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Abstract

This paper uses the economic policy uncertainty index provided by Baker and others, combines
our country's macroeconomic variables (broad money supply and industrial added value) data
over the period of July 1998 to July 1998, and uses Weise’s Logistic smooth migration of vector
autoregressive (LSTVAR) model for China's a-share market stock returns and volatility in the
empirical analysis, and by using the generalized impulse response function to explore under the
uncertainty of different economic policies, macroeconomic impact effect on the stock market.
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1. Introduction

This paper uses the economic policy uncertainty index provided by Baker and others, combines our
country's macroeconomic variables (broad money supply and industrial added value) data over the
period of July 1998 to July 1998, and uses Weise’s Logistic smooth migration of vector
autoregressive (LSTVAR) model for China's a-share market stock returns and volatility in the
empirical analysis, and by using the generalized impulse response function to explore under the
uncertainty of different economic policies, macroeconomic impact effect on the stock market.

The empirical results show that in both cases that economic policy uncertainty is higher and lower,
A unit standard deviation of the macro variables are impact effect on the a-share market returns and
volatility exist obvious asymmetry. In addition, the study found that in the condition of different
economic policy uncertainty, economic policy uncertainty, itself A unit of the impact of the standard
deviation of returns and volatility of a-share market the influence of asymmetry exists. So the central
government should be enhanced for forward-looking policies, avoid a large shift in economic policy;
At the same time, in the implementation of the policy to maintain A gradual, step of the
implementation of the strategy, avoid causing market investors panic or excessive speculation, thus
affecting the a-share market healthy and stable development of China.

2. Empirical analysis

In this paper, the logistic smooth transfer vector autoregression (Istvar) model proposed by Weise
(1999) is used to analyze the stock return and volatility of China's A-share market. Lstvar model can
describe the calculation of generalized impulse response function, and describe the impact of
economic policy uncertainty and macro shock on the asymmetric form of A-share market return and
volatility under positive and negative shocks. According to Weise (1999), this paper establishes
the Istvar model,
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After estimating the Istvar model, this paper will use impulse response function to investigate the
response of macro variables to policy shocks. The generalized impulse response function is defined
as follows:

le (n’VI’Wt—l) = E[Yt+n |Vt | Wt—l] - E[Yt+n | Wt—l]v n=01,...
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After LM linear test confirms the existence of nonlinear characteristics in the Istvar model, we use
the generalized impulse response function to describe the asymmetric impact of macro shock on the
return and volatility of China's A-share market under the background of different sizes of economic
policy uncertainty.

3. Results and discussion

Under the condition of low degree of economic policy uncertainty, the increase of economic policy
uncertainty in a short period of time will make the return rate of A-share market decrease in a short
period of time at the beginning of the impact, and then, the return rate shows an upward trend, with
the largest growth in three months or so, and tends to be stable in the later period. This is because, in
the case of low degree of economic policy uncertainty, the impact makes the expectation of the market
in a very short period of time not clear enough, which leads to the negative volatility of A-share
market return. After the impact, market participants will regain their confidence in the market and
devote themselves to the market again because of their speculative nature. Compared with the low
uncertainty of economic policy, the impact of the impact shows an obvious asymmetric situation.
Under the condition of high degree of policy uncertainty, the positive impact of economic policy
uncertainty makes the yield of A-share market fall rapidly in a very short period of time, and tends to
zero gradually in the later period. In the case of high degree of policy uncertainty itself, it is difficult
for stock market participants to grasp the development trend of the future market. The new impact
directly leads to the market participants’ wait-and-see attitude towards the stock market, which
indirectly leads to the short-term straight-line decline of the stock market yield.

In the case of high and low degree of economic policy uncertainty, when impacted by a unit standard
deviation of economic policy uncertainty, the volatility of A-share market will decline in a short
period of time and tend to be stable in the later period. Specifically, under the condition of high degree
of policy uncertainty, the volatility of A-share market declines more in the early stage, and its
recovery and growth speed is faster in the later stage. In the case of low degree of policy uncertainty,
the volatility of A-share market has a slight decline at the beginning of the period. At the same time,
the growth rate in the later period is faster than that in the case of higher policy uncertainty. In the
figure, the tangent slope of discount is larger in the case of lower policy uncertainty in the same period.

When China's money supply increases in a short period of time, it will make the return rate of A-
share market rise rapidly, and then slowly tend to be stable. In the positive impact of one unit standard
deviation of M2, this paper does not find the obvious asymmetry of high and low uncertainty of
economic policy. As can be seen from the figure below, in the case of high economic policy
uncertainty, in the face of the increase of money supply, the rise of A-share market yield is less than
that in the case of low economic policy uncertainty. The increase of money supply in the short term
will increase the capital supply of the stock market, and the price and scale of the stock market will
also be affected by this, and the expected effect is generally positive. When the economic policy
environment is more stable, the market participants' expectations for the future are more positive and
optimistic, which explains that the impact of one unit standard deviation of M2 is more obvious when
the uncertainty of economic policy is lower.

Under the background of low economic policy uncertainty, the impact of broad money supply will
lead to a large increase in the volatility of A-share market in the short term (three months), and in the
case of high economic policy volatility, the volatility of A-share market will decline in the short term.
Due to the difference of policy uncertainty, the volatility of A-share market has obvious asymmetry
after the impact. That is to say, on the premise that the economic policy environment is relatively
stable, the increase of money supply can stimulate the stock market in the short term, while in the
case of unstable economic environment, the increase of money supply in the short term will only
make investors choose to hold the form of money more steadily, rather than choose to allocate funds
in the stock market.
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4. Conclusion

On the premise of the difference of economic policy uncertainty, the impact of macroeconomic
variables on the return and volatility of A-share market shows an asymmetric impact. Under the
condition of higher policy uncertainty, the impact of macro variables and the positive impact of policy
uncertainty itself will have a greater impact, mainly negative impact. Therefore, when formulating
and implementing the economic policy, the central government should strengthen the foresight of the
policy and avoid the great fluctuation of the economic policy; at the same time, it should keep the
gradual and small-step implementation strategy in the implementation of the policy, so as to avoid
causing the panic or excessive speculation of the market investors, thus affecting the healthy and
stable development of China's A-share market.
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