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Effect of Oil Price Changes on
the Relationship between Risk

and Return in the Korea Stock
Market’

Sangbae Kim™*

Abstract

The purpose of this study is to examine an effect of oil price changes on the relationship between
risk and return in the KOSPI market. To do this, we adopt a LSTR(logistic smooth transition

regressive) model and realized variances, which have been calculated by using the intra-day data.
The sample period ranges from January 7, 2000 to February 26, 2021. We find that the relationship
between risk and return depends on the regime of oil price changes. More precisely, the relation
is insignificantly negative when the regime of oil price changes is low, while the relation is significantly
negative in the high oil price change regime. When we include the unexpected changes in macroeconomic
variables, the results are not qualitatively changed. Additionally, the hedging components as mentioned
in Merton(1973) have been estimated by using DCC-GARCH model and incorporated in the empirical
model. However, the results are qualitatively unchanged. Overall, the result implies that the risk-return

relationship in the Korean stock market is asymmetric depending on the oil price change regime.

Keywords : Oil Price Changes, KOSPI index, Risk-Return Relationship, LSTR model, Realized
Variance
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