigating the effect of investor sentiment on the mean-variance
relation and the stock volatility, the findings of the predictive power of investor sentiment on
stock volatility is far from conclusive, specifically within the emerging markets and during
crisis periods. For instance, Baker and Stein (2004) explored the dynamics between investor
sentiment and market volatility. They found that periods of high investor sentiment are often
associated with lower subsequent market volatility, as optimistic investors tend to
underestimate risk. Conversely, periods of low sentiment are linked to higher volatility due to
increased risk aversion. The results contradict with the volatility clustering model and
previous results of Engle (1982), De Long et al. (1990) and Bollerslev et al. (1992),
respectively.

Further, Wang el al., (2006) found a stronger reverse causality between investor sentiment
and stock market volatility. Conducting their analysis on the US stock market data, the
researchers found that it is the return volatility that affects the investor sentiment rather than
contra-wise. Comparably, Spyrou (2012) shows that it is the lagged volatility that impacts the
conditional volatility rather than the investor sentiment Furthermore, Kling and Gao (2008)
found no presence of a long-term relation between sentiment and stock prices. Contrarily to
Spyrou (2012) and Wang el al., (2006) and Kling and Gao (2008), Abhijeet Chandraa and M.
Thenmozhib (2013) investigated the mean-variance and sentiment dynamics. They found a
positive relation between excess return and sentiment, as well as between market volatility
and sentiment. Moreover, Wenzhao Wang and Darren Duxbury (2021) explained that

markets characterized with cultural tendency to overreaction, are more prone to be driven by
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sentiment, compared to their counterparts. Additionally, in their investigation of the
sentiment-volatility dynamics, Haritha and Abdul Rishad (2020) found strong evidence
supporting the impact of sentiment on market volatility, stating that irrational sentiment
indeed increases the excess volatility in the market and thus affects the excess market returns.
Further studies investigating and validating the proposition that investor sentiment is
embedded in the systematic/market risk and hence priced into the market by investigating the
effect of sentiment on excess return and conditional volatility, include Yu and Yuan (2011).
Finally, Cagli et al., (2020) attributed the inconclusive results to the fact that various of the
past empirical studies, conducted their investigation under a linear model, failing to account
for structural breaks which accommodate the market changes and market distress.

3. Investor Sentiment and the Emerging Markets

Previous research recorded Investors’ behavior in emerging markets to be different than
developed markets (Kim and Nofsinger, 2008). The aforementioned difference can be
attributed to the higher stock volatility, uncertain policies and overall weaker market
efficiency, compared to the developed markets (Bekaert and Harvey, 2003; Lim and Brooks,
2011; Lesmond, 2005). For instance, Bekaert et al. (2011) conducted a cross-market analysis
of investor sentiment in emerging markets. They found that global sentiment had a substantial
impact on local market returns, with emerging markets being more sensitive to changes in
global sentiment than developed markets. Comparably, Bekaert and Hoerova (2014)
examination of the relationship between investor sentiment and market volatility in emerging
markets concluded that sentiment is a significant predictor of market volatility in these
markets, with positive sentiment associated with lower volatility and negative sentiment
linked to higher volatility. Additionally, Wenzhao Wang and Darren Duxbury (2021) found
that emerging markets tend to show an instant reaction to changes in investor sentiment

compared to developed markets.

Further empirical evidence include Kumari and Mahakud (2015) investigated the role of
investor sentiment in the Indian stock market within a conditional non-linear mean-variance
framework. Their findings validated the embeddedness of the sentiment in the market risk of

the Indian stock market and its positive correlation with the excess return as well as its
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predictive power of the stock return volatility; Akdeniz and Salih (2016) studied the impact
of investor sentiment on stock returns in the Turkish market. Their results showed that
sentiment, measured by trading volume and the number of transactions, had a significant
effect on stock returns, particularly during periods of market downturns; Da Silva et al.
(2018) investigated the impact of investor sentiment on stock returns in the Brazilian market.
They found that sentiment had a significant and positive effect on stock returns, with the
impact being more pronounced during periods of market stress; Qiao et al. (2019) explored
the relationship between investor sentiment and stock market volatility in China. Their
findings indicated that investor sentiment, measured by the turnover rate and the number of
new accounts, significantly contributed to market volatility, especially during bullish periods.

4. Investor Sentiment and Market Distress Periods

Comparably to the different impact of sentiment in emerging and developed markets, studies
also showed the distinct role that sentiment plays during crisis and non-crisis periods. For
instance, Chau et al. (2014) conducted a cross-country analysis of investor sentiment during
the global financial crisis and found that sentiment has a significant impact on stock returns
in both developed and emerging markets, with the effect being more pronounced in emerging
markets. Alternatively, Bekaert et al. (2014) studied sentiment spillovers during financial
crises. Their research showed that sentiment in one market could spill over to other markets,
contributing to the global transmission of crises. Moreover, and in their investigation of the
dot-com bubble of the late 1990s and early 2000s (Ofek & Richardson, 2003) showed that
sentiment during crises can have long-term effects on asset prices and market structure.
Notably, the dot-com bubble of the late 1990s and early 2000s was fueled by overly
optimistic sentiment towards technology stocks, causing overvaluation of internet stocks and

leading to a market crash and a subsequent reevaluation of the valuation of tech companies.

