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Interest Rate Differentials and Spot Exchange Rates:

Korea and Japan

Objectives

This paper conducts an empirical test on the
relationship between foreign exchange and
money markets during the period of 1999-2002
for Korea and Japan. Our central questions are:
1) what is the correlation between spot

exchange rate and interest rate differential?

2) Is there any difference between Korea and
Japan in the effect of interest rate differential
on changes in exchange rate?

3) If interest rate differential is not a significant
contributor to the movements of exchange
rate, what would be the alternative factors to
explain the movements of spot exchange

rates?

Model

We use the sample period of 1999-2002 since
we want to omit 1998, the year of Korean
currency crisis, to separate out the “crisis”
effect and include the years of genuine free
floating system in Korea. Using the data of
Korea and Japan, we expect some comparable
empirical results due to the different degree of
internationalization of Korean Won and Japanese
Yen. To capture the effect of changing interest
rate differential on spot exchange rate., we

developed two GARCH models, one model with
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and the other without the explanatory variable

of ‘stock returns’.
Empirical Results

Using GARCH model, we can summarize our
findings as follows.

1) The effect of changing differentials of interest
rates on spot rates is statistically insignificant
and negligible in Korea. This evidence
supports our expectation that the influence of
interest rate differentials on spot exchange
rates is likely to be attenuated by the fact
that Korean Won is not internationalized
enough to allow any active arbitrage
transactions.

2) The results of estimating the interest rate
effects on spot rates in Japan are contrary to
our expectation. We find the effect of
changing differentials of interest rates on spot
rates is positive and statistically significant at
1% level for the full sample period.

3) We modify the specification in model by
expanding the explanatory variables in the
conditional mean equation to include the daily
stock return. The estimates are consistent
with the earlier findings. The influence of
interest rate differentials on spot exchange
rate changes is statistically insignificant in

Korea and positive and statistically significant
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in Japan. A notable result in Korea, which is
comparable with that of Japan, is that stock
return has a negative and statistically
significant effect on spot exchange rate. The
effect is strengthened in subperiod cases of

year 2000 and 2001. The evidence above
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confirms the prior observations that higher
stock return enlarges the inflowing volume of
foreign capitals, which in turn leads to the
appreciation of Korean Won. In Japan, stock
return has an insignificant effect on spot

exchange rate.
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