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The impact of investor sentiment on China's stock market returns
Tan YuXiang
(Hunan Normal University,Changsha City /Hunan Province,410081)

Abstract: This paper primarily investigates the impact of investor sentiment on the stock market
returns in China. It selects indicators such as the average discount rate of closed-end funds (DCEF)
from February 2018 to January 2022, the average return on the first day of IPO (RIPO), the monthly
number of newly issued shares (NIPO), the monthly number of new account openings (NA), the market
turnover rate (TURN), and the Consumer Confidence Index (CCI) to construct an investor sentiment
index. Principal Component Analysis (PCA) is employed to construct investor sentiment, and the VAR
model is utilized to study the impact of investor sentiment on market returns. Granger causality tests and
robustness checks are conducted on the research results. The findings indicate a long-term equilibrium
relationship between investor sentiment and stock market returns. Elevated investor sentiment drives
the stock market to rise. However, due to timeliness and information asymmetry, this rise driven by
investor sentiment may not persist. Over time, the impact of investor sentiment gradually diminishes
until it reaches zero. The primary reason is that high investor sentiment signifies high trading
enthusiasm among investors, leading to an active stock market and a keen interest in stock trading. This,
in turn, attracts more potential investors to open accounts, expanding the market scale and

subsequently enhancing the stock market's returns.

Keywords: Investor sentiment; Chinese stock market returns; Principal Component Analysis (PCA);
VAR model;



