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Abstract. This paper investigates the foreign currency exposure of large local banking
institutions in Greece and Sri Lanka by employing multivariate regression analysis for the
‘period August 1995 to November 1998 using daily observations. In contrast to weak
relationship found in the U.S. and other developed countries, we find significant
contemporaneous and lagged exposure coefficients in both markets, suggesting that a
appreciation (depreciation) of the domestic currency value (Greek drachma/Sri Lankan
Rupee) against three major currencies (US $, DEM and JP Yen) has a positive (negative)
impact ©n stock returns of the respective banking institutions. We also find that Greek
banking institutions are exposed to all three currencies in contrast to Sri Lankan banking
institutions. The important characteristic of our study is that the estimation of the exposure
coefficients is based on individual firm level data.
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1. INTRODUCTION

It is widely held that an exchange rate movement affects the value of the firm.
Measuring foreign currency exposure is now. become a central issue in the international
finance, and the impact of foreign currency exposure on the value of the firm has been the
subject of analytical literature in recent years. Jorion (1990) emphasizes that the exchange
rate are four times as volatile as interest rates and ten times as volatile as inflation. The
attention to this issue is more confounded by the introduction of floating exchange rates to
the economies and the portfolio capital flows to the emerging stock markets.! The existing
literature has identified three types of exchange rate risk exposures, namely, transaction,
translation and the economic exposure. Transaction exposure occurs when one currency
must be exchange for another, and when a change in foreign exchange rates occurs between
the time of the transaction executed and the time it is settled. Translation exposure is the
sensitivity of home currency book values and accounting earnings to the changes in
exchange rates, arising from foreign currency investing and financing activities. Economic
exposure arises as the effect of foreign exchange movements on corporate revenues, costs,
profits, cash flows, assets, and liabilities, ultimately, on corporate value. It can be defined
simply in terms of all expected cash flow effects from foreign exchange rate changes.
However, we argue that there is fundamentally only one type of exposure that is economic
exposure. The separate exposures only provide a sensible classification scheme for dealing
with them in practice.

Exchange rate fluctuations affect future cash flows of firms and thereby stock
values. Previous studies investigating foreign exchange exposure on stock retumns oriented
on stock return data from the United States, Japan and Australia. According to our
knowledge there is none or very few research studies focusing on this contemporary vital
issue in emerging stock markets. On the other hand, the research findings of developed
countries were unable to detect the significant relationship between these two variables.”

Therefore, the objective of this study is to bring together the two recent, but separate
developments in the area of finance, namely, developments in the emerging stock markets’
and the effect of floating exchange rates. It is motivated to study foreign exchange exposure
on banking sector’s stock returns, which is actively traded in the Athens and Colombo
stock exchanges respectively. It is believe that banking firms are highly sensitive to

! Emerging stock markets can be identified in different ways. The term “Emerging Market™ can imply that a
process of change is underway with stock markets growing in size and sophistication. in contrast to markets
that are small and stagnant. The term can also refer to any market in a developing economy. with the
implication that all have potential for development. A stock market might then be said to be “Emerging” if its
meets at least one of two criteria. (1) An Emerging Economy Criterion. and (2) A developing country
criterion — Emerging Market fact Book- International Monetary Fund 1998.

% Using monthly returns data of 287 US multinational firms, Jofion (1990) finds only few firms showing
significant exchange exposures. Bodnar and Gentry (1994) reported only eleven of thirty -nine industries
investigated having significant exchange rate exposure for the period from 1979 to 1988. Australian stock
markets are analyzed in Louden (1993) and Khoo (1994). both. however. fail to detect a significant
statistically sensitive relationship between stock retums and the exchange rate changes.

? The International Monetary Fund has recognized Alhens stock exchange and the Colombo stock exchange
as emerging stock markets.
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exchange rate movements. Furthermore, the investigation is vital in relation to the Greece
and Sri Lankan economies due to the various reasons. Because, the Greek economy is
undergoing a series of structural changes along with the European Union directives and
about to be integrated to the Euro Currency zone. In contrary, Sri Lanka is also in the
process of introducing radical changes into the economy by liberalizing financial sector,
privatization of public enterprises and taking measures to develop a Colombo as a regional
financial center in Asia. Furthermore, the unique feature of this paper is to investigate the
phenomenon more closely by assuming each individual banking firm as a unit of analysis.

