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Abstract: "Despite limitation of ‘War on Terror’ in specific Asian countries, global economies are facing serious
threats in their capital markets. As a front line state in War on Terror, Pakistan is facing economic instability
and disquieting consequences. Recent emergence of religious, sectarian and politically induced terrorist
factions has attracted dramatic focus of media, serious damages to public and private assets and unavoidably
affected global equity markets. Due to central location of affected areas, equity markets of Pakistan are highly
pretentious by consequences of War on Terror. This study examines the relationship between Terrorism and
Macroeconomic factors (Interest Rate and Inflation) on Karachi Stock Exchange (KSE-100 Index) using daily
basis data for Terrorism and monthly basis data for Macro-economic Factors from 1st July 2005 to 31st June
2010. Various statistical techniques are used include unit root Augmented Dickey Fuller test, Phillip Perron,
Johansen's co-integration, Granger's causality test, ARCH, GARCH and GARCH-EVT. Findings of the study
revealed co-integration between macroeconomic factors and KSE stock returns which demonstrate that largest
equity market of Pakistan KSE-100 Index have negative relationship with Terrorism and causal relationship with
interest rate; whereas, no relationship is found with inflation. Outcome of the study explored Cointegration and
a long-term relationship among study variables."
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INTRODUCTION international economies along with significant impact on

Terrorism can be defined as “the premeditated use, or picking up to the moguls and hazard supervisors
threat of use, of extra normal violence to obtain a political regarding the exceptional nature and false notion of such
objective through intimidation or fear directed at a large occasions. Firstly, the starting business effect from dread
audience” [1]. "Researchers are of the view that terrorism ambushes is possible to be overcompensated and to
negatively impact on the economy in many ways, e.g. it unwind over resulting days. Secondly, once the starting
can impact on the financial system or international trade. frenzy moves, speculators take a more discerning check
Investment and international trade are highly correlated out the medium-term financial effect. Thirdly, the micro
with each other and can be exploited from instability of effect of ambushes can also create excruciating on
organizational international trade". [2], is of the view that economies. Beyond any doubt, the degree to which
terrorists can disturb the international trade mechanism ambushes have  lifelong  effects  on   business  sectors,
which ultimately can disturb the whole world. Financial on commercial ventures and nations relies on if they
markets have responded in an exceptionally significant create gurus to re-assess their lifelong hazard evaluations
way to September 11, 2001, the commandeered air [3, 4, 1].
transport ambushes in the United States. Continuous Concentrating on the effects of occasions around
wave of terrorist attacks in Bali in 2002, the Madrid in 2004 Globe War II on costs of legislature bonds of some
and London train bombings of 2005 greatly impact on nations bartered in Zurich and Sweden, separately [5].

the economy of Pakistan. Within story furnishes a base of
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Admitting that the investment creates and outcomes Despite of ‘War on Terror’ in specific Asian countries,
of equipped clashes which have gained boundless heed global economies are facing serious threats in their capital
in the deductive inquiry of war [6-8] we know moderately markets. As a front line state in War on Terror, Pakistan is
small regarding the expenses of war notwithstanding facing its frightening impact in its economic instability.
some well known similar studies. So far, very little or In study of “international crash of October 1987” [13]
almost nothing has been explored between stock markets proved that volatility in the global equity markets is
and terrorism but the war on Iraq diverted researchers’ significantly influenced due to inclusive events. The
attention on this topic. According to the findings of [9], Terrorist event of September 11 in the United States and
before ten days of the war on Iraq all the prices regarding the succeeding attacks in London and Mumbai laid
oil, gold and US dollar changed up to 13 to 63 percent. colossal influence on global capital markets. Evaluating
While studying the impact of terrorism attack on the stock the “effects of terrorism on global capital markets” [14]
prices [10] identified 75 attacks within the period of seven explored that Terrorist and militant attacks forced
years (i.e. 1995-2002) on public organizations which business activities to amplify the security measures and
negatively effect on the stock prices up to -0.83 percent. extra budgetary expenses to control the enlarged security
Due to each attack there was an average of 401 million risk. Discussing the impact of September 11 incident on
dollar loss. In addition to this they also noticed that these US airline industry [15] demonstrated that terrorist
terrorism attacks affect different firms differently. assaults have significant economic consequences across

