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Abstract

The study investigated the effect of investor semtt on future returns
in the Nigerian stock market for a period coveritige time from the first
quarter of 2008 to fourth quarter of 2015. The Otkef§ression and granger
causality techniques were employed for data analyBke results showed that
(1) investor sentiment has a significant posititfea on stock market returns
even after control for fundamentals such as Indalstproduction index,
consumer price index and Treasury bill rate; (2 is a uni-directional
causality that runs from change in investor sentim@CCI) to stock market
returns (Rm). Derived finding showed that the ismua of fundamentals
increased the explanatory power of investor sentinfilem 3.96% to 33.05%,
though at both level, investor sentimefn€(Cl) has low explanatory power on
stock market returns. The study posits existenca dinamic relationship
between investor sentiment and the behaviour okdtdure returns in Nigeria
such that higher sentiment concurrently leads ghbr stock prices.
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1. Introduction

1.1Background to the Sudy

The term sentiment is associated with attitude,ught or judgment
prompted by feeling (Almansour, 2015). Li (2010¥ides investor sentiment as
“the general feeling, mood, belief or expectatibmarket performance”. The term
is not only used in psychology but also in thedfief finance. Generally, sentiment
is associated with the cognitive comparisons madievestors in their investment
(Zweig, 1973). Investors can rely on cognitive ¢astas well as their experience in
making investment decisions. Thus, sentiment isitkestment decisions about
asset prices that is not related with the econ@nd market fundamentals. Earlier
researchers have seen sentiment as investorstdbégectations on asset values
(Zweig, 1973); the noise in financial markets (Blad¢986); the component of
investors’ expectations about asset returns thatnat justified by fundamentals
(Lee, Shleifer & Thaler, 1991). Further to thish8itz, Glaser and Weber (2006)
define investor sentiment as the expectation ofstoars regarding the price of one
or more financial assets that is not based on fwmed#al information. All these
definitions point to the influence of non-fundananwariables on financial
decision making. In a nutshell, investor sentimerthe bias in asset pricing which
creates wrong value of financial assets, away ftloenequilibrium, as a result of
use of physiological state rather than logical sieais based on fundamental.

Investor sentiment is a new concept in finance Hest changed the belief
about factors that affect asset pricing in finaheiarkets. The traditional financial
theorists have either ignored sentiment as a askof or assumed that prices are
not affected by investor sentiment because theiraghels will be neutralized by the
transactions of arbitrageurs and thus discountpdtssible effects of sentimental
investors (Wang, Li, & Lin, 2009). This follows frothe assumption that: firstly,
financial markets are informationally efficient asdcondly, market participants
are rational. In an efficient market, absence ofketafriction guarantees price of
marketable securities to be equal to their faceevalefined as the sum of present
value of all expected cash flows (Gizelis & Chowdhuw2016). However the
second assumption that individual investors behati®nally implies that they
consider and rely on all available relevant infotioya within their reach in all
investment decision making. Rationality in finahcraarkets is based on the
hypothesis of rational expectations found in ecaodireory, which states that the
predictions of economic agents regarding the fuwakie of an asset are not
systematically biased; that is, errors are notetated. The classical financial
theorists further argue that any additional faciateoduced by noise traders will
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be quickly expelled from the market and with thdme bpportunities of making
risk-free profits.

However, there have been reasons to believe thafummlamental factors,
such as sentiment, also influence asset pricingtoHi has shown that economic
downturns, financial crises, political turmoil, anther social factors have caused
the stock markets around the world to be unstaidehéghly volatile for investors
(Guiso, Sapienza & Zingales, 2008). A number otlstmarket events including
the Great Crash of 1929, Tronics Boom and Go-Gaesyefathe 1960s, The Nifty-
Fifty bubble of the 1970s, Black Monday Crash oftéber 1987, the Dot.com
bubble of the 1990s, 1997's East Asian financisisrand the global financial
crisis of 2008, are all cases that have not be@hamed by the classical finance
theories (Almansour, 2015; Li, 2010). These evesipport the theoretical
propositions of the Behavioural finance which poiiat investor sentiment cannot
be wished away in determining asset prices. Thewearthat sentiments will
naturally affect asset prices because some inweaternot completely rational; and
arbitrage — which they describe as the transactionslucted by rational investors
— is risky and therefore limited (Shleifer & Sumiset990).

However, investor sentiment caused by demand shaicksational traders
could be correlated over time leading to a stramg) @ersistent mispricing (Brown
& CIiff, 2005). How long this stock mispricing lait determined by the activities
of the rational investors (arbitrageurs) who wilaw to profit from the market
disequilibrium caused by noise trading. Hughen EtudDonald (2005) explained
that the existence of significant arbitrage cosils impede the trading activity of
the rational investors and limitation to arbitragi#l exist as sentiment is cross-
sectionally correlated and the rational investoasef the risk of continued
movements away from fundamental values. The liofitarbitrage prevent rational
traders to eliminate this influence on stock prisgge it is unclear how long the
buying or selling pressure from overly optimistic gessimistic irrational traders
will persist (Shleifer & Vishny, 1997). However, exy mispricing must eventually
be corrected so that one should observe that h@ghld of investor optimism
(pessimism) are on average followed by low (highyims (Schmeling, 2009).

