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Abstract

A central question in finance concerns the extent to which stock-market performance is shaped by behavioral
forces versus macroeconomic fundamentals. While a strand of the literature argues that investor emotions exert
limited influence on market outcomes—and that macroeconomic drivers, particularly liquidity and cash-flow
conditions, primarily explain stock-index dynamics—behavioral finance emphasizes that investor sentiment can
meaningfully affect prices and contribute to market cycles through mechanisms such as herding. To contribute
to this debate, the present study examines the dynamic linkages among investor sentiment, liquidity growth as a
monetary/financial condition, and stock-market returns in the Tehran Stock Exchange using a Markov-Switching
Vector Autoregression (MS-VAR) model. The analysis employs quarterly data over the Iranian calendar years
2010-2023. The results indicate clear regime dependence. In periods characterized by optimism and strong real
liquidity growth, the market is generally in an expansionary state. In this regime, higher real liquidity growth is
associated with higher stock-market returns. At the same time, however, elevated positive sentiment may be
accompanied by lower realized returns, consistent with herd-driven price pressures that can detach valuations
from fundamentals and increase the likelihood of subsequent corrections. By contrast, during pessimistic
regimes, negative sentiment is associated with weaker stock-market returns and a higher likelihood that the
market remains in a stagnation (recessionary) state. Overall, the findings underscore that stock-market responses
to liquidity conditions are asymmetric across sentiment regimes, and that psychological factors can either
amplify booms or prolong downturns.
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Introduction
In financial research, a key issue is evaluating stock-market performance through the joint lenses of

behavioral factors and macroeconomic conditions. Some studies downplay the role of emotions such as fear
and greed, emphasizing instead the primacy of macroeconomic forces—especially liquidity and cash-flow
conditions—as fundamental determinants of stock-index movements. In contrast, behavioral economists argue
that psychological drivers shape investment decisions and can generate market cycles marked by alternating
phases of exuberance and widespread pessimism. A prominent manifestation of such behavior is herding,
whereby investors follow others’ actions rather than independent analysis, potentially inflating prices beyond
intrinsic value during upswings and intensifying selloffs during downturns. These dynamics can amplify
volatility and contribute to bubbles and crashes.

Methodology

To assess these competing perspectives, this study employs an MS-VAR framework with quarterly data
from 2010 to 2023. MS-VAR extends standard VAR models by allowing regime shifts in the relationships
among variables, acknowledging that market dynamics may differ across distinct states such as expansions and
recessions. Regime transitions are modeled via a Markov process, enabling the identification of heterogeneous
behavior over time and the estimation of state-dependent interactions. This approach is particularly suitable for
the Tehran Stock Exchange, where shifts between optimistic and pessimistic market conditions are common
and may alter the impact of monetary/financial conditions and sentiment on returns.

Results & Discussion
The empirical results reveal that in optimistic regimes, typically accompanied by rising real liquidity

growth, the stock market displays stronger performance and greater activity. Real liquidity growth is positively
associated with returns in this state, consistent with the role of accommodative financial conditions in
supporting asset prices. Nonetheless, the findings also highlight a more nuanced pattern: excessive optimism
may coincide with lower realized returns, plausibly reflecting herding behavior and temporary mispricing that
increases the probability of correction. Conversely, under pessimistic regimes, negative sentiment is linked to
declining returns and a greater probability of remaining in a stagnation state. In such conditions, risk aversion
may weaken the market’s responsiveness to liquidity conditions, muting the usual transmission from cash
inflows to prices. These results point to an asymmetric market response: optimism can stimulate expansions

but also raise instability, whereas pessimism can suppress market reactions and prolong downturns.

Conclusion
The findings highlight the importance of incorporating investor psychology alongside

macroeconomic indicators when interpreting stock-market behavior. Investors may benefit from
disciplined strategies grounded in fundamental valuation to avoid sentiment-driven herding,
particularly during optimistic phases when mispricing risks increase. During pessimistic periods, a
long-term perspective can help mitigate panic selling and support the identification of undervalued
assets. For policymakers, the results suggest that effective market oversight should consider both

macroeconomic conditions and sentiment dynamics. Measures that strengthen transparency,
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improve financial literacy, and encourage diversification and longer investment horizons may help
reduce herding and enhance market stability, supporting sustainable growth and a more resilient

financial system.
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3. Efficient Market Hypothesis

4. Markov Switching Vector Autoregressive (MS-VAR)
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1. Ordinary Least Squares (OLS)

2. Dynamic stochastic general equilibrium (DSGE)
3. Structural Vector Autoregression (SVAR)

4. Generalized Least Squares (GLS)

5. GARCH

6. Generalized Method of Moments (GMM)
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1 Panel Vector Autoregression (PVAR)

2. Suhaibu et al. (2017)

3. Liitkepohl & NetSunajev (2018)

4. Vector Auto Regressive GARCH Model (VAR-GHARCH)
5. Azad & Serletis (2020)

6 time-varying parameters vector autoregression (TVP-VAR)
7. Cepni & Gupta (2021)

8. Smooth Transition autoregressive (STAR)

9. Dahmene et al. (2020)

10. Quantile-on-Quantile Regression (QQR)

11. Wen et al. (2022)

12. Chauvet & Cheng (2023)

13. Benchimol et al. (2023)
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1. Vector Error Correction Model (VECM)
2. Vartanian et al. (2024)

3. Li (2015)

4. Aydogan (2017)

5. Namouri et al. (2018)

6. Shen et al. (2017)

7. Chakraborty & Subramaniam (2020)

8. Nonlinear Autoregressive distributed lags Model (NARDL)

9. Yildirim et al. (2020)
10. Wang (2021)
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