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Abstract

The Impact of Exchange Rate Volatility
on the Profitability of Banks

Hee June Chung
Department of Economics

The Graduate School

Seoul National University

As the banking sector takes up the vast majority of the Korean financial
industry, proper management of the sector can lessen the influence the volatility
of the financial market has on the economy. Securing the soundness of banks is
the basis for building a robust financial industry, and such soundness cannot be

guaranteed without the profitability of banks.

Meanwhile, the Korean economy, due to its small size and openness, is
sensitive to the economic policies of major countries such as the quantitative
easing of the US. or the interest rate hike of China, and is also exposed to
geopolitical risks deriving from North Korea. Because of these aspects, the

Korean economy inevitably is highly subject to exchange rate volatility.

This study aims to identify the exchange rate volatility faced by the
Korean economy due to its small size and openness, and to analyze the banking
sector that accounts for the largest portion of Korea’s financial industry. More
specifically, the study looks into the impact exchange rate volatility has on the

profitability of banks.
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Empirical results in the model that analyzed all of the 13 domestic banks
show that the change in exchange rate for period t-1 and the rate of change of
exchange rate for period t have a negative (-) effect on the profitability of banks.
In the model that analyzed seven domestic commercial banks, the change in
exchange rate for period t-1 and the rate of change of exchange rate for period
t have a negative effect, while only the change in exchange rate for period t-1

does in the model that analyzed six local banks.

It is therefore worth noting that the increase in the change of exchange
rate and the rate of change of exchange rate is likely to deteriorate the
profitability of banks. Thus, keeping in mind that a rise in the exchange rate
volatility can negatively affect the profitability of banks, the financial authorities
may preemptively intervene in the foreign exchange market by taking into
consideration not only the exchange rate volatility but also the state of the

global economy and domestic financial market conditions.
Keywords: exchange rate volatility, profitability of banks, change in exchange

rate, rate of change of exchange rate, ROA, ROE
Student ID No. : 2009-20214
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