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Abstract 

manager sentiment 

index 

Based on aggregated textual tone 

of corporate financial disclosures 

constructs 

Higher manager sentiment 

lower aggregate earnings surprises 

greater aggregate investment growth 

negatively predicts cross-

sectional stock returns. 
difficult to value and costly 

to arbitrage 

a strong negative predictor 

R2s of 9.75% and 8.38%  

far greater than previously  

economically comparable 

informationally complementary  



• Many studies in behavioral finance suggest that speculative 

market sentiment can lead prices to diverge from their 

fundamental values (e.g., De Long et al., 1990; Shefrin, 2008). 

 

• However, there is little research on corporate managers’ 

sentiment. This is somewhat surprising given managers’ 

information advantage about their companies over outside 

investors. 

• Corporate managers are not immune from behavioral biases. 

• As a result, they can be overly optimistic or pessimistic relative 

to fundamentals, leading to irrational market outcomes. 

1.Introduction 



Topic and Hypothesis 

• Topic:  

• we investigate the asset pricing implications of manager 

sentiment, focusing on its predictability for future U.S. stock 

market returns. 

 

• Hypothesis: 

• Investors may simply follow managers’ sentiment in financial 

disclosures. 

• high manager sentiment--- speculative market overvaluation 

• true economic fundamentals revealed --- the misvaluation 

diminishes-- stock prices reverse--- low future stock returns  



Contribution 

• Our paper contributes to the literature on investor sentiment 

and its role in asset pricing(Baker and Wurgler, 2006, 2007; Yu 

and Yuan, 2011; Baker et al.,2012; Stambaugh et al. ,2012; 

Huang et al. ,2015) provide strong evidence of return 

predictability with stock market-based investor sentiment 

measures. 

• Our paper proposes a new textual disclosure tone-based 

manager sentiment measure that contains unique and 

incremental sentiment information beyond existing investor 

sentiment measures and has greater predictive power than any 

other measure.  

 



Contribution 

• While these studies focus on firm-level measures (Henry, 2008; 

Price et al., 2012; Loughran and McDonald, 2011) for 

predicting firm-level outcome variables, we provide an 

aggregate index to gauge the overall manager sentiment in the 

market and investigate its impact on both aggregate and cross-

sectional stock returns. 

• While other studies use firm disclosures at the quarterly or 

annual frequency(Penman, 1987; Kothari et al., 2006; 

Anilowski et al., 2007), we compute a monthly index from both 

voluntary and mandatory firm disclosures filed within each 

month. 



2.Data and methodology 

• 2.1. Data 

• We compute the monthly manager sentiment index based on 

the aggregated textual tone in 10-Ks, 10-Qs, and conference 

call transcripts from 2003:01 to 2014:12.  

• Using each firm’s unique identifier, we then search Factiva’s 

Fair Disclosure (FD) Wire for earnings conference calls made 

between 2003 and 2014 and find 113,570 total call transcripts 

for 5859 unique firms. 



2.2 Construction of the manager sentiment index  







• We also estimate a sophisticated regression-combined 

manager sentiment index, SRC= 0.37SCC + 0.63SFS 

• The combination weights on the individual measures are 

optimally estimated by running regressions of excess market 

returns on individual tone measures in terms of a single factor,  

 

• We form value-weighted manager sentiment indexes. 

• We compute alternative manager sentiment measures using 

positive and negative words separately. 



• The excess market return is equal to the monthly return on the 

S&P 500 index (including dividends) minus the risk-free rate, 

available from Goyal and Welch (2008) and Amit Goyal’s 

website. 

• We obtain cross-sectional stock returns on various portfolios 

single sorted on proxies for limits to arbitrage and speculation 

either directly from Ken French’s website or calculated using 

individual stock prices and returns from CRSP and Compustat. 



We also consider five existing investor sentiment indexes: 

• Baker and Wurgler (2006) investor sentiment index, SBW 

• Huang et al. (2015) aligned investor sentiment index, SHJTZ 

• University of Michigan consumer sentiment index, SMCS 

• Conference Board consumer confidence index, SCBC, based on 

mail surveys on a random sample of U.S. households. 

• Da et al. (2015) Financial and Economic Attitudes Revealed by 

Search (FEARS) investor sentiment index, SFEARS , based on 

the volume of Internet searches related to household concerns. 



