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Objective: This study investigates the impact of optimistic investor sentiment
and stock liquidity on the stock returns of the Iranian stock exchange. The
primary objective is to analyze how psychological and financial factors
influence stock market performance. Methodology: The research utilizes
monthly data on stock returns, investor sentiment, and liquidity from April
2013 to June 2022. Two methods, Dynamic Ordinary Least Squares (DOLS)
and Robust Least Squares (RLS), were employed for data analysis. These
methods allow researchers to precisely examine the longitudinal and robust
relationships between the variables. Findings: The results indicate that
optimistic investor sentiment has a positive and significant effect on stock
returns, while illiquidity has a negative and significant impact on stock returns.
These findings underscore the importance of managing market-related
information and news to channel investor sentiment positively. Conclusion:
The results of this study suggest that proper management of investor sentiment
and increased liquidity can improve stock returns and stabilize financial
markets. It is recommended that stock market regulators and economic
policymakers utilize these findings to enhance stock market performance
through appropriate policy-making and implementation. Additionally,
directing liquidity from parallel markets to the stock market can help control
inflation and reduce price volatility.
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EXTENDED ABSTRACT
Introduction

The volatility and unpredictability of Iran's financial markets have been subject to various
analyses, with many attributing these fluctuations to non-fundamental factors. Notably, irrational
exuberance, panic, and numerous market crashes have marked Iran’s financial history, events that are
difficult to explain through fundamental economic variables alone. Investor sentiment, particularly
optimistic sentiment, along with stock liquidity, are critical determinants of stock prices and returns
(Gwilym et al., 2013). Previous research has demonstrated similar dynamics in other markets, indicating
the broad applicability of these factors (Gwilym et al., 2013). This study investigates the impact of
optimistic investor sentiment and stock liquidity on the stock returns of the Iranian stock exchange. The
primary objective is to analyze how psychological and financial factors influence stock market
performance.

Methods and Materials

This study utilizes monthly data from April 2013 to June 2022, encompassing stock returns,
investor sentiment, and stock liquidity. The sample consists of companies listed on the Tehran Stock
Exchange that meet specific criteria to ensure representativeness. These criteria include continuous listing
from before 2013 to mid-2022, a fiscal year ending in March, and consistent financial reporting without
changes in the type of business activity. Data for these variables were collected and analyzed using two
robust econometric methods: Dynamic Ordinary Least Squares (DOLS) and Robust Least Squares (RLS).
These methods are selected to accurately assess the long-term relationships and mitigate issues of
endogeneity and serial correlation.

Findings

The results indicate that optimistic investor sentiment significantly and positively affects stock
returns, while stock illiquidity has a significant negative impact. Specifically, the DOLS and RLS methods
consistently show that increases in optimistic sentiment are associated with higher stock returns, whereas
increases in illiquidity correlate with lower stock returns.

Discussion and Conclusion

The findings from this study underscore the importance of managing investor sentiment and
market liquidity to enhance stock market performance. Similar to studies in other contexts, such as the
research by Chasanah and Sucipto (2019) and Assagaf and Kartikasari (2019), this study confirms that
both liquidity and investor sentiment play vital roles in shaping stock returns (Assagaf & Kartikasari, 2019;
Chasanah & Sucipto, 2019). For instance, positive investor sentiment can lead to increased trading activity
and higher stock prices, as investors are more willing to invest in stocks they perceive as favorable (Gwilym
et al., 2013; Hasbrouck & Seppi, 1999). Conversely, when liquidity is low, transaction costs rise,
discouraging trading and leading to lower stock returns (Florackis et al., 2011; Zhang et al., 2021).
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This study has several limitations. Firstly, it uses monthly data, which may not capture short-term
market fluctuations and investor sentiment dynamics. Additionally, the study focuses solely on the Iranian
stock exchange, limiting the generalizability of the findings to other markets. Furthermore, it only
examines the effects of investor sentiment and liquidity, without considering other potentially influential
factors such as macroeconomic indicators, monetary policies, and international events.

Future research should consider using higher-frequency data, such as daily or weekly data, to
capture short-term impacts of investor sentiment and liquidity on stock returns. Moreover, expanding the
scope to include other financial markets would help validate the findings and enhance their
generalizability. Researchers could also explore the combined effects of other macroeconomic factors,
such as inflation rates, interest rates, and global economic events, on stock market performance.
Comparative studies across different countries and regions could provide deeper insights into the universal
applicability of the results.

Based on the findings, it is recommended that stock market regulators and policymakers
implement measures to manage investor sentiment and improve liquidity. This can include enhancing
market transparency, improving the dissemination of information, and implementing financial reforms to
reduce transaction costs. Encouraging the entry of liquidity from parallel markets, such as the currency
and gold markets, into the stock market could also help stabilize prices and control inflation. By adopting
these strategies, market stability can be improved, investor confidence can be boosted, and the overall
performance of the stock market can be enhanced.
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