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Uncertainty in the economy, which refers to difficulties in predicting the economic
environment, is caused by various factors including political instability, changes and
uncertainties in government policies, natural disasters and market fluctuations. The
existence of these uncertainties significantly impacts the efficiency of financial
markets, including the efficiency of the capital market.The aim of this study is to
investigate the long-term relationship between the economic policy uncertainty
(based on fluctuations in macroeconomic variables using the composite PCA index)
and the excess return of the 8 different industries index (Automobile and parts
manufacturing, Pharmaceutical Products and Materials, cement, lime and gypsum,
Multidisciplinary industrial companies , basic metals, oil, coke, and nuclear fuel,
coke and nuclear fuels, chemical products, Aggregation, properties and real estate)
in the stock market. The analysis conducted using the Auto-Regressive Distributed
Lag (ARDL) approach, based on the writing principles and Grammarly check,
shows that the uncertainty of economic policies has a significant and positive
relationship with the excess return of the selected industries index in the time period
from Y)Y to Y«Y)."In a way that among different industries, the surplus
performance of the automotive industry and parts manufacturing is most affected by
the economic policy uncertainty policies, while the real estate and property
development industry experiences the least impact from this aspect. Additionally,
the speed of adjusting the impact of economic policy uncertainty on the surplus
performance of the stock market industries is not uniform, and the ECM coefficient
indicates that the automotive industry experiences the fastest impact and adjustment.
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Extended Abstract

Introduction

The capital market is a dynamic market where the risk and return of each company's stocks are influenced by numerous
internal and external factors. These factors can be classified into two groups: internal and external factors. Internal
factors include company-level and industry-level variables, such as asset composition and structure, company's activity
ratios, liquidity, debt, and profit margin, increased competition within a specific industry, and diversity within a
company or industry. External factors include cultural, political, and economic factors that have exogenous effects on
the risk and return of the overall stock market. Evidence from studies on most stock markets indicates that many market
fluctuations are the result of changes in government economic policies (for example, the implementation of
contractionary policies, interest rate hikes in the United States last year, and the sharp decline in many markets,
including the stock market). In this regard, the consumer price index (inflation rate) had a positive and significant
effect, while exchange rates, interest rates, and government bond rates had a negative impact on stock market returns.
Moreover, fiscal policies can also influence the performance of the stock market. Keynesians believe that expansionary
fiscal policies can support aggregate demand, strengthen the economy, and potentially increase stock prices. On the
other hand, classical economic theory emphasizes the crowding-out effect of fiscal policies and the potential impact
of increased interest rates and reduced private sector activities, which may make a decrease in stock prices due to
expansionary fiscal policies unlikely (Lawal et al., 2018). Some economists argue that monetary policies that lead to
stable or highly variable inflation destabilize financial markets, making stock prices highly sensitive to economic
conditions. Empirical evidence also clearly demonstrates the relationship between macroeconomic variables and stock
prices. Therefore, when making investment decisions, investors should consider the economic factors that affect stock
market performance (Karimzadeh et al., 2021). The results of some experimental studies state that economic and
financial risks have positive effects on short-term and long-term stock risks, and an increase in risks leads to an increase
in the risk of stock market crashes (Darabi et al., 2021). However, both government policies themselves and their
impact on the market have been associated with uncertainty and ambiguity for economic agents.

