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FAsH s dolth 4oz o9 b7} Agolar, Me] APkl BE FY B
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BA oz &3k9)7] o] del= v 0.08%4 FHAsH o 939 7] ]——;‘* e md
0043%4 539 B8 237} Wekge 9917] oA} o Fol k2t 0.042%5}
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T8 (90. 3. 2~97. 10. 20)  (97. 10. 21~98. 10. 12) ~ (98. 10. 13~08. 6. 30)
7} &g 7t ko 7t ko
g -0.080 -0.042 -0.254 0.093 0.043 -0.032
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Relation between Risk and Return
in the Korean Stock Market and
Foreign Exchange Market

Park, Jae-Gon™ - Lee, Phil-Sang™*

abstract

We examine the intertemporal relation between risk and return in the Korean stock market and
foreign exchange market based on the two factor ICAPM framework. The standard GARCH model
and the GJR(1993) model are employed to estimate conditional variances of the stock returns and
foreign exchange rates. The covariance between the rates of stock returns and changes in the
exchange rates are estimated by the constant conditional correlation model of Bollerslev(1990) and
the dynamic conditional correlation model of Engle(2002). The multivariate GARCH in mean model
and quasi-maximum likelithood estimation method, consequently, are applied to investigate risk—
return relation jointly.

We find that the estimated coefficient of relative risk aversion is negative and statistically sig—
nificant in the post—financial crisis sample period in the Korean stock market. We also show that
the expected stock returns are negatively related to the dynamic covariance with foreign exchange
rates. Both estimated parameters of conditional variance and covariance in the foreign exchange
market, however, are not statistically significant. The GJR model is better than the standard GARCH
model to estimate the conditional variances. In addition, the dynamic conditional correlation model
has higher explanatory power than the constant correlation model. The empirical results of this
study suggest following two points to investors and risk managers in hedging and diversifying
strategies for their portfolios in the Korean stock market: first, the variability of foreign exchange
rates should be considered, and second, time-varying correlation between stock returns and changes
in foreign exchange rates supposed to be considered.

Keywords : Risk-return Relation, ICAPM, Multivariate GARCH in Mean Model, Dynamic Conditional

Correlation, Conditional Volatility
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