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Abstract 

 

This paper contributes to the plethora of studies which looks at the significant effect of 

foreign portfolio investments (FPI) on the Philippine economic growth as represented by the 

Philippine peso exchange rate. This study used time-series month-end data of the Philippine 

foreign portfolio investments and the PHP exchange rate from the period of January 2005 to 

December 2014. In order to test the stationarity and heteroscedasticity of the time-series data, the 

paper used Augmented Dickey Fuller (ADF) test and LaGrange-Multiplier Test of ARCH Test 

and Exponential Generalized Autoregressive Conditional Heteroskedasticity (EGARCH), 

respectively. In addition, the paper employed the Granger Test for Causality in order to investigate 

the long-run dynamic relationship between the foreign portfolio investments and the PHP 

exchange rate.  

The results suggested that there is the changes in the PHP exchange rate have no significant 

effect on the Philippine FPI, and vice versa. The volatilities of the peso exchange rate did not 

provide any explanation of the movements of the foreign portfolio investments in the period taken. 

The results indicate that the Philippine exchange rate is not significant information in the policy 

creation pertaining to the foreign portfolio investments of the country. International finance theory 

suggests that foreign portfolio investment (FPI) flows are an inevitable outcome of investors 

wanting to invest across countries in order to diversify the risk of their portfolio and achieve higher 

returns. However, this variable is not affected by the changes in the exchange rate in the Philippine 

setting. This also implies that regulators and economic policy-makers may look at other 

macroeconomic variables that may explain the movements of foreign portfolio investments in the 

Philippines. 
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Introduction 

Because of the development and growth of financial markets from different countries, more 

and more investors are trying to find investment avenues and platforms from these foreign 

countries in order to increase their overall investment returns. This type of investment, referred to 

as foreign private investment has two components, namely: foreign direct investment (FDI) and 

foreign portfolio investment (FPI). FDI is more permanent in nature since the investment made by 

investors in this component is focused on providing business capital to create operations in the 

host country. The capital is used in creating business, buying real assets and expanding through 

acquisition. FPI on the other hand, often referred as “hot money”, is less permanent as compared 

to FDI. Broto, Diaz-Cassou, & Erce-Dominguez (2011) suggested that a way to enhance the 

economic well-being of a developing country is to increase the foreign capital inflow, that is, the 

FPI level. 

For some, the increasing level of foreign capital flows has been a source of concern since 

the foreign investor may find it difficult to determine which country to invest in since they may 

have to look at different country-level risks and other factors compared to putting their money in 

their home country. On the other hand, from the point of view of the country receiving the capital 

inflows from foreign investors, the portfolio flows are subject to reversals and volatility, thus, it 

can cause the country to experience new macroeconomic problems and challenges which may 

adversely affect its overall economic status (Dua and Garg, 2014). However, the overall tone of 

this paper is to look at the positive effects of the foreign portfolio investments and how it provides 

benefits to the economic well-being of a country. Previous studies reported the different benefits 

of having an increase level of FPI for a particular country. Beck et al. (2005) mentioned that 

corporations can attain better financial capital raising by having a good level of FPI in the stock 

markets. La Porta et al. (2000) & Bekaert and Harvey (2003) added that an increased FPI can result 

to an increase in the liquidity in the capital market. This is crucial in the economic activities of 

firms since they can have easier access to financing at a lower cost of capital. 

Furthermore, the international finance theory tells us that FPI flows going into a particular 

country are due to the idea that investors want to put their money outside their home country in 

order to manage risk by diversifying their investments and in theory, achieve higher returns. 

Multiple studies have reported the different benefits of diversifying investments by putting the 

funds into different markets and countries (Grauer and Hakansson, 1987; Harvey, 1991; and De 