Recently in a study, [11] "see the terrorist attack on the world.
9/11 and its impact on the stock exchange instability. Inflation is considered an important macroeconomic
They studied the pre and post impact of these attacks on factor which signifies from a rise in the general level of
the returns of stock exchange and found vitality prices of goods and services in an economy over a period
behavioral change in the stock returns. Terrorism attacks of time. Exploring post market crash of 1930s’ [16] studied
have changed the stock exchange trend and other ‘inverse influence’ between stock markets and inflation in
economic indicators in Pakistan. For instance, in the year the United States and Europe. Their study results
2008-2009, the foreign investment declined from $1.4 indicated that market fundamentals are not sole factors to
billion to $910.20 million. Furthermore in the same financial effect stock markets but changes in industrial growth and
period poverty level was pushed up to 41.4%. These financial market dividends are also responsible on
attacks have increased the countries’ defense expenses. weighted average stock performance. Discussing fiscal
Same was the case with Karachi Stock Exchange (KSE) and monetary relationship between inflation and stock
after the war against terrorism; it loses 4, 675 points within returns [13] enlightened ‘inverse affiliation’ between stock
the period of one year". markets and inflation through theorized sequence of

Unavoidably, the whole world is facing the problem macro-economic associations that have foundation in the
of terrorism and paying its cost in terms of valuable lives, "Quantity theory and Demand Money theory".
destruction of public and private properties and money According to [17], Interest rate is a ‘fee paid for the
and capital markets globally. Keeping this imperative use of borrowed money’. Expanding “Suspension Bridge
factor, the purpose of this research is to find out the Model” [18] indicated that the projected returns on
effects of Terrorism and Macro-economic factors common stocks are analytically linked to the market risk
(Inflation and Interest Rate) on largest stock exchange of and interest rate risk. Illustrating the impact of
Pakistan (KSE 100 Index). macroeconomic variables on long-term market movements

Literature Review: "Karachi Stock Exchange was formed interconnected to a long-run rate of interest in the United
on 18  September, 1947. Its business was underway with States and Japanese stock prices.th

initial capital of Rs. 37 Million. According to Gulf news In order to evaluate the impact of macro-economic
(2008), KSE was the "Best Performing Stock Exchange of causes on KSE 100 Index, relevant data for the period of
the World for the year 2002". Many researchers have 2005-2010 (on monthly basis) is retrieved to find out the
analyzed KSE performance to investigate association among macro-economic variables such as
multidimensional factors behind high growth performance inflation and interest rate and KSE stock returns. In
but few studies have explored the impact of terrorism and previous research studies, researchers explored impact of
macroeconomic variables on performance of KSE" [12]. individual variables on performance of KSE stock returns

[19] specified that stock indexes are adversely
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and found variation in their research findings. In Exploring the effects of terrorism on the bonds,
perspective to unleash the influence of various stocks and commodity markets, [23] examined empirical
macroeconomic variables on stock returns, some of the evidences on stock market to answer the question that
studies found inverse relationship among these variables; “do terrorism have negative impact on American,
whereas, few studies proved significant association European and Swiss stock markets”? By considering
between macro economic variables and on KSE stock terrorist activities between the periods of 11 years in
returns. Evaluating causal effect between stock exchange different 25 states, they used the GARCH-EVT approach
prices and macroeconomic factors [20] proved that ‘no to explore the desired findings. Results of their study
causal association is witnessed between macro-economic indicated that terrorism has negative impact on stock
factors and Karachi Stock Exchange returns’. By using market along with different effects due to the dependency
"Granger Methodology" they found irrelevancy of of stock market on individual factors.
correlation among macro-economic factors and KSE stock To observe the relationship of macro-economic
indexes. variables and KSE 100 Index, [24] conducted a research by