To control for the influence of the business cycle, we use 14 

monthly economic variables that are linked directly to 

macroeconomic fundamentals,  

• the log dividend-price ratio 

(DP),  

• log dividend yield (DY),  

• log earnings-price ratio (EP),  

• log dividend-payout ratio 

(DE),  

• stock return variance 

(SVAR),  

• book-to-market ratio (BM),  

• net equity expansion (NTIS), 

•  Treasury bill rate (TBL), 

•  long-term bond yield (LTY), 

•  long-term bond return 

(LTR), 

•  term spread (TMS),  

• default yield spread (DFY), 

•  default return spread (DFR), 

•  and inflation rate (INFL).  

 



 

3. Predictive regression analysis  

• 3.1. Market return predictability tests  

• 3.2. Firm-level return predictability tests  

• 3.3. Alternative measures of manager sentiment  

• 3.4. Subperiod analysis  

• 3.5. Comparison with economic predict  

• 3.6. Comparison with investor sentiment indexes  

• 3.7. Feedback relationship with investor sentiment  

• 3.8. Forecast encompassing test  



3.1. Market return predictability tests  



1.Table 2 shows that, at the quarterly, semi-annual, nine-month, annual, two-

year, and three-year horizons, SMS consistently and significantly predicts the 

long run excess market return. 

 

2.Across horizons, the in-sample forecasting power in terms of R2 increases 

as the horizon increases and then declines. (inverted U) 



3.2. Firm-level return predictability tests  

• We investigate the relationship between manager sentiment and 

subsequent stock returns at the firm level.  



3.3. Alternative measures of manager sentiment  



3.4. Subperiod analysis(business-cycles)  



3.5. Comparison with economic predictors  

• We consider the predictive regression on a single economic 

variable,  

 

 

• We then investigate whether the forecasting power of SMS 

remains significant after controlling for economic predictors.  



These results demonstrate that the return predictability of the manager sentiment index 

SMS is not driven by macroeconomic fundamentals and it contains sizable sentiment 

forecasting information complementary to what is contained in the economic 

predictors.  



3.6. Comparison with investor sentiment indexes  

• We empirically compare the manager sentiment index SMS with 

existing investor sentiment indexes documented in the 

literature. (substitute or complementary) 

• Given that managers are better informed about their firms and 

yet are also subject to cognitive biases and emotion, it is of 

interest to examine the predictive power of manager sentiment 

in relation to that of investor sentiment.  

 



Table 6 Comparison with existing investor sentiment indexes.  

Our findings suggest that the manager sentiment index SMS contains 

additional and complementary sentiment information beyond exiting 

investor sentiment indexes in forecasting the stock market.  



3.7. Feedback relationship with investor sentiment  

• investor sentiment leads manager sentiment, 

• manager sentiment leads investor sentiment, 

• manager sentiment and investor sentiment capture unique and 

complementary sentiment information. 

 

 

 

 

 

• equivalent to Granger causality tests for a lead–lag relationship 

between manager sentiment and investor sentiment. 



• These findings indicate that manager sentiment and investor 

sentiment capture different subsets of sentiment information, and they 

are complementary in measuring market sentiment.  

• Table 7 Feedback between manager sentiment and investor sentiment  



3.8. Forecast encompassing test  

Table 8 Forecast encompassing tests  

The 4th to 8th rows of Table 8 show that none of the five alternative sentiment 

indexes can significantly encompass SMS and its components SCC and SFS , suggesting 

that the manager sentiment index S MS contains incremental sentiment forecasting 

information beyond existing sentiment measures.  







Table 9 Out-of-sample forecasting results  



4.2. Asset allocation implications  



• The t+1 realized portfolio return is 

 

• The CER of the portfolio is 

 

 Table 10 Asset allocation results  



 

• 5. Economic channels  

• 5.1. Predicting aggregate earnings and earnings surprises  

• 5.2. Manager sentiment and aggregate investment growth  

• 5.3. Manager sentiment and characteristic-sorted portfolios  



5.1. Predicting aggregate earnings and earnings surprises  

• We investigate the relationship between the manager sentiment 

index SMS and future aggregate earnings and earnings surprises 

to explore the cash flow expectation error channel.  

manager 

sentiment 

future aggregate 

stock market 

returns  

the discounted 

value of expected 

future cash flows  

unjustified by economic 

fundamentals in hand  

the negative return 

predictability of 

SMS 

may come from investors’ 

biased expectations about 

future cash flows 

Past realized 

earnings  
managers expect 

future earnings 

Stock 

price 

manager 

sentiment 

Leading to 

overvaluation  

In reality, earnings tend to mean revert, resulting in realized earnings being lower 

than expected and leading to negative earnings surprises and low stock returns.  