Santis and Gerard, 1997). In case of the country obtaining this foreign capital from investors, the 

foreign capital inflow is an important factor in connecting the gap between the country’s need for 

foreign exchange to finance its current account deficit and the foreign investors wanting to 

diversify its surplus funds in order to obtain higher returns. Given the benefits of economic growth 

and financial market development, more and more developing and emerging countries have been 

creating policies and strategies in order to attract more foreign portfolio investments. According 

to Kaminsky and Schmukler (2003), Prasad et al. (2003), and Campion and Neumann (2004), 

countries can attract more foreign portfolio investments by providing incentives to the foreign 

investors. These incentives may include de-regulating activities in their domestic financial 

markets, and by liberalizing their capital account transactions and equity markets. In addition, the 

policy-making body of the countries can create policies that can reduce the transaction costs of 

these investments and also, reduce the quantitative limits of ownership and investments of the 

foreign investors. 
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Lastly, in relation to the topic of this paper, the portfolio investors also looks at the volatility 

of the host country’s exchange rate when trying to determine to invest their funds or not. A 

country’s exchange rate play a vital role in its international trade since this enables people to value 

goods and services, as well as to determine their investment valuation across different assets and 

locations. Given this major role, it is with utmost important to understand what factors can be 

affected by the exchange rates and/or factors that affects this variable in order to help people 

predict the changes of exchange rate, also known as exchange rate fluctuation (Ramasamy and 

Abar, 2015). Bleaney & Greenaway (2001) mentioned that the host country’s currency devaluation 

can attract more foreigners to invest since this can provide them higher return. With this, we can 

infer the relationship between the volatility of the host country’s exchange rate and the fluctuation 

of the foreign portfolio investments. 

The remainder of the paper is structured as follows: section 2 includes historical studies 

about the relationship between FPIs and macroeconomic variables that includes exchange rate. It 

also includes other studies that look at factors affecting the movement of the exchange rate. 

Presented in section 3 are the empirical methods used in the study and a preliminary analysis of 

the data gathered. Section 4 highlights the empirical findings, including the data preliminaries and 

the results based on empirical tests used. Lastly, section 5 provides conclusion based on the results 

obtained; includes results implications and future recommendation as well. 

 

Review of Related Literature 

The aforementioned discussion provides the overall benefits and effects of FPI in the 

economic well-being of a country. According to Evans (2002), the increased level of foreign 

portfolio investment provides the country an enhanced level of liquidity, specifically in the 

domestic capital markets. In addition, it facilitates the use of new products and financial 

instruments that helps in minimizing investment risks. Lastly, it also creates discipline and know-

how into the country’s domestic capital market. The below provides information as to the 

importance of FPI in a country’s economy. 

Previous studies looked at the different factors that may affect the fluctuation of the FPI. 

According to the study done by Kreicher (1980), the real interest rates movement has a significant 

relationship with the portfolio capital flows. The study investigated the empirical relationship 

between long-term portfolio capital flows and the real rate of interest for three European countries 

and the United States and found that real interest rates positively affect the FPI in the countries 

used in the study. In addition to this Verma et al. (2011) studied the relationship between the 

foreign capital inflows and interest rate volatility in India. The study used causality and co-

integration analyses in determining the factors affecting FDI and FII from 2000 to 2010. The paper 

reported that the capital inflows are not significantly affected by interest rate differentials. In 

addition, Waqas, et al., (2015) reported that foreign portfolio investment fluctuation and some 

selected macroeconomic factors are significantly related. The study confirmed that less volatile 

international portfolio flows is linked with macroeconomic variables such as currency 

depreciation, foreign direct investment, lower inflation, high interest rate and higher level of GDP 

growth rate of the host country. This implies that stable macroeconomic well-being of a country 

is an important factor for the foreign investors’ investment decision. 

This paper’s ultimate goal is to understand of the volatility of the PHP exchange rate can 

explain the movement of the Philippine foreign portfolio investments, and vice versa. According 
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to Darby, Hallett Ireland, and Piscitelli (1999) the exchange rate volatility provide significant 

influence on foreign portfolio investments. Carrieri, Errunza, and Majerbi (2006) also suggested 

the one should use nominal exchange rates rather than real exchange rates since the latter excludes 

the effect of inflation; nominal exchange rate provides a better indicator of foreign portfolio 

variability. Also, Bleaney & Greenaway  (2001) and Ersoy, (2013) found out that there exist an 

inverse relationship between exchange rate and foreign portfolio investments which implies that 

as the currency of the host country devaluates, foreign investors are acquiring local assets caused 

by the lower prices. On the other hand, using the quarterly real interest rate and exchange rate in 