The aggregate stock market returns on the Nigesttk market has
witnessed consistent variations over time (seerEjgun the second quarter of
2008, the market earns about 10.8% returns. Tleeofagtock returns from then till
first quarter of 2009 nosedived as low as 9.8%. rBligrn has remained oscillatory
from 2009 till 2015. This implies that investmentNigeria can be risky. Theories
and empirical studies have posited that percepifdanvestors on share prices on
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the market can be influenced by either rationablimental factors or some set of

irrational sentiments. Yet no study has been adwroet to show evidence of the
effect of investor sentiments on stock returns igeNa.

11,2

STOCKRETURNS IN COMPOUNDED RATE
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Figureno. 1. Aggregate stock market returnsin Nigeria

1.2 Satement of the Problem

The conflict between the classical and behaviofinance theorists on the
role of investor sentiment on asset prices is winnlestigating in an undeveloped
small size stock market like Nigeria. As developamgl most emerging markets are
dominated relatively more by individual investdnattlack quality information and
professional financial analysts’ services, the ganfinces of these markets are
more likely to be influenced by the sentiment ohgml investors. Short selling
usually is either not allowed or it is very shallowmany developing and emerging
stock markets and this is for all practical purgodes case of the Nigerian market
as well. Hence, as expected, the absence of thieamisen of short selling makes it
difficult for smart investors to respond quickly aay new information in order to
align mispriced stocks.

Despite the high possibility of presence of sentitria the Nigeria capital
market, there is hardly any known published papkraling with the effect of
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sentiment. Thus, this paper investigates the pmdace of the Nigerian stock
market primarily from behavioural perspective byraducing sentiment factors in
the empirical asset pricing models. The specifiectives include:

1.To examine the relationship between changes instovesentiment and
stock market returns.

2.To determine whether sentiment depends on previetigns or it is
returns that depend on previous sentiment movements

1.3Hypotheses

Hol: The relationship between sentiment and exgdeaeteirns is significantly
negative, even after controlling for fundamentatdas.

Ho2: There is no causality between investor semtimend future stock
market returns.

1.4 Scope of the Sudy

The study was restricted to the use of only onetirsent indicator
(Consumer Confidence Index — CCI) in measuringetifiect of investor sentiment
on stock returns. Since the computation of CCllabé in CBN Statistical bulletin
Survey started in 2008, the scope of this studyesEy the time frame of 2008 to
2016 using quarterly data.

2. Literature Review

2.1Theoretical Framework

The theoretical framework of this study hinges ba tlivide between the
traditional and behavioural finance theorists anrible of investor sentiment in asset
pricing. The traditional finance theorists rule the element of investor sentiment in
asset pricing and states that rational investodeentiae market to become efficient
such that all information that affect the pricesstdck are known and accurately
evaluated by the market participants. For instai@agpital Asset Pricing Model
(CAPM) states that security prices will be at pahwheir fundamental value due to
the presence of rational investors (Bathia & Breddil2). The latter efficient market
hypothesis from Fama (1970) was based on the assumngd investor rationality,
and posits that prices react only to informationwbchanges in fundamental and
considers noise as a non-fundamental factor tfaildmot have any influence on
asset pricing (Rehman & Shahzad, 2016). Gener@ker and Wurgler (2006)
explained that traditional theorists fundamentalgue that competition among
rational investors, who diversify to optimize theatistical properties of their
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portfolios, will normally lead to an equilibrium wwhich prices equal the rationally
discounted value of expected cash flows, and irchivtlie cross-section of expected
returns depends only on the cross-section of sydtemsks. This is to say that the
stock markets are efficient, the investors areomali in their behaviour and they
utilize complete (possible) information for decisionaking, so the capital asset
prices are adequate and reflect their intrinsiacueslwithout being effected by
investor sentiment (Rehman & Shahzad, 2016).Thégtipp connotes that sentiment
has no role in asset pricing. The crux of thisawis that arbitrage activities of the
rational investors will offset the mispricing caddey the irrational investors. Since
the rational investors will always seek to explthie profit opportunities in the
market, their activities will counteract the asses$pricing and eliminate sentiment
effects (Baker & Wurgler, 2006; Stambaugh, Yu & Nu2010; Bathia & Bredin,
2012; Rahman, Shien & Sadique, 2013).

On the contrary, the behavioural theorists posdt tvaves of sentiment
effects (mispricing) will always subsist for sigo#dnt periods of time (Schmeling,
2009). They contest the rationality hypothesis lsguaning that investors are
irrational, and that they are prone to exogenousiraent waves. Investors may
have incorrect stochastic expectations, either witbrly pessimism or optimism,
which results in an incorrect valuation of asselues, causing asset prices to
deviate from their intrinsic values (Tran& Nguy&013)

According to Baker and Wurgler (2006), the two &djents of sentiment-
based mispricing are uninformed demand shock dmditato arbitrage. In the first
ingredient, Brown and ClIiff (2005) contend that @& shocks of uninformed
noise traders may be correlated over time to gise to strong and persistent
mispricing. This happens if sentiments results éndhbehaviour leading to mass
opinion and trading on wrong asset value. Howetle, second ingredient, the
limits of arbitrage can deter informed traders fraliminating this situation
(Shleifer & Vishny, 1997) since it is a priori usek how long buying or selling
pressure from overly optimistic or pessimistic eoisaders will persist. Further to
this, Stambaugh, Yu and Yuan (2010) posit thatisemit effects might subsist if
rational traders are not able to fully exploit tbpportunities presented by the
demand shocks of uninformed noise traders. Thevimlést however agreed that
every sentiment effect (mispricing) must eventublycorrected so that one should
observe that high levels of investor optimism areaverage followed by low
returns and vice versa (Tran & Nguyen, 2013).
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2.3Empirical Sudies

