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ABSTRACT

This study examines the impact of terrorist activities and regime in Pakistan on the
return and volatility dynamics of the financial markets in Pakistan between year
2000 and 2010. The study constructs two dummy variables that quantify political
instability and terror and examine the effect on stock market volatility. An ARCH
and GARCH model to discover evidence that terrorism and regime has a significant
impact on both the return and volatility dynamics of stock markets. To capture the
asymmetries in terms of negative and positive shocks, this study also uses threshold
GARCH (TGARCH) and an exponential GARCH (EGARCH) model. From both of
the TGARCH and EGARCH results, it can be reveal that for the return of KSE-100,
there are asymmetries in the news that shows bad news has a larger effect on the
volatility of return than good news. Finally study of the reaction of the stock market
to terrorist events may also provide indication to investors and speculators to adjust
their positions when such events transpire.

INTRODUCTION

Stock market acts as a barometer for a country’s
economy. In today’s information-oriented world, news
travels very fast and contagion can spread quickly and
capital markets become more flexible and are absorb
shocks brought on different news such as terrorism,
political instability etc. Stock market of Pakistan is
going through quite rough patch from many years.
The change of political government and later on the
terrorists’ attacks have badly affected the stock market
and make the Pakistan Stock Market unreliable place
for investment. As by seeing the overall scenario of
Pakistan’s stock market during that time period it was
not difficult for prices to follow certain patterns that
support the rejection of Random Walk Hypothesis.

This study examines the impact of change in
government and terrorism in Pakistan on the country
financial market volatility. Pakistan is one of those
episodic-democratic countries who are facing continuous
upheavals and socio-political disruptions since their
inception. Military interventions could be witnessed in
the political history of Pakistan. More over intervallic
wars with India, strikes, antigovemment demonstrations
and most importantly the ongoing war on terror have
popped Pakistan to prominence on the socio-political
platform. Such sociopolitical flux, terrorist attacks and

other disruptions can have serious implications for stock
price movement because stock prices reflect investors’
expectations about the future and these stock price
movements on aggregate can generate a surged wave of
activity.

There has been an extensive work on study of
stock market returns and volatility with respect to the
fundamental variables and the macroeconomic variables
but a diminutive work has been done so far to study the
impact of socio-political factors on the stock market
volatility in Pakistan. The existing literature on impact
of socio-political factors on stock returns volatility
is quite inadequate especially if we talk in context of
Pakistani market. Masood, & Sergi (2008) analyzed
Pakistan’s political risks and events that have affected
the Pakistani stock market since its independence but
their study chiefly covers the political events. Terrorism
and strikes which have recently become the matters of
intense interest and the source of unrest in the economy
are the missing part there.

The Karachi stock market is rapidly converting
into a volatile market. If we see figure below it showed
that there are high volatility during year 2000 to 2010.
This cannot be viewed as a positive sign for this
emerging market like Stock market of Pakistan. Though
heavy fluctuations in stock prices are not an unusual
phenomena and it has been observed at almost all big
