This paper is organized as follows. The first section describes the relationship
between exchange rate movements and the stock returns and discusses the importance of
the study in the context of emerging capital markets. The section 2 and 3 presents the
methodological issues involved. In sections 4 and 5 present the model specifications for
capturing the foreign exchange exposures in Greece and Sri Lanka. The diagnostic test
procedures are documented in section 6. The sample of study and the data is outlined in
section 7, while the results are discussed in section 8 and general discussion is contained in
the same section. The section 9 concludes the paper.

2. MODELING ECONOMIC EXPOSURE TO THE MULTIPLE RISK
FACTORS

To give a perspective to the economic exposure on stock returns, the author
considers a simple bivariate model as a starting point. Then consider the elaborate the
implications of expanding a model of foreign exchange exposure to include other additional
risk variables. The following bivariate model* expresses the relationship between exchange
rate and stock returns in the context of individual firm.

R = ap+ B1 EX(t) + &(t) eenen eeeestesesseeseesseneesessseseeneesseteeeeentensenens 8))

where, EX(t) denotes the nominal bilateral exchange rate, Ryis the value of the firm, g is
the intercept term and &(t) is the random error term. This term is normally distributed with
mean zero and a constant variance, i.e. gt) ~ N( O o’ ). Above bivariate model can be
extended to detect multivariate exposures.’ '

The influence of the exchange rate effect on the banking sectors’ stock returns
cannot be studied in isolation with single foreign exchange rate, rather it needs to consider

* Bivarate relationship is useful for illustrative purposes. focusing on bivariate relations can greatly distort the
estimated exposures, because such estimates of exposure coefficients overlook the interrelations among
exXposures. . .

% Schnabel J.A (1989) in his short article extensively reviewed the drawbacks of using single currency in the
economic exposure model by referring to original work of the Adler and Dumas (1984) and the subsequent
literature and contribute the corroborating suggestion that multiple regression model as appropriate vehicle for
examining foreign currency exposure on firms cash flows.
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the, multiple of currencies. To capture the effect of multiple currency movements on stock
- returns we employed the following multi-factor model.

Ry = o+ BIEX, + B:EX, + ﬁ3EX3 F Bt cevoreenas ereetreterateerntennnensnnnnnnan (2)

where Ry is the stock returns of the each individual banking institution and the B B, and
Ps are the regression coefficients which measures the sensitivity of movements in US dollar,
Deutsche Mark and Japanese Yen exchange rates for bank i at time t. g is the €error term.

: However, exclusion of the other risk factors (except the exchange rate) in exposure
model underestimates the true exposure. Choi et al. (1992), Khoo (1994), Choi and Prasad
(1995) are emphasized the importance of incorporating the market rate of return into the
exposure model. We therefore, specified the following multivariate model.

Ri = &3+ BiEXr+ BEX, + BsEXy + BMRT + U.... ........ verereneeeeanan 3

where, Bi. B, B3 and EX,, EX, EX; are as defined in the model 2 and the MRT is the
market rate of return. Uy refers to the error term of model 3. The estimates based on model
specifications 2 and 3 greatly distort the exposure coefficients with large F values and auto
correlations. Therefore, the purpose of documenting above specifications is to provide a
rational sequence to the phenomenon under study. 4
Since we are dealing with time series data, the pre requisite for any model
specification is to test whether the time series is predicted on the requirement that the
classical stationary assumption is satisfied. Therefore, the first step involved whether
exchange rate and stock return series are stationary. If the series are stationary, a stable long
run relation exist between them and use of OLS techniques on the levels is appropriate.
Consequently, the second step tests whether the stock price and exchange rate series are
said to be co- integrated. The next step consists of error correction representations for the
co integrated series. As demonstrated by the Engle and Granger (1987), an Error Correction
Model (ECM) can be used with co-integrated variables to examine the relation between the
variables. Because, the ECM can capture the partial adjustments one variable makes to a
shock experienced by another variable. Moreover, ECM relates changes in one variable to
lagged changes and lagged linear combinations of levels of the variables. Therefore, ECM
may be considered an econometric alterative to a theory linking the dynamic and statistic
components of the relation between the series being investigated.