Most of the researchers have proved long-term using monthly and yearly data from the period of 1972 to
association between terrorism events and equity market 2002. Full Information Maximum Likelihood (FIML)
returns. Using a sample of 639 attacks in different cities of method was used to predict the casual relationship which
Israel, [21] found that terrorism has an everlasting indicates the negative impact of macro-economic variables
influence on equity markets and foreign exchange markets (inflation and unexpected growth) on KSE stock returns.
in Israel. Findings of their research explored that 25 The stock prices fetched significant changes by the
terrorist attacks witnessed long run effects on equity and economic variables (Interest rate, consumer price index,
foreign exchange markets in Israel. To examine the inflation rate) and non-economic variables (political
influence of global terrorist attacks on stock returns of disputes, emergency in the country). Inflation diminishes
Public  Limited  companies  [11]  investigated   effects  of the value of money which resultantly lessens the
75 different terrorist attacks between the period of 1995 investors for precautionary measures. To mitigate the
and 2002. In addition to this, by computing the global effect of inflation, investors tend to invest more in gold,
sample of 75 individual firms, they reported that after each bonds, t-bills, shares and other investment securities
attack, the value of stock exchange declined up to USD which encumber against inflation to avoid negative
401 million. Outcome of their study indicated that influence upon returns of stocks.
terrorism incidents have inverse as well as unequal Analyzing the in-depth relationship between
influence on stock returns of different countries and it macroeconomic factors and stock markets of Jordan, [22]
varies upon the characteristics of parent or targeted conducted a study using Vector Error Correction Model
country in which the event occurs. (VECM) and assumes the effect of preferred variables i.e.

Capital markets are generally responds to significant economic activity, money supply, inflation and interest
economic, political and social issues and unavoidably rate on Amman Stock Exchange (ASE). The study
weak market investors have to pay the event cost. composed data from period of 1980:3 to 2008:12. Study
Investors with higher liquidity always exploit such events results revealed that macro-economic variables and stock
to gain discount buying for holding it with an aim to sell returns have stable and long-run relationship with each
on market stability. In order to measure the cost of other. Finding of their study revealed a negative impact of
terrorism on ‘stock index volatility and returns’ [22] macro-economic variables (Inflation and Interest Rate)
highlighted fascinating outcomes in relation to the and stock returns of ASE. In another study, using VEC
influence of terrorist attacks on the capital market Model [25] examined long-run relationship between
performance grounded on the confirmation from 6 vibrant macro-economic factors and KSE stock returns for the
equity markets including United Kingdom, Turkey, Spain, period of 1973:1-2004:4. Their study results explored
Israel, Indonesia and Thailand. In their research, the causal relationship between macro-economic factors
impact of terrorism and the uncertainty of equity market (inflation rate and Interest rate) and KSE stock returns;
returns were evaluated. Findings of their study revealed whereas, negative impact of Inflation and Interest rate was
that the terrorist activities have greater impact over stock found on returns of Karachi equity market. Using
returns in developing economies in respect with Autoregressive Distributed Lag approach, [26]
developed economies. investigated  relationship  among  inflation  rate and stock
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returns. In the study, he used macroeconomic factors: KSE  stock  market returns from the period of 1998-2009
Inflation and CPI for the study period of 1971-2006. (on annual basis). Their study result revealed that an
Outcome of the study indicated that Inflation is not inverse interconnection is found between KSE stock
favored by the equity borders. Likewise, short term and returns and the rate of interest.
long term inflation always impacts on stock indexes.