Since the COVID-19 pandemic began in March 2020, the economy has been dominated by uncertainty. At the start of
the pandemic, no economist could anticipate how badly the economy would suffer from the massive lockdowns.
Afterwards, inflation started rising due to supply chain disruptions. Uncertainty peaked when Russia invaded Ukraine,
which led to an energy crisis and inflation skyrocketing. Central banks considered inflation to be temporary for too
long, leading them to increase interest rates at a massive speed. These events introduced a high degree of uncertainty
in macroeconomic variables such as GDP growth, inflation, consumer spending, etc., and had a severe impact on
financial markets.Economic policy uncertainty (EPU) is defined as uncertainty regarding fiscal, regulatory, or
monetary policy (Brogaard & Detzel, 2015). This uncertainty can impact critical decisions such as investment,
consumption, and saving made by firms and other economic agents. Economic uncertainty can also affect factors like
inflation, interest rates, and expected risk premiums (Pastor & Veronesi, 2012). Consequently, uncertainty in economic
policy influences future aggregate demand and supply, while also exerting pressure on financing costs. This, in turn,
alters firms' behavior and decisions regarding future investment and employment (Gulen & lon, 2016). Macroeconomic
variables play a crucial role in financial markets as they determine the state of the economy. According to the efficient
market hypothesis, all information should be incorporated into prices (Fama, 1970). Therefore, any changes in these
variables expand the information available to traders and should be reflected in stock prices and, consequently, stock
returns. Numerous studies have demonstrated that heightened uncertainty has a negative effect on stock returns. This

Stable Economy Journal, 2023; 4(4): page96-122



98 Assement the long-term relationship between the economic policy uncertainty ...

proposition has been confirmed by studies conducted by Brogaard and Detzel (2015), Arouri et al. (2016), Carriero et
al. (2017), Bahmani-Oskooee and Saha (2019b), and Chiang (2019b).

Numerous papers have expounded on the connection between Economic Policy Uncertainty (EPU) and China's stock
market return based on the EPU index built by Baker et al. (2016). Studies have shown that uncertainty has an impact
not only on actual economic activity but also on the consumption and investment decisions of economic actors. For
example, Bernanke in 1983, Dixit in 1989, Gomez et al. in 2003, Bloom in 2009, Walsh and Tan in 2008, Allen et al.
in 2012, Wang et al. in 2014, Jurado et al. in 2015, and others in 2018, as well as Yang et al. in 2019 and Wu et al. in
2020, have all demonstrated this effect. Economic actors may use this uncertainty as an opportunity to profit. As we
have seen in recent years, the implementation of expansionary monetary policies - which involve increasing liquidity
and the money supply - has created a speculative environment in various financial markets, including housing,
automobiles, gold, and jewelry. This has resulted in destructive levels of inflation and significant damage to most
sectors of the real economy.

Loni and colleagues conducted a study in 2021, examining the impact of the Economic Policy Uncertainty Index (using
variables such as inflation rate, interest rate, exchange rate, and economic growth) on corporate investment in
companies listed on the Tehran Stock Exchange during the period from 2007 to 2020. The results showed that monetary
policy uncertainty has a greater influence on corporate investment compared to fiscal policy uncertainty. Economic
uncertainty, with disruption in the price system, reduction of cash flow towards financial assets, and material activities,
decreases the investment of companies. Mahrabian and Falahi examined the impact of macroeconomic variables on
the performance of industries in the Tehran Stock Exchange from 2008 to 2020 using the Generalized Autoregressive
Conditional Heteroskedasticity (GARCH) model. The results of this study indicate that the bank interest rate has a
negative impact, while the inflation rate, exchange rate, and gross domestic product (GDP) have positive effects on
the performance of industries. Therefore, based on these studies, the relevant model is presented based on equation 1.
The research hypotheses are as follows:

Hypothesis 1: Economic policy uncertainty has a significant negative impact on the excess returns of industry indexes.
Hypothesis 2: The impact of economic policy uncertainty on excess returns is heterogeneous across industries

Method

This research follows a descriptive-analytical method and falls under the category of applied studies. The statistical
population for this research consists of accepted industries in the Tehran Stock Exchange during the period of 2012
to 2021, with a monthly time frame. (These industries have been selected based on their market value over the last
years). The selected industries are as follows:

Table 1. Selected Industries index

Row Industry sign
1 Automobile and manufacturing parts AUT
2 cement, lime and gypsum CLG
3 Multidisciplinary industrial companies = MUL
4 Basic metals BAS
5 oil, coke, and nuclear fuel OlIL
6 Chemical products CEM
7 Aggregation, properties and real estate = AGG
8 Pharmaceutical Products and Materials | PHA

Source: Research Finding
The empirical model of the research loni et al ,2021 and Mehrabian & Farahani 2021 is as follows:

Ry — th =a; + B1EPU + f,MKT, + B3SMB; + f,HML; + fsRMW  + BcCMA, + B-MOM, +
Eit 1)
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In the above relation, the excess return return of industry is the dependent variable, while EPU is the
independent variable. The coefficients BSMB, BHML, BCMA, BRMW, and fMom capture the size effect,
value effect, investment factor, operating profitability, and past performance with respect to winners and
losers, respectively. These coefficients are control variables in this model.