3. UNIT ROOT AND CO-INTEGRATION TESTS
3.1 Unit root test
A series is said to be integrated of order d, denoted by I(d), if the number of times

the series must be differenced to achieve stationary. We implement the Augmented Dickey
Fuller test to determine whether univariate time series contain a unit root.

£
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Especially, tested whether stock return series, exchange rate series and market
indexes are integrated of order zero, I(0), that is these series are stationary. This was
achieved by performing the Dickey-Fuiler and Augmented Dickey Fuller tests based on the
standard regression with a constant and a time trend.

P
Ay =@ + ait + A + D BAVE t Bteererreerienceeniann. @)
i=l

where, A is the first difference variable, hence Ay, =y - y.1 and ap oy, A, B; are the
coefficients and t is the time trend, & is the white noise error term. The results show that
the all variables are not stationary in the levels; however, both the Dickey Fuller and
Augmented Dickey Fuller tests reject the null hypothesis of non-stationary after the
variables have been first differenced. Thus variables are I(1). Having established the order
of integration. of individual series, we then test for co-integration. The objective is to
determine the stochastic trends in stock returns, exchange rates and market index series
contain unit roots and have long run relationships. :

3.2 Co-integration test

Consider two or more I (1) variables. Although each series may wander widely and
possess differing short run dynamics, some linear combination of the series may be
stationary so that they are bound in a long run equilibrium relation. Engle and Granger
(1987) refer to this Characteristic as co-integration. Co-integration tests are used to detect
the long run relation between variables. In this end we applied the two-step procedure
suggested by them. First, we run the following co-integrating regression for each banking
institution in our sample. ‘

SRc = a1+ B(EXT)) + B(EXT:) + P3(EXT3) + BsMRT + €ieeverennnnnes (5)

where, SR, is the stock return series of the each banking firms, EXT;, EXT,, and EXT; are
US dollar, DM and Japanese Yen exchange rates respectively. MRT is the market rate of
retun. & refers to the error term. Secondly, we test for co-integration between stock
returns and other explanatory variables by applying the Dickey Fuller test on the residual
series from equation 5. More specifically, the co-integration test is based on the following
regression equation,

A& = 981_1 + Wfeeconsecssresccss reeeavans T T Y T Ty y e (6)

We test the hypothesis that & is not stationary, i.e., the hypothesis of no co-
integration. The hypothesis is rejected at one percent level for all the series examined.®

6 Unit root and co-integration test results are available on the request from authors.
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4. THE EXPOSURE MODEL ~ GREECE

Since the series are co-integrated the Granger representation theorem implies that the
dynamic relation between time series data of the stock returns and the exchange rate series
should be investigated within the framework of Error Correction Model. The ECM captures
both:the short run dynamics between time series and their long run equilibrium relation.

Therefore, the following multivariate regression model is estimated to test our
hypothesis.

ARy = o+ f1AIn(MRT), + B:Aln(MRT),, + BsAln(Ry)e; + ﬂ4Aln(EXT1)g-1
Bs AIEXT,).;, + BsAIR(EXT3),.; + Brn(EXT; )4 + BeIn(EXT;), ; +
B9 ln(EXTs)',_l + Bmlll(Ri)m + Vi crees seseeenssstincsnacssacnsnoannans (7)

This model encompasses unique characteristics. As shown in model specification,
first differenced variables (Aln(R;)= In(R;} - In(R).1) are used to capture the short run
effect of variables and the non-differenced variables are employed to capture any long run
effects that exist between variables. On the other hand, first- differenced variables are
popular in applied research for removing the presence of auto correlation in the model
specifications. Furthermore, this model assumes equity markets efficiently readjusts stock
returns in response to contemporaneous movements in exchange rate and market rate of
return factors. Accordingly, where Aln(R;), is the stock return of the each individual
banking firm, Bi, B2, and B3 are the coefficients which captures the short run effect of
market rate of return, the long run effect of market rate of return and the impact of banks
past return movements on same banks’ stock returns respectively. B4, Bs and s are the
coefficients which captures the short run effect of movements of US dollars, Deutsche mark
and Japanese yen movements on stock returns. The B, P, and: By are the first lagged
varigbles introduced for capturing the long-term effect of foreign exchange movements on
stock returns. Bjo is the coefficient measures the long term influence of immediate past
returns of the same banking firm on its stock returns and V; is the error term. All variables
are expressed in natural logarithmic terms.’ ' ‘