An ample of empirical studies has been conductgqatdeide evidence on the
relationship between investor sentiment and stettkms. An earlier empirical study
from Baker and Wurgler (2006) investigated how 8tge sentiment impacted on
cross-section of stock returns by constructingraestor sentiment index based on
the six measures including trading volume; dividgsrémium; close end fund
discount; number of IPOs; average first-day retam#POs; and equity share in new
issues. They developed a hard-to-value and ditftodgdirbitrage hypothesis in order
to explain the cross-sectional effect of sentinasociated with firm characteristics,
particularly for young, small size, unprofitableogth, distressed, and non-dividend-
paying stocks. Because of these stocks’ lack ofilegs history, tangible assets and
collateral, they are more sensitive to subjectistuations and fluctuations in the
propensity of speculation. Additionally, these &®are likely to have lower liquidity
and higher idiosyncratic risk, which means thatyttend to be the riskiest and
costliest to arbitrage. Therefore, these stocksramee profoundly affected by shifts
in investor sentiment. It was however found thatmes are relatively high (low) for
small, young, growth and distressed stocks whefnhag-of-period proxies for
sentiment are low (high).

Schmitz, Glaser and Weber (2006) employed warnantsaction data set
from a large discount broker to test whether irdlial investor sentiment is related
to daily stock returns in Germany. The sentimentsneed a data set of daily
transactions of individual investors who had actsuast a big German online
brokerage between January 1997 and April 2001.sBingple was separated into a
rising and a declining stock market. With the hefpthe spearman correlation,
vector autoregressive models and Granger caugabtg, the study found that a
mutual influence exist in very short-run (one ant trading days) for sentiment
on stock market returns. Further results showed tbairns have a negative
influence on sentiment, while the influence of geent on returns is positive for
the next trading day. The influence of stock markg¢tirns on sentiment is strong
and vice versa.

Schmeling (2009) investigated whether consumeridente (a proxy for
individual investor sentiment) affects expectedcisteeturns internationally in 18
industrialized countries. The data covered a tirages from January 1985 to
December 2005. The study built a multiple regressmodel with consumer
confidence as proxy for sentiment and macroeconweariebles as control to include
annual CPI inflation, the annual percentage chamgedustrial production, the term
spread, the dividend yield, and the detrended (6tingd short rate. The returns used
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included aggregate market, value stocks and gretwitks forecasted with 1, 6, 12
and 24 months horizons. The Granger-Causality tmstis Block exogeneity tests
inferred there is two-way “causality” such thatts®ent depends on previous returns
and that returns depend on previous sentiment menesm Panel fixed-effects
regression result showed that that sentiment negpatforecasts aggregate stock
market returns on average across countries. TlgBasithat high sentiment leads to
lowers future stock returns and vice versa. Thiatien also holds for returns of
value stocks, growth stocks, small stocks, anddffferent forecasting horizons.
Again, the study employed a cross-sectional petiseeand provides evidence that
the impact of sentiment on stock returns is hidloercountries which have less
market integrity and which are culturally more ot herd-like behaviour and
overreaction.

With the help of two proxies for sentiments (Ecomoi@entiment Indicator
and the Consumer Confidence), Fernandes, Gama iaird Y2010) carried out a
study that investigated the effect of investor ise@mnt on future aggregate stock
market returns and industrial indices returns imtdg@al within the period of
September 1997 and April 2008he study also examined whether a significant
negative relationship exists between sentiment amgected returns after
controlling for macroeconomic factors. The regressnodel analysis showed that
sentiment had a negative impact on future markatms for forecast horizons of 1
to 12 months. In the industry analysis, they fotimat PSI Telecommunications
was the index that showed a more similar behawiouhe aggregate market. For
the other industry indices sentiment just had spneelictive power on the future
returns of the PSI Utilities and PSI Technologyffmecasting horizons longer than
1 month. The study thus posits that stock markePdamtugal is prone to the
influence of sentiment.

Grigaliiniere and Cibulskiea (2010) studied investor sentiment effect on
stock returns at aggregate level and cross-setifidnaéScandinavian stock market
using Sweden, Finland, Norway, and Denmark. Thelysemployed Consumer
Confidence Index (CCI) and Economic Sentiment latic (ESI) as measures of
investor sentiment. The study found that high seeit has a negative effect on
future stock returns. Further results showed thateffect is more pronounced for
hard-to-value and hard-to-arbitrage stock returns.

Bathia and Bredin (2012) studied the effect of s8tee sentiment on the stock
market returns of the G7. The sentiment indicawrgployed included investor
survey, equity fund flow, closed-end equity fundatiunt and equity put-call ratio
covering a monthly data for the period January iB86ember 2007. The study
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specifically investigated whether investor sentitniess a significant influence on
value and growth stock returns as well as aggregat&et returns. With the help
of panel regression, the study found a negativatiogiship between investor
sentiment and future returns. The study furthemstbthat investor sentiment has
inverse relationship with returns such that wheregtor sentiment is high (low),
future returns are low (high). More so, the stuttpveed that effect of survey
sentiment on future returns slowly declines fanabtihe one-month predicted time
frame. The study also indicated that increasesoimcarrent equity fund flow
causes price pressure on value stocks and thelloven&et, while the discount of
closed-end equity fund was also found to proxy ifarestor sentiment, with a
narrower discount being associated with an incrédserease) in value (growth)
stocks.

