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ABSTRACT

This study is aimed to explore the relationship between country rating and volatility
of Karachi Stock Exchange for the period 1999 to 2012. This study employs daily
data of country ratings and stock market returns to investigate influence of rating
on volatility of market. Univariate Asymmetric GARCH model is used to explore the
relationship and results reveal that country rating has a significant role in explaining
volatility in Karachi Stock Exchange.

INTRODUCTION

Investors are mainly concerned with returns so their
interest is in current and prospective risks. Investors
have to allocate funds in local as well as foreign markets
that is why huge finances are spent on identifying and
explaining the risks involved along with the ways to
manage these risks. But most of the efforts are diverted to
formulating plans for risks that can be managed through
insurance, financial planning or other financial measures.
However there exist some risks that cannot be managed
through these measures. The conventional approach to
evaluate an investment opportunity, such as purchasing
a treasury bond or buying a basket of stocks, focuses
on the identification and examination of prevailing risks.
The investors while evaluating risks consider two things.
Firstly, the information requirements and secondly the
mathematical model to capture the risk. These decisions
are taken in advance so that the optimal investment
opportunity can be evaluated. This approach only works
fine if the goal is to improve the returns nominally. But
interestingly it has been observed time and again that
even when the opportunities are favorable, offering good
returns with less risk, the investment managers as well
as the institutions seem dissatisfied. One of the reasons
is that once the investment opportunity is opted or the
selection of the portfolio is made no one is interested
to pay attention to figuring out how the information
that is available has been utilized and how that piece
of information could be used to make more informed
decisions or gain higher returns. Some unanticipated
benefits as well as drawbacks that may have provided
insight into the investment decision may be overlooked.
For example an investment opportunity that an institution

thinks to exist in the insurance sector of a specific
country could only be optimized if and only if a proper
mechanism is installed and set in place to evaluate the
anticipated and unanticipated aspects pertaining to the
decision that is vital for any institution.

This study involves the identificationofanalternative
approach to evaluate and quantify risk that continually
allows the exploitation of the available data in new
ways. Instead of the using the conventional political risk
that is thought to be a good proxy for risks involved for
evaluation of an investment opportunity in a specific
country, it focus on the exploration of information
beyond. Rather than viewing the conventional method
as the only resource that can be used for evaluation it
sees the risk existing within a country not only as the
political risk but also a composite risk that comprise
both risks i.e. governance risk, economic and financial
risk. Most of the researchers are of the view that the
investment opportunities that involve the stock markets
of a country has nothing to do with other risks except
the financial risk but over a time a large number of
researchers have tried to analyze as well as quantify
various types of risk that can affect investors’ interest.
Sometimes the financial as well as the economic reforms
shape the risk preference of the investor and align the
decision making process with a specific path of available
set of information. This type of information can also
result in inflows and outflows of capital especially in
developing economies (Ramcharan, 1999). Under these
circumstances it becomes important to understand that
how the information specific to a country can affect
an investment opportunity. The investment managers
have to consider the country dynamic risk and it is not
related to a specific set of factors in evaluating risk.
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