5. THE EXPOSURE MODEL - SRI LANKA

The error correction model we employed to detect the currency exposure on Greek
banking institutions do not match to Sri Lankan sample of banking institutions. Because,
the data generating process in Sri Lanka is different from Greece due to distinct socio-

’ Logarithmic transformations are often used in time series analysis as a means of removing growth over time
in the variance of the data. On the other hand, using natural logarithm for variables (to the base e=2.71828
..... denoted by In) make easier to interpret the economic relationships.
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economic factors. Therefore, we. estimate the following model for detecting currency
exposure in Sri Lankan banking institutions.

InRe = a3 + Psln(MRT) + PaIn(MRT)¢1 + faln(MRT).z+ Bain(US) +Bsin(DM)
+Beln(DM),.; + PrIn(YEN) + Bsln(Rit)e: +
Chonnrresesaseeessesseeaseasmsasteeneesseeessseasssesseennrernesassanaasass cereerene(8)

Where, InR; is the rate of return on the i th banking institution’s stock, InMRT is the
market rate of return, which is the Colombo stock exchange all share price index. The
InUS, InDM and InYEN are the bilateral exchange rates relevant to the Sri Lankan rupees,
and ey is the random error term. The parameter B; measures the effect of market rate of
return on stock returns, P, and P, measures the lagged market rate of return on stock
returns, the B4 and Bs measures the changes in US dollar and DM exchange rates on stock
returns, Bs measures the effect of lagged DM exchange rate on stock returns, 7 measures
the changes in Yen exchange rate movements on stock returns and B measures the effect of
lagged stock return on same banking institutions stock returns. The & is the error term.

6. SPECIFICATION AND DIAGNOSTIC TESTS

Having established the relationship between exchange rates and stock returns
according to the above model specifications, we subjected the model residuals to some key
econometric testing procedures. This step was undertaken to ensure that the specified
model equations were free from conventional econometric problems. First, employing
‘Jarque-Bera test we check the normality of the series involved. Goldfeld-quandt test
employed to test the heteroscedasticity. Lagrange multiplier test used to identify the serial
correlation and chow break point test is employed to determine whether there exists
equality of coefficients generated in the two sub periods.®

7. SAMPLE OF THE STUDY AND DATA

The sample of this study consists of banking firms listed in the Athens and Colombo
stock exchanges respectively. The chosen sample period was August 1995 to November
1998 with daily observations of ‘stock returns and exchange rates. The data set contains 860
daily observations for Greece and 821 observations for Sri Larnka, the difference in series is
due to the differences in working days of each country. In all cases we used the logarithmic
transformations of the stock return, market index and exchange rate series.

¥ The diagnostic test results are not reported in the text due to the limited space and available on request.
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Individual stock returns, ASE general index and bank index data were obtained from
the Athens Stock Exchange data files. There are only eight banks, which has complete

Bank of Ceylon Ltd, Hatton National Bank Ltd, Development Finance Corporation of
Ceylon Ltd, National Development Bank and Sampath Bank Ltd. |
Bilateral nominal exchange rates’ were extracted from the Central banks of each
country. In case of Greece, GRD/U S$, GRD/DM, GRD/JPY were obtained from the Bank
of Greece. Exchange rates of SLR/USS, SLR/DM, SLR/IPY were collected from the
Central Bank of Sri Lanka, ‘

- 8. ESTIMATION RESULTS

This section discusses the estimated coefficients in respect to each individual
banking institution.