Li (2010) noted that the influence of investor gment cannot be ignored, as
he acknowledged that investor sentiment inducesformed demand shock
especially in the face of high cost of arbitragsirid multiple factors to construct a
sentiment index, he examined the effect of investmtiment on asset pricing
mechanism of two stock exchanges in China. Sixipeowere employed to form a
composite sentiment index: the closed-end fundodist; A-share market turnover,
the number of IPOs, the average first-day retunmdROs, the number of new
accounts opened, and consumer confidence indexusByy multiple factors to
construct a sentiment index, this study providesesevidence to show that if the
sentiment at the beginning of a period is low, éastpcks (growth stocks) tend to
have relatively lower return than small stocks eastocks), and vice versa. The
study splitted the entire period into bull and beariods, and found that the impact
of investor sentiment in the bear periods is mudreminfluential than in bull
periods. Further results suggested that investothe Chinese markets exhibit a
significant learning effect. As the regression gsa$ show that the influence of the
sentiment index is rarely significant since 2008@licating that investor sentiment
IS not one of the major risk factors that shouldabeounted for in Chinese market
in the recent times.

Bu and Pi (2014) examined the proxy variables af@tor sentiment in
Chinese stock market and constructed an investainsant index indirectly using
data from January 2006 to December 2012, monthhe $tudy used a cross
correlation analysis to examine lead-lag relatignbletween the proxy variables and
HS300 index. The results show that net added at€o&SE share turnover and
closed-end fund discount are leading variablesockanarket. The average first day
return of IPOs and relative degree of active tradin equity market are
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contemporary variables, while number of IPOs iaggjing variable of stock market.
Using the sentiment proxy variables with most gaesieading order, and forward
selection stepwise regression method, the empiésailts on monthly stock returns
reveal that three leading proxy variables can leel tis form a sentiment index. The
study thus posits that sentiment index has goodigiree power of Chinese stock
market.

With the help of a composite sentiment index carséd using eight proxies,
Tran and Nguyen (2013) investigated the effectsneéstor sentiment on stock
returns in the Norwegian and Vietnamese stock n&rkéne Principal Component
Analysis was used to extract the first principahponent of these 8 chosen proxies.
10 equally-weighted portfolios according to thdiraacteristics of firm size, total
risk, earnings-to-book ratio, dividend-to-book oatiasset tangibility, R&D over
assets, book-to-market ratio, and external finaves assets and sales growth were
used. Through establishing portfolios of differgmies of stocks, we found that the
sentiment effect on returns is stronger for stdble$ are hard to value and hard to
arbitrage, i.e. small, high volatility, non-dividdypaying, and value stocks.
Sentiment negatively predicts these types of staeksrns, i.e. when sentiment is
low (high), future stock returns tend to be higfiewer). Particularly in Norway,
when sentiment is high, subsequent returns arévedialow for small firms and
unprofitable firms. In Viethnam, when sentiment ighy subsequent returns are
relatively low for small firms and firms with highlvolatile stock returns and vice-
versa. The results from a robustness test of ttm@gonalized sentiment indices for
Norway and Vietnam shows that the sentiment indioesNorway are sensitive to
VIX whereas the sentiment indices in Vietham show tienpa This implies tha¥'IX
plays an important role when constructing the seni index in a developed stock
market, i.e. Norway, than in an emerging stock mrke. Vietnham.CCl as a
sentiment proxy can also forecast stock returniddrway; however, its predictive
power is not as strong &X.

Rahman, Shien, and Sadique (2013) investigatednpact of noise trader
sentiment on the formation of expected returns \aiditility in the context of the
frontier stock market of Bangladesh. The study mmess of sentiment shift using a
modified trading index — a measure of relativersjte of trading volume in relation
to advancing stocks against that of declining staakerpreted as the ratio of the
average daily volume of declining stocks to therage daily volume of the
advancing stocks. Returns were calculated as tjgritbmic differences of prices
times 100 while capitalization weighted returnstio& portfolio of sample stocks is
considered to represent the market return. Thé-#twel daily data over the period
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from 1 Jan 2001 through 28 Dec 2012, and this wadedl into two panel ranging
from 2001 to 2006 and the other from 2007 to 2@rpirical results based on a
GARCHe-in-mean framework show that shifts in investentiment are significantly
positively correlated with excess market returnsaddition, the study found that the
magnitude of bullish or bearish sentiment chandss exerts an indirect effect on
expected returns through its asymmetric influencetlte conditional volatility
process.

In Romania, Oprea and Brad (2014) acknowledged that attitude of
individual investors is strongly correlated withethsentiment. They went further
to posit that behaviour of investors on the stockkat can generate important
changes in price fluctuations. They then a studyhe Bucharest Stock Exchange
for a 10 year time period, starting from 2002 td26o investigate the relationship
between the evolution of stock market and the iddial investor sentiment. The
study used consumer confidence index as proxynf@stor sentiment while stock
returns was computed from the monthly all sharexndf the stock market. The
result from a simple regression analyses showedhbee is a positive correlation
between changes in consumer confidence and stodietma&turns, demonstrating
that individual investor sentiment affects stocicgs. The study further found that
the influence of individual investor sentiment sseim be quickly removed by the
force of arbitrage with price adjustments realizetkss than a month.