In order to evaluate correlation between financial and Data Description and Methodology Data: "This study is
economic variables with behavior of stock returns, [25] conducted using data from the period of 2005:7 to 2010:6
analyzed the data from the period of 1985:7 to 2002:7 by of all study variables including interest rates, inflation,
using  Automatic  Progression  Level  (APL)  method. terrorism and KSE indexes. Monthly database of specific
Their study demonstrated that formal realization of study period is used to evaluate the impact of interest rate
economic and financial variables are important factors and and inflation on KSE; whereas, daily based data of KSE
have strong relationship in movements of stock returns. and terrorism is used to examine the interaction between
They also analyzed that the projected instability of terrorism and KSE indexes. The data is retrieved from
economic  and  financial variables has insignificant impact official site of Trading Economics
on stock returns. In addition to this, result of their study (www.tradingeconomics.com/pakistan) and Karachi Stock
highlighted an unexpected realization of financial and Exchange (www.kse.com.pk). The core purpose to
economic variables which are significantly determinants investigate the monthly and daily database is to exercise
of factions in SKE stock returns; and the forecasted the in-depth analysis to satisfy the study objectives.
instability in financial and economic factors have highly Retrieved data is utilized in multiple statistical tests to
inconsequential impact on the risk premium of equity explore the Cointegration and co-movement among study
stocks. variables. To attain the outcome of study questions,

Due to significance of macroeconomic variables like following statistical tests are used 1: Descriptive
interest rates and inflation factors, some of the recent Statistics, 2: Correlation Matrix, 3: Unit Root Analysis
studies evaluated their co-movement with equity index. (Augmented Dickey Fuller), (Phillip Perron), 4: Vector
To inquire the influence of macro-economic factors Auto Regression (VAR), 5: Co-integration, 6: Granger
including inflation, Interest rates, exchange rates and Causality test and 7: Autoregressive Conditional
money supply on Turkish stock exchange, [10] used Heteroscedasticity (ARCH) method with Ordinary Least
Granger causality method to cope the monthly data from Squares (OLS) and Generalized Auto Regressive
the period from January, 1998 to December, 2008. His Conditional Heteroscedasticity (GARCH) Models 8:
results indicated that rate of interest and inflation do GARCH-EVT Approach".
Granger cause equity index; and the rate of interest and
inflation have inverse affects on the equity returns of Methodology: Descriptive Statistics used to quantitatively
stocks. In an empirical investigation to find the impact of illustrate the main features of collected data and to
macroeconomic variables on KSE stock returns, [27] summarize the data set into Mean, Median, Mode, Range,
analyzed the index values from the period of 1986-2008. To Skewness and Kurtosis of the understudy variables.
find desired study results, authors used "ARIMA model" These values exemplify the distribution of error terms
which explored that macro-economic forces have negative along with the variances of the data. Correlation of
effects on the stock market returns and growth rate is a endogenous  and  predictor  variables is examined by
source to enhance cost of money which can be a reason using the Pearson correlation technique in which direction
of modification in transformation assortment among and  movement  of  the  variables  is  investigated with
equity and securities interest as a result of decrease in the each other in a given time period. There are certain
values of stock indexes. The other reason of sinking the limitations in Correlation technique as it does not analyze
stock indexes is that when there is an increment in the the cause-and-effect relationship among variables. "In
rates of interest of holding money, an increase in order to capture the real picture of the co-movements of
production cost is occurred that condensed the dividends KSE along with Inflation and Interest rate, co-integration
and profits of the firms which consequently become the method is used. Co-integration technique requires the
reason of further declines in the share prices. time-series of factors to be in stationary status. To ensure

Above arguments are also supported by [17] who this, first of all, unit root test Augmented Dickey Fuller
examined the effect of macro-economic factors on KSE (ADF) is applied to inquire the presence of single unit
stock returns. They collected data of interest rates and root in the model. ADF technique presumes that the



World Appl. Sci. J., 19 (11): 1575-1584, 2012

1579

variance is constant and the error terms are statistically
independent. Constant variance is another stringent
notion; so an alternative technique Phillip Perron test is
applied to ensure the stationary behavior of the time-
series".

