
Introdu
ction!

!
The relationship  between the  stock  market  and exchange 

rate has been widely explored for advanced economies, and 

recently for developing economies, however there is not yet 

a consensus on the existence and direction of it. !

!
In the case of the Korean economy, skimpy researches have 

discussed the topic, producing mixed results (see Fang and 

Miller 1997;  Granger et  al  2000).  These studies have been 

conducted in order to find evidence mainly for the period of 

the Asian Crisis. !

!
The  objective  of  this  research  is  to  determine  whether  a 

causal relationship between the exchange rate and the stock 

market  exists  in  the  Korean  economy  since  the 

implementation of the free floating exchange rate system. !

!
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Methodology!
!
In order to examine the relationship between the exchange 
rate  and  the  stock  market  for  the  Korean  economy,  the 
Granger causality test, the Johansen cointegration test and 
the Vector Autoregressive Model are employed. !
 !
Granger Causality Test !
The causality in the sense of Granger is defined as follows: X 
cause Y if the prediction of the present values of y, applying 
past  values  of  x  shows  a  major  prediction  that  without 
them, all else equal. !
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Vector Autoregressive Model (VAR)!
Impulse Response Functions are examined under VAR  to 
examine the short-run dynamics between the Exchange rate 
and the Stock Market.!
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The Johansen Cointegration Test!
The  Johansen  Cointegration  Test  is  performed  under  a 
Vector Error Correction Model (VEC) of the form:!
!
!
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!
Where:!
!
et  :  rate  of  exchange  rate  of  the  Korean  won  against  US 
dollar!
rt : stock market return with no dividend adjustment !
!
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Data!
Daily observation (5 days a week) of  the Korean 
Composite  Stock  Price  Index  (KOSPI).,  and  real 
exchange rate  (Korean won against US dollar). !
The period of study is divided in two:!
Period 1  (March 2, 1990 to July 31, 1997 )!
Period 2  (February 2, 1998 to December 28, 2007) !
!
!
!

Conclusion!
!
The Granger  causality  test  results  suggest  that  period 1  is 
characterized by a unidirectional causality from the exchange 
rate to the stock market, which a negative correlation, while 
in the second period there are feedback interactions in both 
markets,  implying  a  bivariate  causality  between  the 
exchange rate and the stock market. !
!
The results obtained with the VAR methodology, the impulse 
response  functions  indicates  the  existence  of  a  negative 
correlation for period 1, implying that the depreciation of the 
Korean  currency  tended  to  decrease  the  stock  prices  of 
domestic  firms.  The results  for  the Free Floating exchange 
rate  regimen  period  indicates  that  the  depreciation  of  the 
Korean  currency  can  lead  stock  markets  returns  with  a 
negative correlation or either market returns can lead change 
in exchange rate, also with a negative correlation. !
!
!
Finally,  the  Johansen cointegration  test  results  confirm the 
existence  of  a  long  –  run  relationship  between  the  stock 
market and the exchange rates. !
!

Results!
The  results  obtained  with  are  summarized  in  the 
following tables:!
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