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The impact of political uncertainty on financial markets has been predominantly examined 

through the lenses of the efficient market hypothesis (EMH), where new – and unanticipated – 

information is promptly priced-in by rational agents (Brown, et al., 1988; Fama, 1991, 1998). In 

this framework, democratic processes are analysed as single events and uncertainty is seen as the 

lack of predictability over the outcome of such events which has an immediate effect on financial 

markets, and in particular on equity markets. 

 

Most of the literature examines political uncertainty within elections (see e.g., Białkowski, et al., 

2008; Goodell & Vähämaa, 2013; Jones & Banning, 2009). However, examining elections raises 

several issues, from the presence of confounding partisanship effects to the fact that markets and 

elections can reciprocally influence each other, leading to potential endogeneity bias (Snowberg, 

et al., 2007). On the other hand, a smaller area of the literature examines political uncertainty in 

referenda (see e.g., Beaulieu, et al., 2006; Durán & Trillas, 2016; Darby & Roy, 2019). Although 

referenda are less frequent and heterogeneous democratic processes, they are less affected by 

confounding phenomena and are generally less predictable than elections (Beaulieu, et al., 2006), 

thus suggesting that referenda are better suited for observing the effect of political uncertainty on 

financial markets.  

 

Nonetheless, either when examining elections or referenda, the existing literature tends to 

analyse democratic processes as single events to examine the short-term and immediate effects 

of political uncertainty (Bernhard & Leblang, 2006). Yet democratic processes often cannot be 

reduced to single events, as they are made up by lengthy public debates or campaigns which 

impact investors’ judgments. In fact, several studies in the academic finance literature show that 

investors do not merely price-in all information, but they make conscious and subconscious 

judgments based on available information, which gives place to decision-making biases and 

gradual reactions at an aggregate level (see e.g., Rubaltelli, et al., 2005; Kempf & Ruenzi, 2006; 

Kahneman, et al., 1991). Therefore, contrasting the EMH’s proposition that information is 

promptly priced-in by rational agents.  

 

This study hence investigates whether political uncertainty also has a gradual longer-term impact 

on equity markets, throughout democratic processes. By design the EMH cannot account for 

this, as only information, and not heterogeneous judgments, affect prices. Hence, to examine the 

possibility of a graudal effect of political uncertainty on equtiy markets, a Keynesian framework 
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on market behaviour is proposed. In this framework, agents make judgments on the relevance 

of new information and decide whether to act upon the available information or not. Accordingly, 

a compounding of information pointing to a possible change in the status quo, during a 

democratic process, will lead to a protracted period of uncertainty which gradually impacts equity 

markets. 

 

These competing theories are tested by examining the Scottish and Catalan 2014 independence 

referenda since the former was characterised by great political uncertainty while the latter was 

not, as soon after its announcement it was ruled unconstitutional by Spain’s Supreme Court. The 

two referenda are analysed comparatively with a synthetic control method, as there is no single 

close comparisons case which can meaningfully replicate the unobserved counterfactuals of 

interest. Several synthetic estimates are computed for each salient event of both referenda as well 

as the overall democratic processes (from the announcement to the vote).  

 

The results show that the process of the Scottish referendum had a gradual negative impact on 

the performance of the equity market, while each individual event had no effect. On the other 

hand, the process of the Catalan referendum did not impact the equity market and neither did 

its individual events. These findings suggest that the negative effect of the Scottish referendum 

was due to its political uncertainty, thus entailing that uncertainty also has a gradual impact on 

equity markets, as theorised in the Keynesian framework.  

 

The main implication of this study is that democratic processes can have an impact on markets, 

and the overall economy, independently from their outcome, as the political uncertainty they 

generate can have a gradual effect throughout the process itself. 
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