The impact of sentiment on market during financial crisis has been a focus of various
researchers. For instance, Baur, Quintero and Stevens (1998) investigated the impact of
sentiment on stock return prices during the 1987 stock market crash and found significant
impact of sentiment on stock market during the crash, but no impact on the periods

surrounding the crash. Similarly, Baker and Wurgler (2007) studied the impact and
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predictability of investor sentiment on stock returns during the 2008 global financial crisis
and showed that sentiment-driven trading contributed to the market downturn and that
sentiment was a significant predictor of future stock returns during the crisis. Comparably,
Zouaoui, Nouyrigat and Beer (2011) investigated the predictability of sentiment on the global
financial crisis and found significant predictive powers of sentiment on the financial crisis,
especially for countries with low institutional development and high market overreaction.
Alternatively, Beirne et al. (2013) investigated the role of investor sentiment in the European
debt crisis. Their findings indicated that changes in sentiment were closely associated with
bond vyield spreads in peripheral Eurozone countries, highlighting the importance of

sentiment in sovereign debt markets during crises.

However, the study of impact of sentiment is not limited to financial crises but also extends
to non-financial crises as well. For instance, research showed that political uncertainty has a
significant effect on sentiment, causing increased market volatility and shifts in asset
allocation (Atilgan et al.,2016). Other studies compared the impact of sentiment in financial
and non-financial crisis, like Hong Van Hoang and Syed (2021) who investigated the
predictive powers of fear sentiment on currency and commodity volatility for the global
financial crisis and the covid-19 pandemic. Their findings showed significant predictive
powers of sentiment on the volatilities during the global financial crisis, while the findings
showed insignificant and no predictive power of the sentiment on the volatilities during the
covid-19 pandemic. The researchers attributed their results to the notion that the sentiment
predictive powers during crisis largely depend on the source of the crisis. And as the source
of the (fear) sentiment under each crisis was different, (i.e., investors were driven by fear of
financial loss during the global financial crisis, and health issues on top of financial loss
during the covid-19 pandemic), the significance of fear sentiment predictability on the stock
volatility under each crisis came different as well. Equivalently, Baker et al., (2020)
attributed the low effect of sentiment on market volatility during the COVID-19 to external
economic factors such as the unprecedented fiscal and monetary stimulus measures which
helped to stabilize markets and restore investor confidence relatively quickly.

Finally, the relationship between sentiment and market dynamics during crises can also vary
across different types of investors. Research showed that retail investors, who are often

considered to be more sentiment-driven, may react more strongly to crisis events than

(PRINT) ISSN :1110-225X https://jso.journals.ekb.eg

11




Journal of Management Research Sadat Academy for Management Sciences
Vol. 43, No. 1, Jan. 2025 Consultancy, Research and Development Center

institutional investors, who may have better access to information and risk management tools
(Kaniel et al., 2008).

Conclusion

To conclude, previous research demonstrates how the relationship between investor
sentiment and market volatility is rather complex and multifaceted. Empirical evidence
investigating the dynamics between investor sentiment and the stock-return and volatility
remain inconclusive and unsettled. Comparatively, despite various studies investigating the
stock-market-sentiment dynamics during market-stress periods, limited empirical studies
investigated the predictive power of sentiment on conditional volatility of market stock
returns during different types of economic turmoil, causing incomplete and inconclusive

empirical evidence.

In light of the inconclusive results on the investor sentiment index and the lack of sufficient
evidence on the dynamics between stock market volatility and sentiment in the emerging
markets, the current literature review provides research evidence supporting the importance
of investigating the role of sentiment in the formation of the systematic risk, while shedding
light on the importance of carrying the investigation within a non-linear conditional mean-
variance framework and structural breaks as indicators for crisis and non-crisis periods. Such
consideration in the analysis allows a more effective investigation of the predictive and
impact power of investor sentiment on the stock market volatility. Hence, a research within
the aforementioned domain will have significant implications in both theory and practice, as
it will highlight the ability of behavioral finance in explaining stock return volatility, and
resolving the eminent paradox of the sentiment-volatility dynamics. Second, by showing the
sentiment as a significant factor in the stock return volatility, the research opens the door for
future research addressing the augmentation of the asset pricing models to include the
sentiment. On the practical side, empirical evidence of such research can improve the
predictability of the Stock Market volatility, which Central banks could use to better

understand the financial markets' stability and reactiveness to policy changes.
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