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Abstract

Abstract

With the increasing complexity and variability of financial markets, traditional
financial theories often fall short in explaining market anomalies. In this context, the
rise of behavioral finance offers a new perspective for understanding market behaviors.
It is based on a core premise—that investors are not entirely rational and their decision-
making processes are influenced by various irrational emotions. These emotions not
only shape the trading behaviors of individual investors but can also affect the volatility
and price formation mechanisms of the market on a macro level. In an economy like
China, which is in a rapid development stage and where financial market infrastructure
is still evolving, the investor community generally lacks mature experience, making the
market exceptionally sensitive to investor sentiment. Coupled with the uncertainty of
economic policies, such as frequent changes and adjustments, this further exacerbates
market instability, making it particularly important to understand and analyze the
impact of investor sentiment on stock market fluctuations.

This paper constructs four types of investor sentiment indices and employs the
Generalized Autoregressive Conditional Heteroskedasticity-Mixed Data Sampling
(GJR-GARCH-MIDAS) model, using the Shanghai Stock Exchange Index as a sample,
to conduct studies on single and dual sentiment factors. Through full-time samples and
rolling sub-samples, the relationship between investor sentiment factors and stock
market return volatility is explored, and the investor sentiment factor and sentiment
factor combination with the highest predictive accuracy are selected through out-of-
sample forecasts.

In the single-factor model, under the full sample, the market composite sentiment
index, the stock forum sentiment unified index, and investor attention can all
significantly impact stock market volatility, where investor attention has an illogical
negative impact. In the rolling sub-sample, the impact of each sentiment index on the
stock market is time-variant. The out-of-sample forecast results show that the single-
factor market composite sentiment index is superior to the other three sentiment indices.
By combining the four sentiment factors into six dual sentiment factor combinations,
in the dual-factor model, under the full sample, only the combination of the market
composite sentiment index and the stock forum sentiment unified index can

significantly impact the stock market, while other combinations show that one of the
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factor parameters has a significant impact or neither is significant, and all factor
parameters are similar to those of the single-factor model. In the rolling sub-sample,
the impact of each combination on the stock market also shows time variance. The dual-
factor model's out-of-sample forecast results indicate that the combination of the market
composite sentiment index and the stock forum sentiment unified index has the best
predictive capability. Finally, the paper offers suggestions from the perspectives of
policy-making, financial regulation, and individual investment to promote the
continuous and healthy development of China's capital market.

Keywords: Investor’s sentiment, Stock Market, GARCH-MIDAS model
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