“8.1. Results of Greek banking institutions
Commercial Bank of Greece (CBG)

Among the estimated parameters, seven coefficients are found to have a significant
effect on stock returns of Commercial bank of Greece. The short run dollar sensitivity
coefficient is 0.306 and the long run dollar effect was found to be —0.192. The long run DM
exposure coefficient is 0.216. These regression coefficients are significant at one percent
and five percent levels respectively. This implies that in the short run one percent
appreciation in Greek Drachma value (depreciation of US dollar exchange rate) would
impacts in increase the CBG stock returns by 0.306 percent. In the same token, the long run
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DM exchange rate movements result in increase bank’s stock returns. The long run dollar
exposure coefficient reported negative value, implying that during the course of long run
period US dollar movements have negative effect on CBG stock returns. According to the
estimated coefficients it has proved that stock returns of CBG found to have sensitive to all
three major currencies. The direction of exposure of this particular bank is consistent with
 their operations. Recently, the bank has extended their international activities covering the
wide geographical regions during our sample period. The long run relation between market
portfolio and the CBG stock returns was 0.109 and highly significant. This is not surprising
because, during our sample period of study CBG reported second highest market
capitalization in the Athens Stock Exchange. Moreover, The long run Japanese yen
exposure sensitivity towards the banks stock return is —0.062, showing that appreciation of
GRD (depreciation of Japanese yen exchange rate) is effect to bring down the stock returns.
The short run DM and Japanese yen exposure coefficients were dropped out from our
model specification since they were found to be insignificant. The overall return variafion
accounted to all variables was 12%, though it is small, provides important economic
meaning. Finally, the model fit to the employed variables and free from conventional
* econometric problems apart from the normality test.

Ergo Bank S.A. (EB)

The particular bank’s long run DM exposure sensitivity is -0.156 and Yen exposure
coefficient is 0.044 and significant at one and five percent levels respectively. Short run
Dollar, DM and Yen coefficients are dropped out from the model specification because of
the reason of non-significance. Therefore, it appears that immediate past long run DM
exchange rate movements negatively and long run Yen exchange rate movements
positively affects bank’s stock returns. The short run market exposure coefficient (B)
removed from the model due to non-significance, while long run exposure coefficient (B2)
is significant at one percent level. The model performed reasonably well.

National Bank of Greece (NBG)

Interestingly both short run and long run dollar sensitivity coefficients were found to
be significant. The coefficient B4 on short run dollar exchange rate movements was —0.211
and long run coefficient 7 was —0.038, implying that immediate past increase in dollar
exchange rates (depreciating domestic currency) in the short run and the long run, impacts
in decreased the NBG stock returns. In addition to that, the coefficients g and Bo (the long
ruri DM and yen exposure coefficients) were found to be negative and significant at five
and one percent levels respectively. Therefore, long run DM movements and Yen
“ movements affected negatively on bank’s stock returns. This nature of foreign currency
exposure of this bank can be justified by screening the operations of the bank is involved.
During our sample period loans in foreign currency increased at a faster pace of this bank,
because of the increased demand from the industry. Banks adequate foreign exchange
liquidity successfully absorbed the increased demand.

On the other hand, short run and long run sensitivity of market rate of return on
particular bank’s returns were highly significant. Therefore, it reflects the existence of
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strong relationship between market porifolio and the NBG stock returns (the coefficients B
and B, are 0.580 and 0.306 respectively - table 1). This behavior is consistent with the
relative weight of the banks market capitalization towards the ASE general index (NBG’s
capitalization at December 1997 stood at GRD 564 billion, an increase of 126.3 percent on
- the previous year. This figure represents the 21.7 percent of total banking sector
capitalization and 5.8 of the total ASE capitalization).

NIBID

None of the currency exposure coefficients were significant apart from the long run
DM exposure coefficient with respect to this bank. The coefficient appears to be —0.174 at
five percent level significance. The long run market portfolio appears to be (B2) positive
and significant at one percent level. Among the banking institutions this particular banking
firm has shown lowest return variation according to the coefficient of variation (R® was 4
percent). This is justified because this particular bank is mainly deals with investment
banking activities.

General Bank of Greece (GBG)

The bank’s long run dollar sensitivity is —-0.092 and short run yen sensitivity
is —0.207 respectively. Both the exposure coefficients were negatively affected ‘towards
GBG’s stock returns during this period, implying that deprecation of domestic currency
value (GRD) would reduce the bank’s stock returns. The long run market sensitivity
coefficient is 0.089 and significant at one percent level. Rest of the currency exposure
coefficients is found to be insignificant and in turn removed from the model. The model
worked considerably well. =

Ionian Bank (IB) ' i

This bank’s exposure to foreign currency movements was found to be significant
only to the long run dollar and long run DM movements. The coefficients on currency
movements are —0.199 and 0.150 respectively. Therefore, it appears that immediate past
dollar movements bring down stock returns of Ionian Bank in the long run, while DM
injecting positive influence on bank’s returns at the same time.