This test allows the weak dependency of variance
and heterogeneously distribution which is applied in time
series analysis to investigate the null hypothesis; that a
time series is integrated of order 1.

"Co-integration test is conducted by running the
Johansen-Juselius test which was developed  by  [28].
This test evaluates the long-term relationship among the
study variables. Prime function of JJ test is to identify the
unspecified autocorrelation and heteroscedasticity in the
disturbance process of the statistical equation. For using
JJ test, a lag length is selected from Vector Auto
Regression (VAR) technique which is preferred on the
basis of Schwarz information criterion; the maximum
negative value of Schwarz is taken. If Johansen- Juselius
test confirms the long-term relation among variables, then
there must be Granger-Causality exists between the pair
variables. Grange Causality test is proposed by C.J.
Granger in1969 to analyze the lag lead relationship in the
sample. Using F-test findings, the acceptance of
hypothesis is at 0.05 level of significance which explores
the leading relationship between the two variables.

ARCH method is used to analyze the ordinary
regression among the factors under consideration and the
presence of Heteroscedasticity variance in the model. OLS
and GARCH models are used in the ARCH technique.
OLS gives the ordinary regression relationship of the
variables; whereas, ARCH model is used to identify the
presence of Heteroscedasticity along with series; how the
‘previous event occurrences’ affect the ‘present event
occurrences’ [29]. GARCH method is used for evaluating
the terrorism impact on KSE. This method gives the co-
efficient for the negative or the positive impact of the
events along with the past impacts and the present impact
scenarios on the particular variable(s)".

Empirical Results: Descriptive statistics used to evaluate
the Mean, Median, Mode, Standard deviation, Variances,
Skewness, Range, Maximum and Minimum of the KSE,
inflation and Interest rate. Mean values of Inflation,
Interest rate and KSE is derived 0.0057, 11.2000 and
10319.1753 respectively. Likewise, Standard Deviation is
depicted 5.695, 2.042 and 2429.894; whereas, Variance is
gain 32.43, 4.17 and 5904386.35 respectively. Skewness,
Range, Kurtosis and other description values of these
variables are given in Table 1.

Table 1: Descriptive Statistics
Inflation Interest Rate Karachi Stock Exchange

Mean 0.00570 11.2000 10319.1753
Median 8.94500 10.0000 10046.630
Mode 6.16a 10 5373.38a
Standard Deviation 5.69473 2.04235 2429.89431
Variance 32.430 4.17100 5904386.3500
Kurtosis 3.01325 1.87932 2.47328
Skewness 1.14951 0.54093 0.16547
Range 19.17 6.00 9813.44
Minimum 6.16 9.00 5373.38
Maximum 25.33 15.00 15186.82
a. Multiple modes exist. The smallest value is shown.

Table 2: Correlation Matrix
Inflation Interest Rate Karachi Stock Exchange

Karachi Stock Exchange -0.327* -0.494** 1
Inflation 1 0.813** -0.327*
Interest Rate 0.813** 1 -0.494**
**Correlation is significant at the 0.01 level (2-tailed).
*Correlation is significant at the 0.05 level (2-tailed).

Table 2 presents the correlation among KSE, Interest
rate and inflation. Findings of correlation represented that
KSE is negatively correlated with inflation and interest
rate. The negative relation is not much strong as the
retrieved values are-0.327 for correlation with inflation
and-0.494 for correlation with the interest rate but there
exists an opposite movement amongst KSE with inflation
and interest rate.

Due to limitation of Correlation to identify the
movement in terms of percentage and restrain to evaluate
cause-and-effect relationship amongst variables, to
capture true picture of co-movements of endogenous and
predictors, Co-integration analysis is conducted which
requires the data for analysis in stationary status and the
vector of coefficients exists to form ‘a stationary linear
combination’ in study variables. For this, first of all, the
stationary trends are analyzed through Augmented
Dickey Fuller-Unit Root Analysis. Results of ADF are
shown in Table 3 which indicated that the time series of
entire three variables are not at stationary status ‘at level’;
KSE and Interest rates time-series are stationary at ‘1st

difference’ and Inflation time- series is stationary at ‘2nd

difference’. Findings of ADF revealed that the errors have
constant variances and statistically independent.