Employing the OLS regression technique, HuanggJi&in, and Zhou (2014)
carried out a study to determine the model of itbresentiment index and
relationship between investor sentiment and stetkrns.Six sentiment measures
were used: close-end fund discount rate, sharewarnnumber of IPOs, First-day
returns of IPOs, Dividend premium, and Equity sherenew issues, while the
aggregate stock market return is computed as thesexreturn. By eliminating a
common noise component in sentiment proxies, thve index has much greater
predictive power than existing sentiment indicethbo- and out-of-sample, and the
predictability becomes both statistically and ecomally significant. In addition, it
outperforms well recognized macroeconomic variables can also predict cross-
sectional stock returns sorted by industry, siaije; and momentum.

Chowdhury, Sharmin, and Rahman (2014) introduced#havioural factors
in the empirical asset pricing models to invesBgtite effect of sentiments on
Bangladesh stock market with data collected frorakahStock Exchange. Returns
were divided into market index, weighted large, medand small stock portfolio
returns. The study used the error term to capheedturn that is not explained by
macroeconomic variables, industrial production]aitibn and interest rate. The
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return was then regressed on sentiment variabl@N(Tindex, trade volume,
number of IPOs per month, number of Beneficiary @waccount changes and
moving average). The study found that TRIN and mgvaverage significantly
affect the residual market returns. Consideringithggact of sentiment factors by
firm size, the results show that the impact of TRIN trade volume is strong for
large and medium size firms. However, the effectT&IN is either low or
insignificant for small size firms, indicating leggerest of investors for neglected
stocks. Results also show that high sentiment l¢éadsigh return followed by
negative correction in the next period. The stuglystconcluded that sentiment
plays a big role in determining stock market perfance indicating that the role of
fundamentals is rather limited in the Bangladesbklstarket.

Following the theory that a broad wave of sentimaitit disproportionately
affect stocks whose valuations are highly subjectimd are difficult to arbitrage,
Dalika and Seetharam (2015) investigated the effédhvestor sentiment on the
stock returns in the South African Market withiretperiod covering 1999 and
2009. The study employed a composite index of itmresentiment as the linear
combination of four indirect measures, namely, tititha premium, total volume of
IPOs, average initial first day returns of IPOs anarket turnover. However, the
Johannesburg Securities Exchange (JSE) All ShalexIwas used as the proxy for
stock market returns. The results indicate thaestor sentiment has a strong
impact on share returns in South Africa. When sestit is low, subsequent returns
are relatively high on smaller stocks, high voitistocks, extreme growth stocks,
and young stocks, with high sentiment reservingogigerns.

Almansour (2015) investigated the role of inves@ntiment in asset pricing
mechanism by focusing on Malaysian stock market @sidg data from January
2000 to December 2010; and further examines wheateinfluence of investor
sentiment index on stock returns varies accordingame characteristics of the
firm. The technique of Principal Component Analy$€A) is used on market data
to construct the investor sentiment index for Malag stock market. The market
sentiment index derived from the sentiment proxiesnely are Kuala Lumpur
stock exchange share turnover, number of IPOg;dag return on IPOs, dividend
premium, equity share in new issues, price to egmratio for the market index,
and the advance decline ratio. It was shown thatayésn investor sentiment
index could be measured by an equation of severkeharariables. Using
regression analysis and controlling for firm simegrket-to-book ratio, financial
leverage and growth opportunity, this index is shdw be able to predict Kuala
Lumpur Composite Index (KLCI) returns in generalrther analyses which are
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based on portfolios of stocks formed based on sigk,and age show that the
influence of the investor sentiment index on stoetkirns varies according to age
and risk, but not size. However, after classifyihg period of studies into before
and after crisis periods, it is then shown that glgmificant relationship between
the investor sentiment index and stock returns omkes place before the crisis
period but not after the crisis period. The relasitip between the index and stock
returns is shown to differ according to firm agel aisk after the crisis period but
not before the crisis period. As a whole, the magentiment is able to predict
stock return in Malaysian equity market. The stutlys posits that investor

sentiment could be one of the major factors thatikhbe accounted for in recent.

Rehman and Shahzad (2016) explored the time freguetationship between
investors’ sentiments and industry specific retumsKarachi Stock Exchange of
Pakistan. A sentiment index proxy was constructidgulevel and lag values of six
indicators of investors’ mood swing through PrifeiComponent Analysis. The
investors indicators were number of Initial Puldiferings (IPO), average™lday
return on IPOs, Karachi Stock Exchange (KSE-10dgXnaverage daily turnover,
Equity/Debt ratio, closed end mutual fund discowamd dividend premiums. The
data on investors’ sentiments and nine major imglesteturns was used from 2001
to 2011. Wavelet Coherency analysis reveal thastors’ sentiments and industry
returns are significantly related and are in pHagelical). An optimistic view of the
investors regarding an industry’s performance tesuh higher returns and
pessimistic view results otherwise. The relatiopshisignificant on 0 ~ 8 and 32 ~
64 months scale. Financial and energy crises plajpmmole in the sentiment led
industry’s return.

Gizelis and Chowdhury (2016) examined the relahgndetween investor
sentiment and stock market returns of firms listedhe Athens Stock Exchange
using direct and an indirect sentiment proxies. Tistorical investor sentiment
indicators compiled by the European Commission waed as the direct
measurement of sentiment while the closed-end yefuiid discount/premium was
the indirect sentiment. Using monthly data for pleeiod January 1995 to April 2014
the regression results indicate that investor wemi weakly explains returns in
Greece.