Bank of Piraeus (BOP)

Among the regression coefficients, all long run foreign currency exposures found to
be ‘highly significant at one percent level. The long run dollar exposure coefficient, B7 is —
0.123 and Bz on DM is —0.064, implying that one percent unit domestic currency
depreciation would result in reduce the BOP’s stock returns by 12 percent and 6 percent
respectively. Moreover, the effect of the long run yen movements found to be positively
responsive to the bank’s returns (the vaiue of the Bs on DM is 0.150 reported in table 1).
Parallel with long run DM exposure, the short run exposure too found to be effect
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negatively, and implying that DM transactions were dominated the transactions of this
particular bank. The short run dollar and yen exposure coefficients were omitted from the
final specification since it appears mSIgmﬁcant The model performed reasonably well
except the normality of the error terms.

Alfa Credit Bank (ACB)

The short run dollar exposure coefficient is —0.414 and the long run DM exposure
coefficient is —0.240 and both the coefficients found to be highly significant, showing that
an immediate past domestic currency depreciation (an increase in the exchange rate) has a
negative impact on the ACB’s stock returns in the long and short run periods. Moreover,
the banks stock returns were highly sensitive to market rate of return, since the coefficient
is 0.101 and significant at one percent level. The short run DM, Yen and long run dollar,
Yen variables are dropped from the model due to non-significant.

In this section, we examined the foreign currency effect on Greek Banking
Institutions. We found that the exchange risk exposure patterns are firm specific. Therefore,
we recognize that exchange rate exposure pattern may be examined by considering firm
specific details such as corporate hedging policies, risk management techniques etc. In
particular, we found that dollar exposure coefficients vary between —0.211 and 0.30 in the
short run and in the long run it varies between —0.092 and —0.199 respectively. The long
run DM exposure coefficient is significant in six out of eight banking institutions
examined. Moreover, Japanese yen exposure was found to be significant in five out of eight
banking institutions.

Therefore, our estimations revealed the existence of foreign exchange effect on
Greek Banking institutions in the short and the long run periods relevant to the major
currencies.

8.2. Results of Sri Lanka banking institutions
- Commercial Bank of Ceylon Ltd

Commercial Bank of Ceylon Limited provides banking and related services such as
personal banking, trade financing, resident and non-resident foreign currency operations,
corporate and retail credit, project financing, lease financing and rural credits. However, the
test results revealed that this particular bank is sensitive to the US dollar exchange rate
movements. The coefficient B; on US dollar is found to be —0.033 and significant at ten
percent level implying that appreciating US dollar would decrease the Commercial bank’s
stock returns. It is interesting to note that market rate of return is not sensitive to this
particular bank’s stock return generating process. However, lagged stock return of this
partlcular bank is sensmve at five percent level towards stock returns.
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Development Finance Corporation of Ceylon Ltd (DFCC)

DFCC provides a diverse range of project financing and investment banking services
for development activities in Sri Lanka. By legislation this bank is not allowed to perform
the commercial bank activities. A :

The long run US Dollar sensitivity coefficient is —0.052 and significant at five
percent level, implying that currency depreciation (appreciation in US $ exchange rate)
effect to reduce the stock returns of the particular banking institution. The lagged stock
return is found to be —0.010, implying that past movements of this particular bank’s stock
values determines the future stock returns. However, the effect is found to be negative in
this regard.

Hatton National Bank Ltd (HNB)

HNB offers comprehensive range of services including commercial credit, project
lending and financing, corporate finance, leasing, and personal banking. This particular
banking institute conducts its activities principally in Sri Lanka.