An alternative test of Unit Root Test i.e. Phillips-
Perron test is used for evaluation of stationary levels.
This test allows the ‘error variance to be heterogeneously
distributed and less dependent’. Table-3.1 revealed the
results that time-series are not stationary ‘at level’, but all
are at stationary status at ‘1st difference’.
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Table 3: Unit Root Analysis (Augmented Dickey Fuller)
Augmented Dickey Fuller (Level) Augmented Dickey Fuller (1  Difference) Augmented Dickey Fuller (2  Difference)st nd

Inflation -2.353208 -3.214886 -9.297255
Interest Rate -1.084634 -7.610446 -
Karachi Stock Exchange -1.664448 -6.543518 -
Critical Values
1 % -3.552666 - -3.550396 - -3.552666 -
5 % 2.914517 2.913549 2.914517
100 % -2.595033 -2.594521 -2.595033

Table 3.1: Unit Root Analysis (Phillips Perron)
Phillips-Perron (Level) Phillips-Perron (1  Difference)st

Inflation -1.544745 - -5.811223 -
Interest Rate 1.146751 - 7.642510 -
Karachi Stock Exchange 1.772324 6.548340
Critical Values
1 % -3.546099 - -3.548208 -
5 % 2.911730 - 2.912631 -
100 % 2.593551 2.594027

Table 4: Vector Auto Regression

Estimate VAR at Lag 1-1
Akaike Information Criterion -7.002838 -
Schwarz Criterion 6.580288

Estimate VAR at Lag 1-2
Akaike Information Criterion -6.929797 -
Schwarz Criterion 6.193774

Estimate VAR at Lag 1-3
Akaike Information Criterion -6.826376 -
Schwarz Criterion 5.751086

Estimate VAR at Lag 1-4
Akaike Information Criterion -6.614916 -
Schwarz Criterion 5.204403

Estimate VAR at Lag 1-5
Akaike Information Criterion -6.398269 -
Schwarz Criterion 4.646414

Estimate VAR at Lag 1-6
Akaike Information Criterion -6.349723
Schwarz Criterion -4.247240

Estimate VAR at Lag 1-7
Akaike Information Criterion -6.527090
Schwarz Criterion -4.073519

Estimate VAR at Lag 1-8
Akaike Information Criterion -6.752384
Schwarz Criterion -3.938091

Estimate VAR at Lag 1-9
Akaike Information Criterion -7.002593
Schwarz Criterion -3.820762

Estimate VAR at Lag 1-10
Akaike Information Criterion -7.004413
Schwarz Criterion -3.448050

The length of lag in Vector Auto Regression (VAR)
is determined by the Schwarz criterion. Following the

assumption  of  “maximum  the  negative  value of
Schwarz, better the model is”, the results for different lag
lengths are presented in Table 4 which given the lag
length of ‘10’ for our testing with ‘maximum negative
value’ of Schwarz.

Johansen's Cointegration test (Trace Statistics and
Max-Eigen) is used for analyzing the Cointegration
vectors among KSE, Interest rate and Inflation time-series.
This explains the long-run relationship among the
endogenous variable (KSE) and predictor variables
(interest rates and inflation). Results by Cointegration
analysis Trace Statistics are given in Table-5 which shows
3 Cointegration equations at ‘0.05 level of significance’
which assures the long-term relationship among variables
under consideration.

Max-eigen Value Statistics Is applied to ensure the
results that are generated by Cointegration Analysis
Trace Statistics. This also ensures the presence of 3 co
integration equations at level 0.05. The results are shown
in Table 5.1.