Measuring economic policy uncertainty EPU

To measure the Economic Policy Uncertainty (EPU) index, several steps are involved. Firstly, fluctuations in
monetary policy variables such as the monetary base and interbank interest rate, financial variables including
oil revenue fluctuations, foreign exchange variables like the exchange rate, and consumer price index
variables are calculated using the Hodrick-Prescott filter'. Next, Principal Component Analysis (PCA)? is
employed to construct the EPU index. This index serves as a composite measure that captures the overall
level of uncertainty in economic policies.
According to a study by Loni et al. in 2021, the uncertainty of economic policies can be calculated by analyzing
fluctuations in macroeconomic variables, which can be considered an index of political instability.

IEPU = B,IR + B,Mb + B30IL + B,ER + B;CPI (1)

Chartl1- Economic Policy Uncertainty index- 2012M03 to 2022M¥.
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Source: Research Findings

The Economic Policy Uncertainty (EPU) index is a composite index composed of five factors: interbank interest
rate(IR):, oil revenues (OIL), exchange rate in the free market (ER), monetary base changes (MB), and
consumer price index (CPI). This index attempts to reflect the level of economic uncertainty by examining
the changes in these fundamental economic factors and weighting them accordingly. When the extracted
index from these factors is analyzed, it can be observed that it aligns quite well with the country's economic
events. It is evident from further interpretation that the lowest level of this index occurred in the beginning of
the year 1391 (2012), prior to the deepening of international sanctions. Furthermore, it can be seen that the

! The Hodrick-Prescott (HP) filter refers to a data-smoothing technique that is commonly applied during analysis to remove short-term fluctuations
associated with the business cycle. Removal of these short-term fluctuations reveals long-term trends.
2 Principal component analysis (PCA) is a statistical procedure that allows for the summarization of information in large data tables using a smaller set
of "summary indices" that can be more easily visualized and analyzed.
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challenges surrounding the JCPOA (Joint Comprehensive Plan of Action) in 1397 (2018) and the issues
arising from the COVID-19 pandemic in 1399 (2020) are well-reflected in this index and have led to
significant upward movement.

Results:

The long-term test results of the ARDL model are as described in Table 2 .The EPU coefficient indicates how much
the surplus return of the industry index changes with a one-unit increase in the economic policy uncertainty index. The
significance stars portray the statistically significant coefficients. The estimated model results show a long-term
relationship between the economic policy uncertainty index and the surplus return of this industry, and this effect is
positive and significant for all industries. The Error Correction Model (ECM) also indicates how quickly the
uncertainty effect dissipates on stock surplus returns. The closer this coefficient is to Y, the faster the independent
variable affects the dependent variable. According to the obtained results, on average, the ECM coefficient for all
industries in the above sample is high, in other words, the effect of EPU changes on the surplus return of the industry
index dissipates in a short period of time.

for example :The increase of one unit in the economic policy uncertainty index leads to a %:+,¢)Y increase in the
surplus return of the automotive industry and parts manufacturing index, and the statistically estimated coefficient at
a %34 confidence level is significant. The test results indicate a long-term relationship between the economic policy
uncertainty index and the surplus return of this industry. The estimated Error Correction Model (ECM) coefficient
(+,%9A) for this industry, which has the highest coefficient among different industries, also indicates that almost all
uncertainty effects dissipate at a much slower rate of less than two periods on stock surplus returns.