The bank’s US dollar sensitivity coefficient was found to be -0.062, significant at
five percent level, showing that weaker Sri Lanka rupee is effected to reduce the stock
returns. None of the currency exposure coefficients were found to be significant. Moreover,
lagged stock value of this particular bank is also sensitive to current stock return
movements (the coefficient Bs is —0.013 and significant at five percent). It is interesting to
note that market rate of return is not sensitive towards this bank’s stock returns and
therefore, we drop the particular variable from model specification.

National Development Bank Lid (NDB)

This particular bank principally concerned with the business development financing,
merchant banking, venture capital, stock broking, and fund management and property
~ development.

The long run dollar sensitivity coefficient is -0.017 and significant at five percent
level, showing that immediate past depreciation of the US dollar exchange rate reduces the
particular banks stock returns. Moreover, the NDB’s stock returns are sensitive to Japanese
yen exchange rate movements. The estimated Yen exposure coefficient is 0.005 and
significant at five percent level, indicates that, when Yen exchange rate is appreciating, in
turn it would increase the stock value of National Development Bank.

Sampath Bank Ltd

The bank’s sensitivity coefficients on US Dollar, DM and Japanese Yen exchange
rates are 0.068, 0.070, and 0.071 respectively. All exchange rate exposure coefficients are
nositive and highly significant. The implication is that decreasing exchange rates applicable
to the three major currencies would increase the stock returns of this particular bank. The
results are surprising, because, this particular bank is exposed simultaneously to all the
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three major currencies. Moreover, the contemporaneous and lagged market rate of return is
also highly significant. In addition, we test the relationship by regressing stock returns
against lagged stock returns and the significance of the coefficient would imply that the
current stock return could be predicted by lagged stock returns.

- The diagnostic tests are performed well except for the normallty test for the Sri
- Lankan sample of banking institutions.

We examined the foreign currency effect on Greek and Sri Lankan sample of
banking institutions. We found that the exchange rate exposure on stock returns is positive
(negative) in relation to the appreciation (depreciation) to the exchange rate movements.
However, existence of insignificant exposure coefficients does not mean that banking
institutions are not exposed to the exchange rate movements. A fundamental feature of our
study is in the sight that exchange rate fluctuations like any other macroeconomic factor
should have varying effects on individual banking firms. Therefore, the reported variation
in exchange rate exposure coefficients of banking institutions is a reflection of differences
exists among the banking institutions. Fundamentally, a selected banking institution’s in our
study belongs to the same line of business, but within the banking institutions there may
differences in their activities and directions. Therefore, the signs and the magnitudes of the
exposure coefficients differ among banking institutions. Especially, in case of Greece, we
found that banking institutions are exposed to all three major currencies. In contrast, Sri
Lankan banks are mainly exposed to the US Dollar exchange rate movements, except the
one (Sampath) banking institution we examined. The possible reason is that selected
banking institutions are mainly home biased; in turn proportion of the foreign currency
transactions is very small in comparison to the Greek banks. At present Greek banks are
heavily involved in foreign currency denominated operations. However, it is important to
note that this research study is still progressing at the time and much work has remained to
be done in this area.

9. CONCLUSIONS

In this paper we investigated whether there exists any relationship between banking
institutions stock returns and exchange rate fluctuations using a sample of large Greek and
Sri Lankan banking institutions, which is listed in the respective stock exchanges. Using the
time series data, by employing multivariate regression, we find that Greek banking
iastitutions are affected differently by exchange rate movements due to major currencies
namely, US dollar, DM and Japanese yen against the Greek Drachma. In contrast, we found
significant contemporaneous and lagged relationship between foreign currency movements
and stock returns of Sri Lankan banking institutions. The proportion of variation of stock
returns attributed to the exchange risk factors are large in Greek sample in comparison to
the Sri Lankan sample of banking firms. The possible explanations for this are that the
exposure is dependent on firm specific, country specific and other country dominated socio
economic factors.
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Although, we managed to document the significant exchange rate exposure
coefficients for both countries, much more work is required in this area. Especially,
_investigating, the firm specific determinants of exchange rate exposures, the effect of
“hedging strategies of the firms and exploration of whether the human factor of each
individual banking firm is responsible for return variation etc. Further more, future research
is needed to address the efficiency of the foreign exchange risk management techniques for
the each individual banking institutions and their organization and comparison the results
obtained with non-financial firms covering the longer time horizons.
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