Following assumptions of Cointegration, if
Cointegration exists among the variables (KSE, Interest
rate and Inflation), there must be pair Granger-Causality
exists between the dependent and independent variables.
Findings of the results are shown in Table-6 which
demonstrated that ‘in perspective of interest rate and KSE
variables’, acceptance of the null hypothesis is witnessed
at level of 0.05; whereas, ‘in perspective of inflation and
KSE variables’, the rejection of null hypothesis is
depicted at 0.05 level of significance which confirms that
no causal relationship exists between inflation and KSE
indexes.
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Table 5: Cointegration Analysis Trace Statistics
Hypothesis Eigen Value Trace Statistics Critical Value 5 % Probability

Karachi Stock Exchange None* 0.558442 65.21044 29.79707 0.0000
Interest Rate At most 1 * 0.322716 25.15559 15.49471 0.0013
Inflation At most 2 * 0.116368 6.062000 3.841466 0.0138
Trace test indicates 3 Cointegrating eqn(s) at the 0.05 level
* denotes rejection of the hypothesis at the 0.05 level

Table 5.1: Cointegration Analysis Max-Eigen Value Statistics
Hypothesis Eigenvalue Trace Statistics Critical Value 5 % Probability

Karachi Stock Exchange None* 0.558442 40.05485 21.13162 0.0000
Interest Rate At most 1 * 0.322716 19.09359 14.26460 0.0080
Inflation At most 2 * 0.116368 6.062000 3.841466 0.0138
Max-Eigenvalue test indicates 3 Cointegrating eqn(s) at the 0.05 level
* denotes rejection of the hypothesis at the 0.05 level

Table 6: Granger Causality Test
Null Hypothesis F- Statistics Probability
R–Interest Rate(IR) does not Granger Cause R_(KSE) 4.01682 0.0016
R–(KSE) does not Granger Cause R_Interest Rate(IR) 1.27328 0.2902
R–Inflation(INF) does not Granger Cause R_(KSE) 1.30004 0.2763
R–(KSE) does not Granger Cause R_Inflation(INF) 1.17680 0.3452
R–Inflation(INF) does not Granger Cause R_Interest Rate(IR 2.70933 0.0176
R–Interest Rate(IR) does not Granger Cause R_Inflation(INF) 0.81566 0.6163

Table 7: Least Square Method (NLS and ARMA)
Dependent Variable Independent Variable Coefficient Standard Error t-Statistics Probability
KSE Interest Rate -0.753769 0.316138 -2.384306 0.0205
KSE Inflation 0.004594 0.108627 0.042294 0.9664

Table 8: Macroeconomic Factors (ARCH method) Model: GARCH/TARCH
Dependent Variable Independent Variable Coefficient Standard Error t-Statistics Probability
KSE Interest Rate -0.873701 0.278796 -3.133843 0.0017
KSE Inflation 0.046714 0.026922 1.735150 0.0827
Interest rate ARCH-6 GARCH-1 Inflation ARCH-1 GARCH-1

Table 9: Terrorism Effect (ARCH Method) Model: GARCH/TARCH
Variable Coefficient Standard Error  z-Statistics  Probability
R–KSE–(-1) 0.031499 0.025781  1.221794  0.2218

Variance Equation
C 1.04E-05 6.06E-07  17.10311  0.0000
RESID(-1)^2 0.150801 0.011250  13.40398  0.0000
GARCH(-1) 0.818632 0.010212  80.16470  0.0000
BOMB–BLAST -1.53E-05 9.08E-07  -16.80280  0.0000

For simple regression between KSE and Interest rate rate, ARCH-6 GARCH-1 is applied; whereas, for inflation,
and between KSE and Inflation, OLS model is run. The ARCH-1 GARCH-1 is applied. Outcome of these statistical
results are given in Table 7, which revealed that interest analyses also demonstrated likeness in results as predicts
rate is negatively related with KSE i.e. its impact is inverse in OLS. Interest rate is showing negative impact on KSE
on KSE index and the surety of result is at 0.02% level of with coefficient of -0.87 at significance level of 0.001;
significance; whereas, the results of inflation's are not whereas, significance level is not higher in relation with
significant with having a positive co-efficient and inflation and represents 0.08.
probability at 0.96. Table 9 shows the effect of Terrorism on KSE. ARCH