2.4Summary of Review and Gap in Literature
The review of empirical studies on sentiment-retmexus showed that
sentiment indicators significantly determine stoeturns. These studies cut across
developed and emerging economies in the world.mbar of dimensions covered
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in existing studies are whether sentiment can affiack returns; whether it affects
returns of large firms as much as it affects tholsemall firms; the time periods
within which sentiment effect can take to correct aeturn to equilibrium; and
then the direction of causal effect of sentimernt eturns. Among these issues, the
widely accepted consensus findings have been trdingent influences returns
and that small firms suffer sentiment effects mthr@n large firm returns. The
issue on whether time frame for correcting stockpmcing is divergent across
stock markets. Only one study exists on the divaabf causal effect of sentiment —
return nexus. Among these objectives, the presamdyshas undertaken to
investigate existence of sentiment effect on stakrns in Nigeria, as well as
determine the causal relationship between sentiarhstock returns.

However, the empirical studies in this area hasechom developed countries
of USA (Baker & Wurgler, 2006), Germany (Schmitdaser & Weber, 2006); group
of 18 industrialised nations (Schmeling, 2009), €8ee (Gizelis & Chowdhury,
2016), Norway and Vietham (Tran & Nguyen, 2013)itégal (Fernandes, Gama &
Vieira, 2010), Romania (Oprea & Brad, 2014), Swedeimland, Norway, and
Denmark (Grigatiniere & Cibulskierg, 2010) and the G7 nations (Bathia & Bredin,
2012). The Asian world also has ample of extardrdiure that explains the
sentiment-return nexus. Among these studies arksvio China (Li, 2010; Bu & Pi,
2014; Huang, Jiang, Tu & Zhou, 2014). Bangladesah(®an, Shien & Sadique,
2013; Chowdhury,Sharmin & Rahman, 2014), Malaydiagksour, 2015) and
Pakistan (Rehman & Shahzad, 2016); and Africaronahared only one work from
South Africa (Dalika & Seetharam, 2015).Evidences Ishown that there is no
empirical evidence to explain sentiment-return iseruNigeria.

3.Methodology

In line with Gizelis and Chowdhury (2016), the metrleggregates rather than
individual stock data were used. Though, it is higtrobable that sentiment will
permeate across all stocks to the market levelcamnot rule out the possibility
that the number of stocks positively affected bylistu sentiment is roughly the
same as those that are negatively affected by dieaentiment and thus they
negate one another. However, as explained by Giaelili Chowdhury (2016), the
use of market aggregates is primarily imposed bggmatic considerations
stemming from the fact that most of the measuresxaenine are available for the
entire market and not on a disaggregated level.stimty collected secondary data
from CBN documents to measure investor sentiments stock market returns.
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Proxies for investor sentiment are the independantibles while stock market
return is the dependent variable.

Sock market return (Rm): Stock market return is the dependent variable of
the study and is obtained from Central Bank of Nay&tatistical bulletin, 2015.
The data consisted of closing quarterly priceslbfimms listed on the Nigerian
Stock Exchange (NSE) for the period QTR1 2008 tdR®T2015. The closing
prices of the NSE All Share Index (ALSI) are spieaily chosen as it is likely to
be representative of the entire Nigerian securiti@sket. The study followed the
work of Oprea and Brad (2014) to transform the tprhr data of ALSI into
continuously computed returns as:

Rm= LN(P — R.1)/ Py (1)

Where: R, represents quarterly market return for petipB, and P, denote
market prices for period and periodt-1 respectively and_n denotes natural
logarithm. The log transformation was employeaiider to convert the data into
continuously compounded rates. This practice ismmomrather than using discrete
compounding (Simons & Laryea, 2015).

Investor Sentiment Proxy: The study employed the Consumer Confidence
Index to measure investor sentiment. This is obthifrom investor survey
reported in CBN Statistical Bulletin.The CBN ana$ysobtains the overall
consumer confidence index as average of three €3)suares, namely, the outlook
on macroeconomic conditions, family financial sitaa and family income (CBN,
2016).The consumer confidence index is the combingxctations and beliefs of
investors on the fundamentals of the economy andketa Lemmon and
Portniaguina (2006), and Qiu and Welch (2005) argbat the consumer
confidence index forms a direct measure of the igagrfeeling of investors, and
changes can measure the fluctuation of the staokng especially for small firms.
This study used the inverse form of the CCI follegvithe explanation of Oprea
and Brad (2014) that CCI has only negative levels @ such have to be modified
into its inverse form in order to reveal its impact stock market return. Thus, we
calculated the absolute value:

CCl, =~ 2

cCly
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Where CCl, is the level of consumer confidence index in quattelrhese
mathematical tricks, according to Oprea and Bra@il4221) have been used to
sustain and to provide proper interpretation torétarn — sentiment nexus. Also,
the change of consumer confidence index was com@asgdollows:

ACCL, = CCI_qt —CCI_yp—y) 3)

CCIyp—

Where:4CCltis the change of consumer confidence index in gufart

In line with previous studies, this study includesme macroeconomic
indicators in order to capture how sentiment messuare related to overall
economic activity. Following Gizelis and Chowdhu{®016), some of the key
macroeconomic variables that are motivated by apseing theory are used
including Industrial Production Index (IPI) as awdicator of economic activity, the
Consumer Price Index (CPI) as a measure of inflaod the treasury bill rate as a
proxy for the risk-free nominal interest rate.

