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Policy shifts are inevitable and often unpredictable, introducing uncertainty that
influences individual and organizational decision-making. This uncertainty
spans political, social, and economic domains, frequently reflecting recent
events or anticipated developments. Economic policy changes, in particular, can
destabilize markets, leading to heightened volatility and shifting correlations in
stock prices. When governments introduce new policies or alter existing ones,
the resulting uncertainty significantly impacts the financial and operational
strategies of businesses.

Baker and colleagues developed the Economic Policy Uncertainty (EPU) index
as a comprehensive proxy to measure this uncertainty. Their findings suggest
that EPU profoundly affects both microeconomic and macroeconomic factors.
For businesses striving for sustainability, this volatile environment presents

sharmajipankaj700@gmail.com unique challenges and opportunities. Firms must navigate the dual pressures of
adapting to evolving policy landscapes while maintaining long-term

sustainability goals.

This study explores the complex relationship between economic policy
uncertainty and sustainable business practices. By analysing the effects of EPU
on decision-making processes, investment patterns, and operational strategies,
the research highlights how businesses can mitigate risks and leverage
uncertainty as a driver for innovation and resilience. Understanding these
dynamics provides critical insights for policymakers and organizations aiming
to foster sustainable development in an unpredictable economic environment.

1. Introduction

This chapter discusses the association between policy uncertainty in economics and dynamics of
the stock market, with emphasis on why it is crucial to know how policy shifts influence financial
markets. This fundamental research question explores the effect of EPU on the stock market
volatility and market variables' correlations, responded to in five sub-research questions: the effect
of EPU on stock market volatility, the mediation effect of EPU in investor sentiment, the impact of
EPU on market liquidity, the correlation of EPU with stock market returns, and the interaction
between financial risk management techniques and EPU. The research technique applied in this
research is a quantitative technique in which the independent variable EPU and its effects on
dependent variables are examined. Market volatility, investor sentiment, liquidity, returns, and risk
management are some of the dependent variables. The article also discusses literature,
methodology, findings, and lastly addresses implications of EPU to stock market stability and
investment strategy.

2. Literature Review

This section provides a critical review of existing literature regarding the impact of economic
policy uncertainty on stock market dynamics, structured along five core areas derived from our
sub-research questions: how EPU impacts stock market volatility, its role in influencing investor
sentiment, the effect of EPU on market liquidity, its relationship with stock market returns, and its

16


https://janolijournals.com/index.php/jijems

V112, 2024 JANOLI International Journals of Economics and Management Science (JIJEMS)

interaction with financial risk management strategies. Despite the advances in knowledge, there are
still gaps, such as the lack of more detailed information on the long-term effects of EPU on market
dynamics. This paper attempts to fill these gaps by formulating hypotheses for each sub-research
question.

2.1 Impact of EPU on Stock Market Volatility

Initial studies only addressed short-term volatility spikes related to policy announcements without
any in-depth analysis of volatility trends. The later studies made use of better methodologies,
yielding mixed results concerning the long-term volatility impacts. Most recent studies stress the
importance of detailed datasets to measure volatility patterns over time. Hypothesis 1: Economic
policy uncertainty boosts stock market volatility, especially as a result of unexpected changes in
policy.

2.2 Role of EPU in Investor Sentiment

Early studies suggested that EPU might be detrimental to investor sentiment and result in greater
market sell-offs. Mid-term studies used indices of sentiment to measure changes, but often were
unable to control for other influences. Recent studies have enhanced the techniques of sentiment
analysis, but the quantification of EPU's direct influence is still difficult. Hypothesis 2: Economic
policy uncertainty negatively impacts investor sentiment, leading to heightened risk aversion and
market sell-offs.

2.3 EPU and Market Liquidity

Early studies indicated that EPU depressed market liquidity but failed to provide comprehensive
analysis of various asset classes. Later research focuses on both equities and bonds, and it finds
mixed results. Current research focuses on greater datasets to understand these changes in liquidity.
Hypothesis 3: Economic policy uncertainty depresses market liquidity particularly when
uncertainty is high.

2.4 EPU and Stock Market Returns

Early researches examined the impact of EPU on short-term returns but failed to consider
long-term effects. Mid-term research suggested possible declines in returns associated with EPU
but failed to provide consistent results. Recent studies use sophisticated models to analyze the
volatility of returns in uncertain conditions. Hypothesis 4: Economic policy uncertainty has a
negative effect on stock market returns and thus reduces investor confidence and investment.

2.5 Interaction between EPU and Financial Risk Management Strategies

The initial studies were about risk management adjustments in the period of high EPU, but no
detailed analysis of strategy was made. Mid-term studies reported a change in hedging strategies
but did not assess the overall impact of EPU. The latest efforts use case studies to analyze strategic
adjustments. Hypothesis 5: Economic policy uncertainty requires changes in financial risk
management strategies to reduce possible impacts on the market.

3. Method

This chapter reports the quantitative method applied in determining the hypotheses established
during the literature review. In other words, the methods applied, data collection techniques,
variables to be measured, and statistical approaches that were to be used were presented. Thus, this
guarantees that the study would yield authentic results that point to how EPU affects some factors
in stock market dynamics.

3.1 Data

17



V112, 2024 JANOLI International Journals of Economics and Management Science (JIJEMS)

Data for this study are collected through a combination of historical market data and survey
responses from financial analysts. The data spans from 2000 to 2023, covering periods of
significant policy changes and market reactions. Stratified sampling ensures representation across
different market sectors, focusing on periods of heightened EPU. Sample screening criteria include
major stock indices and trading volumes during policy shifts. This structured approach ensures a
comprehensive dataset capable of analysing EPU's impact on market volatility, sentiment, liquidity,
returns, and risk management.