For the verification of relationship of interest rate and (Autoregressive Conditional Heteroscedasticity) method
inflation with KSE, ARCH method is applied. For interest is applied to find the relationship between Terrorism and
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KSE using daily basis data of KSE. The Bomb Blast Using E-GARCH method over the dummy variables
variable contains the data 0(zero) and 1(one). 0(zero) 0 (for terrorism) and 1 (for daily data of KSE-100 Index),
represents that there was no blast on that date; whereas, this study also analyzed the relationship between
1(one) symbolized that there was a blast on that day. terrorism and KSE. Findings of this analysis indicated that
Findings of the GARCH model demonstrated that ‘a terrorism has negative effect on KSE stock indexes and
negative relationship is found between KSE and Terrorism this impact is strongly seen during period under review.
(Bomb Blast) with the coefficient of -1.53E-05 which is The terrorism events are taken on daily basis along with
highly significant. The RESID (-1) ^2 shows that Bomb the KSE daily indices and the coefficient of terrorism also
Blasts have no previous effect on KSE with the coefficient appeared negative.
of 0.150801. The GARCH (-1) with coefficient of 0.818632 Concluding the findings of this study, casual
represented that a current relationship between KSE and relationship is found between largest equity market of
Bomb Blasts is witnessed. Pakistan (KSE) with interest rate factor; whereas, no

CONCLUSION this study indicated that investors of equity markets

The significance of this study is to unleash the the pricing trend of equity markets which support them to
effects and relationship between terrorism and KSE stocks take prudent investment decisions. The objective of this
returns. This research analyzed the long-term relationship study is to grasp the understanding of the influencing
among the macroeconomic variables and KSE-100 indexes. behavior of macroeconomic variables and terrorism on
Captivating the data of macroeconomic variables includes KSE stocks returns. For this purpose specific data sets is
Interest rates and Inflation for a study period of 6 years retrieved (which is comprised of most effected period of
(2005:7 to 2010:6), Co-integration test is applied to analyze terrorism as well as most volatile period of KSE stock
the long-run relationship among endogenous and returns) to mull over these variables to detain the real
predictor variables. In order to avoid the biasness of picture of interactions.
results, co- integrated equations of the stationary time
series  is  taken along with the estimation of cause-and- Future Research Direction: This study unlocks the
effect relationship among variables under consideration. doors for future research to find out more in-depth
Lag lengths are also determined for analyzing the effects investigation in perspective of other effected countries or
along with the period of time which was chosen by the comparison between the ‘two effected regions’ Or
Schwarz information criterion. ‘effected Vs un-effected regions’ in perspective of equity

Granger-Causality test is used which demonstrated market performance. This study is unique on the basis of
that  a  causal relationship is exist between KSE-100 under consideration variables, as no research has so far
indexes and Interest rate, but no causal relationship is been conducted in Pakistan to evaluate the effects of
found among KSE-100 indexes and Inflation. Granger- terrorism and its impact on equity market returns.
Causality proved the results with the lead lag relationship Following findings and direction of this study, there is an
of the factors. This test found no bi-directional Granger- opportunity to conduct the impact of macroeconomic
Causality between inflation and KSE. These findings are variables on global equity markets in order to gain results
contradicted with the results of previous studies of [7, 24]. in other scientific angles using other related variables.
This contradiction may be witnessed due to blazing stock
exchange performance in the study period from 2005-to- ACKNOWLEDGEMENT
2010, which was not entirely supported by
macroeconomic variables in the economy of Pakistan; This research is supported by School of Graduate
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relationship is found with inflation factor. Outcomes of

occasionally used macroeconomic indicators to predict
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