• Eq. (16) estimates the prediction of the future aggregate earnings surprises 

using the lagged manager sentiment index at different horizons.  

• SUEt+ h , is the h -month ahead aggregate earnings surprise (in percentage) 

calculated as the value-weighted seasonally adjusted firm-level earnings 

surprises. 

• If the time-varying risk premium is the primary channel through which 

manager sentiment predicts future market returns, manager sentiment should 

not be systematically associated with future earnings surprises. 

• In contrast, if manager sentiment predicts future stock returns because it 

captures mispricing driven by cash flow expectation error, we would expect 

to see negative earnings surprises following periods of high manager 

sentiment. 



 



• For comparison, in Panel B1, we also study manager sentiment’s predictive 

power for future aggregate earnings (ROA) at different horizons, 

 

 

• The results in Panel C indicate that, at the annual predictive horizon, 

manager sentiment is no longer associated with one-year ahead cumulative 

excess aggregate market returns when we control for one-year ahead 

realized aggregate earnings surprises.  

• Therefore, expectation errors for future cash flows are likely the primary 

driver for the predictive power of manager sentiment for future stock 

returns.   



5.2. Manager sentiment and aggregate investment growth  

• we examine the relationship between manager sentiment and 

future aggregate investment growth to identify a potential 

source for the negative predictability.  

 

 

 

• We employ the following predictive regressions, 

 

 

• IG t+ h , is the h -month ahead year-to-year growth rate of 

aggregate capital expenditures (in percentage) calculated using 

data from the Compustat database.   

 

manager 

sentiment 
firm value 

destruction  

over- 

investment 
low future 

stock returns  

Overestimate 

future cash flows 



• High manager sentiment forecasts high investment growth in the short run, but low 

investment growth in the longer run. 

• The results indicate that manager sentiment is distinct from existing investor 

sentiment. High manager sentiment is strongly tied to overinvestment, but the link 

between investor sentiment and overinvestment is weak. 

• This finding suggests that a higher manager sentiment index captures managers’ 

overly optimistic beliefs about future returns to investment which leads to 

overinvestment. 



5.3. Manager sentiment and characteristic-sorted 

portfolios  





 



• Panel A of Table 13 confirms our hypothesis that manager sentiment 

generally has a significantly stronger impact for portfolios with cash flows 

that are difficult to value (i.e., high investment, low dividend payout, low 

profitability, high unexpected earnings, high growth opportunities, high 

turnover, high volatility, high beta, young age, small size) and/or costly to 

arbitrage (i.e., low investment, high financial constraint, high leverage, high 

distress, low profitability, high growth opportunities, low price, high 

volatility, high beta, young age, small size), consistent with Baker and 

Wurgler (2006) .  

• Panel B of Table 13 further shows that manager sentiment’s predictive 

ability remains significant, when controlling for investor sentiment. 



6.Conclusion 
• They propose a manager sentiment index constructed based on the aggregate 

textual tone in 10-Ks, 10-Qs, and conference calls. 

• We find that manager sentiment negatively predicts stock returns with lower 

future market returns following high manager sentiment periods.  

• Manager sentiment’s predictive power is far greater than commonly used 

macroeconomic variables, and it outperforms existing investor sentiment 

measures.  

• Manager sentiment is complementary to investor sentiment in forecasting stock 

returns, implying that manager sentiment has a different impact on valuation 

relative to investor sentiment. Moreover, higher manager sentiment precedes 

lower aggregate earnings surprises and greater aggregate investment growth, 

implying that managers’ biased beliefs about future cash flows and 

overinvestment helps to explain the predictability of manager sentiment.  

• Finally, manager sentiment also strongly forecasts the cross-section of stock 

returns, particularly for stocks that are difficult to value or costly to arbitrage.   
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