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This study, considering structural change in the stock market, applies an
unresiricted time-varying correlation bivariate GARCH-M model to investigate
the effects of exchange rate depreciation on stock market retums in Taiwan
Evidence shows that correlation coefficients between stock returns and
exchange rate depreciation change over fime. Exchange rate depreciation

affects stock returns n

atively, which is consistent with the portfolio theory
and performance of the markets. Meanwhile, the volatility processes of the two
‘markets are dynamically related and investors ask for risk premium. The value
at risk measured by the covariance matrix of stock and foreign exchange market
retums provides significant evidence showing diversification benefit between
the two assets. Finally, the US stock market leads Taiwan stock market,
showing a contagion effect. Empirical analyses of the present paper suzgest
that, in addition to the US stock market performance, investors should consider
the depreciation effect on the stock market when making decisions in investing
Taiwan stock market, otherwise, it is not easy to reach the goal of retums. And,

finally, investors should not ignore the strategy of portfolio diversification.
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