To examine whether investor sentiment predictsréuiggregate stock market
returns and industry indices returns in Nigeria, fabow Schmeling (2009) and
Oprea and Brad (2014) to estimate the predictigeession equation of the form:

R Bo + B1ACCLy, + & (4)

Where: R represents quarterly market return of the aggregimek market
at timet+1 andACCl., is the change in consumer confidence index intquaas
proxy for lagged Nigeria investor sentimefi§.is a constant coefficient whilg;
defines the coefficient of the regression modehlen, is residual term.

Following the modelling adopted in Schmeling (20883 Fernandes, Gama
and Vieira (2010), the study added a set of maomawic factors as control
variables and estimate the predictive regressioatéean of the form:

R Bo + B1ACCLy + M + & (5

The termit is a macroeconomic factor matrix includiifgl, CPI, and TBR
being the quarterly inflation, interest rates amdiustrial production growth,
respectively.

To address hypothesis two (Ho2), an endogenous Inmsddeveloped as
follows:
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A A
Rmy=ag + o, CCT g + (6)

Where: CCl; is the inverse value of the consumer confidenaexnin
quarter t as proxy for lagged Nigeria investor seenft. oo and a; are the
coefficients of the regression modeligresidual term.

A series of statistical analyses were carried outddress the objectives of
the study. At first preliminary analyses were coetdd to understand the nature of
the variables employed in the study. These incltlide descriptive statistics
involving mean, standard deviation, minimum, maximuand Jarque-Bera
statistics, as well as multicolinearity test. TheSOregression technique was used
to estimate the model for hypothesis one while geancausality techniques
addressed hypothesis two of the study.

4. Results and Discussion

The descriptive statistics was used to test forninality of the variables
while multicolinearity tested with Variance Inflati Factor (VIF) tested for the
reliability OF THE model.

Tableno. 1. Descriptive statistics

RM ACCI IPI TBR CPI
Mean 10.27 -8.31 123.42 8.52 157.83
Median 10.22 -8.40 125.25 9.00 156.90
Maximum 10.93 7.26 139.45 14.49 215.60
Minimum 9.90 -24.63 90.80 1.04 104.90
Std. Dev. 0.26 8.05 15.46 3.57 32.13
Skewness 0.46 -0.12 -0.83 -0.32 0.08
Kurtosis 2.46 2.76 2.76 2.27 1.90
Jarque-Bera 1.5991 0.1619 3.9854 1.3384 1.7391
Probability 0.4495 0.9222 0.1363 0.5121 01419
Observations 33 33 34 34 34

Source: Data analysis from Eviews 8, 2017

The result of descriptive statistics on Table 1vetab that the mean for
market return (RM) indicates that 10.27 in log fdenthe average return of quoted
firms in Nigeria between 2008 and 2016. The mearncldinge in consumer
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confidence index is -8.31 which suggests that semtt in Nigeria is on the
negative. However, the mean for all the variabteduding RM,ACCI, IPIl, TBR
and CPI are higher than the respective standarite®s. This suggests possible
stability in the distribution of the variables. Tharque-Bera test was used to test
for the normality of the variables. The Jarque-Best uses skewness and kurtosis
measurements. The null hypothesis in this testaia tbllow normal distribution.
Decision rule: Reject the null hypothesis, when p.value is tbss 0.05 level of
significance, otherwise, do not reject. Since thalpe of Jarque-Bera statistics is
greater than 0.05 in all the variables (RMZCI, IPI, TBR and CPI) the study
cannot reject the null hypothesis. Thus it conctutleat all the variables RM,
ACCI, IPI, TBR and CPI are normally distributed.

Further test of reliability is carried out to detéme whether there is presence
of multicolinearity in the model. This test becomescessary since presence of
multicolinearity in the data makes the OLS estimmtonprecisely estimated
(Ranijit, 2006). The Variance Inflation Factor (VIFas been adopted to test for the
presence of multicollinearity in the modelxecision Rule: “when the value of VIF
is 10 and above, then the multicollinearity is peotatic.

Table no. 2. Variance Inflation Factorsfor test of multicolinearity in the model

Variable VIF Remarks
ACCI 1.107703 No multicolinearity
IPI 1.751225 No multicolinearity
TBR 1.388463 No multicolinearity
CPI 1.489564 No multicolinearity
C NA

Source: Data analysis from Eviews 8, 2017

The result on Table 2 is the VIF statistics of ghlanatory variables of
stock market returng\CCl, IPI, TBR and CPI). The results for all theiahtes are
below 10. This indicates that inclusion of the ipeledent variables as employed in
the model does not bring about multicolinearitytie model. The study thus
concludes that the model is reliable for examinthg effect of sentiment on
returns in Nigeria.
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Tableno. 3. Model estimation of the effect of sentiment on returns
Dependent Variable: RM

Model 1 Modd 2
Variables Coefficient T-statistics | Coefficient T-statistics
(P.value) (P.value)
ACCI 0.0067* 2.1319 0.01525* 2.2897
(0.0329) (0.0298)
IPI -0.0045 -1.1749
- - (0.21499)
TBR - - 0.02745 2.0164
(0.0534)
CPI - - 0.0039** 2.1587
(0.0396)
C 10.3338* 233.6966 10.1004* 16.6137
(0.0000) (0.000)
R-squared 0.0396 0.3305
F-statistic 7.2814* 3.456613**
(P.value) (0.0329) (0.0204)
Durbin-Watson stat 0.3790 0.8014

*significant at 1%; **significant at %%,
Source: Data analysis from Eviews 8, 2017

The result on Table 3 is used to address objeane of the study. The
hypothesis tested is that: The relationship betvgestiment and expected returns is
significantly negative, even after controlling fandamental factors. Two models are
used to address this objective. The first modetd@jessed sentiment (CCI) on stock
returns (Rm). The second model (2) incorporatedetheconomic variables: IPI
(industrial production growth) as indicator of eoomic activities, CPI as indicator of
inflationary trend and TBR as measure of risk fréerest rate.

