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Abstract

The study investigates the role of financial stress in triggering exchange rate volatility in
developing Asia, where instability in financial markets contributes to the extent of
exogenous shocks. We investigate volatility clustering in nominal exchange rate (NER) of
dollar-denominated domestic currencies of developing Asia. Using country-level monthly
time series data from 2006 to 2019 of NER and financial stress for seven representative
economies of developing Asia, namely, Philippines, Indonesia, Malaysia, India, Republic
of Korea, Singapore, and Thailand, we construct conditional volatility of returns. With
volatility clustering in dollar-denominated exchange rates, we find significant bi-directional
and predictive causality in exchange rate volatility and financial stress using vector
autoregressive model and test for Granger’s causality. Our findings corroborate with the
third-generation model of currency crises in the context of emerging economies. For
developing Asian nations, our study implicates the strength of the financial system
impacting the level and spread of stress, inducing exchange rate volatility. Our empirical
model propounds that though stress is driven by multiple factors, management of
exchange rate volatility in emerging economies will need to address problems not only in
the foreign exchange market, but also in other financial sectors.
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