Table2: A summary of research results
indusrty EPU MKT SMB HML MOM RMW CMA ECM
1

Pharmaceutical products and 2.07E 0.969** -0.201 0.007 -0.012 -0.889* - -0.635
materials -0y* * 1.924**
*
Chemical prouduct 1.69E 0.884** -0.88 - - -0.82 -0.328 -0.585
-Ov* * 1.181* 0.548*
* *
Automotive and parts 413E 0.916* - 0.283 0.867* - - -0.998
manufacturing -Qyrxx * 3.445** * 3.727*  1.78***
* *

cement, gypsum and lime 2.08E 0.857** - - 0.499* -0.163 0.275 -0.996
-QYyrrx * 0.336** 1.451* L
* *

158E 0.81** 0312 1.23 -0073 -0.706 -1.441 -0.782
_QYFRE

oil, coke, and nuclear fuel 1.59E 0.94*** -0.031 2.047* 0.328 -0.804 -1.317 -0.837
_OT’** *

multidisciplinary industrial 1.93E 0.817** -1.316 -1.263 - -0.79 -0.671 -0.44

companies -QY** * 1.294*

Aggregation, properties and real 1.33E 0.82*** -1.059 -2.47* - 0.521  3.044** -0.620
estate -QY** 1.196*
*
Note: Asterisk *, ** and *** represent significance level at 10, 5 and 1% respectively
Source: reaserch fuding_using Eviews 12

I The main reason for the popularity of error correction patterns (ECMs) is that short term fluctuations of variables

are related to their long term equilibrium values. If the error correction factor is with a negative sign, it indicates the
speed of error correction and the desire for long term equilibrium.
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Concloution: In this research, the impact of economic policy uncertainty on the excess returns of selected industries
in the Tehran Stock Exchange was examined. Based on the results obtained from estimating the models, the first
hypothesis, which suggests a significant negative impact of economic policy uncertainty on the excess returns of the
industry index, is rejected. On the other hand, the second hypothesis, which suggests heterogeneity in the impact of
economic policy uncertainty on the excess returns of all industries, is not rejected. Entry and exit of capital in the
country's financial markets are affected by the uncertainty of government economic policies, making investment
planning and decision-making difficult for companies and market participants. This uncertainty leads to fluctuations
in demand for shares of various industries, which in turn affects industry returns.

The examination of the impact of the economic policy uncertainty index on the performance of various industries
indicates that:

The impact of the economic policies uncertainty on the excess profitability (the overall index of all industries in the
sample) of various industries is limited but entirely positive and meaningful. Furthermore, this effect is not
homogeneous and varies depending on the nature of the industries. The research results indicate that within a
spectrum of excess profitability, the automotive and parts manufacturing industries, as well as cement, lime, and
gypsum industries, are most susceptible to the variable economic policies uncertainty, while the primary metal
industries and real estate development have the least impact from this variable. Therefore, with increasing economic
policy uncertainties, it is expected that investors in the capital market will achieve a suitable surplus return, and
among them, prioritize investment in the automotive industry and the manufacturing of parts, cement, lime, and
gypsum. During periods of economic stability and reduced policy uncertainty, investors in this market prioritize
investing in basic metals industries and real estate development.

Moreover, the variable of risk exposure is significant in various industries and demonstrates positive self-
reinforcement. This implies that as the market capitalization increases, the returns of all industries will also
experience an increase. Therefore, market growth can provide this promise to investors in all industries, as this
increase will be experienced across all sectors.

The results of this research can be used by the government in such a way that, in addition to the need to control
inflation and exchange rate fluctuations, attention is given to the proper announcement of implemented policies and
timely dissemination of economic information, which can lead to reducing uncertainty in economic policies. This
can help reduce the impact of this variable on the behavior of capital market participants and asymmetry in market
returns.

Based on the uncertain economic conditions prevailing in the country and the sensitivity of financial markets to this
situation, the following suggestions are proposed for future research:

Future researchers can expand this study by examining the effects of asymmetric shocks of economic policies on
other investment portfolios, such as gold, ETF funds, etc.

By using a metric such as the market sentiment index, it is possible to achieve more comprehensive and extensive
results to enhance performance for investors in the stock market.

Stable Economy Journal, 2023; 4(4): page96-122
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