The result of Model 1 showed that a unit changewmestor sentimentACCI)
has positive effect on stock returns in Nigeriaefficient = 0.0067, t-statistics =
2.1319, p.value = 0.0329). The result indicatestth@higher the level of sentiment,
the higher the expected returns from asset tradings, positive sentiment leads to
positive returns while negative sentiment bringsutitmegative returns. The results
showed that sentiment has significant effect ookstearket returns on Nigeria.

The second model (2) incorporated control variabliefindamental factors.
The results also showed that unit change in invesstntiment ACCI) has positive
effect on stock returns in Nigeria (coefficient £5@5, t-statistics = 2.2897, p.value =
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0.0298). This suggests that sentiment has signtfieliect even when fundamental
variables are factored in. The results showeditiohistrial Production Index (IPI = -

0.0045) has insignificant negative effect whilea&ery bill rate as proxy for risk free
interest rate (TBR = 0.02745, not significant) aedsumer price index as proxy for
inflation (CPI = 0.0039, significant) have positivelationship with stock market

returns.

The coefficient of determination (R2) indicated tthen (model 1)ACCI
explains 3.96% while in model 2, it explains 33.058e F-statistics indicated that
the explanatory power remains statistically sigaifit at both Model 1 and Model 2.
However, the value of R2 in each case is not largrigh as it could not control at
least half of the factors that explains stock retun Nigeria. Thus it can be said that
sentiment is not the major factor that determinesksmarket returns in Nigeria.

Table no. 4. Pairwise Granger Causality Tests of the causal relationship
between sentiment and stock returns

Null Hypothesis: Obs F-Statistic Prob. Remarl
ACCI does not Granger Cause RM 31 3.90564 0ldsidirectional causality
RM does not Granger Caus€Cl 0.90147  0.4183 fromACCI to RM

Source: Data analysis from Eviews 8, 2017

The second objective aims to determine whetherimment depends on
previous returns or it is returns that depend cgvipus sentiment movements.
This is tested using the granger causality analgsesented on Table 4. The result
of the analysis test the two: “There is no caugdlétween investor sentiment and
future stock market returns”. At 5% level of sigcagince, the study rejects the null
hypothesis for ACCI does not Granger Cause RM” and concludes thatge in
investment sentimentACCI) granger causes stock market returns (RM). It
however, did not reject the null hypothesis for Bbes not Granger Caus€ClI.

5. Conclusion and Recommendations

5.1Conclusion

This study has examined the effect of investoris®ntt on stock market
returns in Nigeria. The vast majority of previousidies on sentiment-return
relationship have only examined the case of theldgped American and European
countries as well as Asian countries.

122



" ? Annals of Spiru Haret University

= Economic Series
Since 2000

IS5N: 2393-1795  ISSN-1:2068-6900

I'ssue 2/2017

The present study has shown that investor sentih@npositive effect on the
aggregate stock market returns in Nigeria. Thisliespthat asset pricing can be
influenced by changes in investor sentiments ireNég The influence of sentiment
on stock returns still hold even after the inclasal market fundamentals such as
industrial production index, inflation and risk drenterest rate. The study thus
concludes that there is a possible dynamic relskign between the investor
sentiment and the behaviour of stock returns ireN#gsuch that higher sentiment
concurrently leads to higher stock prices. In thgeNan stock market, sentiment is
a source of market risk, which cannot be diverdifievay and hence it is priced.
However, the study posits that sentiment is noteg kariable for explaining
changes in asset prices in Nigerian stock market.

5.2 Recommendations

A number of recommendations can be drawn fromitidirfgs of this study:

1.The results suggest several avenues for future.vimitorporate finance, a
better understanding of sentiment may shed lighpatterns in security issuance
and the supply of firm characteristics that seenbéoconditionally relevant to
share price. In asset pricing, the results sugipestdescriptively accurate models
of prices and expected returns need to incorpaapeominent role of investor
sentiment.

2.Following the findings that sentiment is signifitan determining stock
returns, it is suggested that behavioural fact@sctnsidered in empirical asset
pricing models for emerging stock markets.

5.3Limitations of the study

One of the limitations of this study centres on tise of only one proxy as
investor sentiment index. The reduced period ofyaig in this case due to the
availability of data on some of the macroecononadables, is another limitation.
The choice of these variables may represent yghanbmitation. However, as Qiu
and Welch (2006) posit that the consumer confidéndex is a valid variable to
obtain a proxy for investor sentiment, it beconessonable to accept that consumer
confidence index alone (in the face of dearth ¢hda proxy sentiment index) can
serve as a good measure for investor sentimensindy of this nature. This is true
following that some empirical studies have suffitie employed only consumer
confidence index and successfully examined thetedfieinvestor sentiment on stock
returns in other countries (Schmeling, 2009; Ogr&@xad, 2014).
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