3.2 Variables

The independent variable in this analysis is the index of Economic Policy Uncertainty; dependent
variables were stock market volatility, which represents the standard deviation of returns, investor
sentiment measured with the help of sentiment indices, market liquidity monitored through bid-ask
spreads, stock market returns reflected by average monthly returns, and risk management activities
measured by shifting hedging positions. Control variables are the macroeconomic indicators, such
as GDP growth and interest rates, which help in isolating the specific effects of EPU. Literature
from financial and economic journals supports the reliability of these measurement methods.
Regression analysis is used to explore the relationships, focusing on establishing causality and
significance.

4. Results

The findings begin with a descriptive statistical analysis of data from 2000 to 2023 on market
reactions to economic policy uncertainty. The results discuss the distributions for independent
(EPU index) and dependent variables that include volatility, sentiment, liquidity, returns, and risk
management, thus making a baseline on the understanding of impacts and relationships. Regression
tests validate five hypotheses. Hypothesis 1 establishes a very strong positive association of EPU
and stock market volatility; increased uncertainty about policy can increase volatility significantly.
Hypothesis 2 confirms EPU negatively influencing investor sentiment with resultant market selling
and increased aversion to taking risk. Hypothesis 3 suggests that EPU lowers the market liquidity
when uncertainty is relatively high. Hypothesis 4 shows that the EPU decreases the stock returns,
thus further reducing the investment and confidence level of investors. Finally, Hypothesis 5
suggests an adjustment in financial risk management approach in response to EPU to proactively
overcome the adverse impact on the markets. By linking these results to the data and variables
detailed in the Method section, the results of this paper illustrate how EPU influences stock market
dynamics, addressing gaps in existing literature.

4.1 Economic Policy Uncertainty and Stock Market Volatility

The above result confirms Hypothesis 1, which states that economic policy uncertainty is positively
associated with stock market volatility. The analysis of market data from 2000 to 2023 reveals that
periods of heightened EPU correspond with increased volatility, measured by the standard
deviation of stock returns. Key independent variables include the EPU index, while dependent
variables focus on volatility metrics. This correlation suggests that uncertainty surrounding policy
changes contributes to market fluctuations, aligning with theories that associate uncertainty with
increased risk perceptions. The empirical significance highlights the importance of accounting for
policy-related volatility in investment strategies by market participants, and therefore, it is essential
to understand the role of EPU in financial market dynamics.

4.2 Economic Policy Uncertainty and Investor Sentiment

This result confirms Hypothesis 2, which states that economic policy uncertainty has a negative
effect on investor sentiment. Using sentiment indices and market data from 2000 to 2023, the
results show that high EPU is associated with low investor confidence, resulting in increased risk
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aversion and sell-offs in the market. Independent variables include the EPU index, while dependent
variables are based on sentiment measures. This relationship underscores the psychological impact
of uncertainty on market participants, thus reinforcing theories that connect investor sentiment with
market dynamics. The empirical significance implies that knowledge of how EPU affects sentiment
is important for predicting market responses and for managing risks in investments.

4.3 Economic Policy Uncertainty and Market Liquidity

This result confirms Hypothesis 3, which stated that economic policy uncertainty lowers market
liquidity. Analysing the time-series decomposition of the four liquidity metrics and the sample data
from 2000 to 2023 shows that when EPU is high, bid-ask spreads are wider and trading volumes
lower. The main independent variables taken are the EPU index; dependent variables focus on
liquidity measures. It reflects that uncertainty reduces market participation and hampers efficient
trading, which is in line with the theories that associate uncertainty with diminished market activity.
The empirical significance looks prominent in taking into account the liquidity impacts while
assessing how EPU influences the nature of financial markets, requiring strategies to maintain
fluidity in markets during uncertain times.

4.5 Economic Policy Uncertainty and Stock Market Returns

This result confirms Hypothesis 4, meaning that economic policy uncertainty has a negative impact
on the returns of the stock market. Analysing the data of the market from 2000 to 2023, the
outcome shows that a higher EPU is associated with lower average monthly returns, showing
decreased investor confidence and investment. The key independent variables are the EPU index,
while dependent variables focus on return metrics. This relationship highlights financial costs of
uncertainty in the conduct of market performance. Therefore, such theories can further support the
relationships of policy uncertainty and lower investment returns. The empirical magnitude further
explains that investors should consider EPU while investing by putting a high premium on the
adoption of risk management strategies to compensate against expected return effects.

4.6 Economic Policy Uncertainty and Financial Risk Management Strategies

This result confirms Hypothesis 5, noting the importance of economic policy uncertainty in
requiring changes in financial risk management. Risk management data from 2000 to 2023 have
been analysed to confirm periods of high EPU and adjustments in hedging positions and
techniques. The independent variables are represented by EPU indexes, while the dependent
variables are the risk management measures. This relationship highlights the need for proactive risk
management in response to uncertainty as posed by theories advocating for dynamic risk strategies
in volatile environments. The empirical significance points to the fact that financial institutions
have to adjust their risk management approach in order to contain EPU's challenge, thereby making
them resilient in case of policy shifts.

5. Conclusion

This study synthesizes findings on the impacts of economic policy uncertainty on stock market
dynamics, highlighting its influence on volatility, investor sentiment, liquidity, returns, and risk
management strategies. The research underscores the importance of understanding EPU's role in
financial markets, emphasizing the need for robust risk management approaches to navigate
uncertainty effectively. These are limitations based on historical data, which do not incorporate
future trends, and limitations on the availability of data in emerging markets. Future research
should clearly explore the impacts of EPU under a variety of regulatory environments, increasing
the scope of instruments studied to make better insights related to EPU dynamics. By these areas,
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future research will be able to yield a comprehensive sense of how EPU affects financial markets in
different contexts.
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