Turkey for the period 1995 to 2009, Eratas and Oztekin (2010) examined the relationship between 

these variables using ARDL (autoregressive Distributed Lag) method. On the long term basis, the 

results show that there is a positive relationship between STFC and real interest rate, and negative 

relationship between STFC and exchange rate. However, in the short term basis, the paper found 

insignificant relation between STCF and real interest rate, and negative and significant relationship 

between STCF and exchange rate. Lasly, Onuorah and Akujuobi (2013) used Ordinary Least 

Square (OLS) model in examining the influence of macroeconomic variables, which includes 

exchange rate, on Nigeria’s foreign portfolio investments from 1980 to 2010. According to the 

study, the selected macroeconomic variables such as interest, inflation and exchange rates impact 

foreign portfolio investments positively. On the other hand, the other variables have negatively 

impact Nigeria’s FPI. 

 

Methodology 

This paper looks at the relationship between the Philippine Peso exchange rate and the 

foreign portfolio investments level of the Philippines from January 2005 to December 2014. 

Month-end time series data was obtained from Bangko Sentral ng Pilipinas’ website and other 

financial information databases (Bloomberg and Factset). The study determines if the future values 

of the foreign portfolio investments can be explained or predicted by the volatility of the Philippine 

Peso exchange rate and vice versa. 

First, since causality analysis will be employed in order to determine the causation between 

the PHP exchange rate and FPI, the study will first check the unit root properties of the time series 

variables. The Augmented Dickey Fuller test will be used to check the stationarity of the values. 

If non-stationary characteristic is present in any of the variables, the study will employ differencing 

method in order to convert the non-stationary variables into stationary. 

Second, since the study will employ time series data, Autoregressive Conditional 

Heterskedastic (ARCH) and exponential general autoregressive conditional heteroskedastic (E-

GARCH) will be used to check if these variables have an ARCH effect.  The model is said to be 

homoscedastic if ARCH affect does not exist as characterized by a p-value of above 0.05. ARCH 

is looks at the variance in the model; EGARCH is more concerned about the variance of the 

variances in the model used. Specifically on financial application and economic studies, the ARCH 

and E-GARCH models have been one of the most important tools in studying time series data, 

especially if the objective is to examine its forecast volatility. 

Lastly, in order to determine the causation between PHP exchange rate and FPI, the study 

used Granger Causality test. There are three results that can be obtained when using Granger test, 

namely: uni-directional, bi-directional and non-directional (where variables move in independent 

direction). The idea about this test is to determine if the prediction of the future value of a variable 
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(Y) can be done using the past values of another variable (X), taking into consideration the past 

values of (Y) (Granger, 1969). 

 

Results and Discussion 

Table 1: Descriptive Analysis of Time Series Data 

  
Exchange 

Rate 

Foreign 

Portfolio 

Investments 

Original   

Mean 46.244 -136.756 

Standard 

Deviation 
4.132 757.689 

Median 44.941 -150.027 

Minimum 40.360 -2373.571 

Maximum 56.160 2414.750 

Transformed  
Mean - -4.272 

Standard 

Deviation 
- 23.996 

Median - -12.247 

Minimum - -48.719 

Maximum - 49.140 

 

Table_ presents the Descriptive Statistics of the parameters of the study from Year 2005-

2014. To normalize the data, foreign portfolio investments was transformed using square root and 

logarithmic methods. After the transformation, the value of median (the central tendency when 

extreme values were treated with caution) became nearer to the actual mean. 

Exchange Rate has an average of 46.244 ± 4.132. This variable ranges from 40.360 to 

56.160. In addition, Foreign Portfolio Investments has an average value is -136.756 ± 757.689 

(transformed: -4.272 ± 23.996) and its minimum and maximum value is -2373.571 to 2414.750. 

  

Without Differencing With Differencing 

T-stat 
P-

value 
Interpretation Order T-stat 

P-

value 
Interpretation 

Exchange Rate -2.143 0.228 Non-Stationary 1 -12.085 0.000 Stationary 

Foreign Portfolio 

Investments 
-12.085 0.000 Stationary - - - - 

 

Stationary Testing was done using Dickey-Fuller Test wherein p<0.05 indicates that the 

data is stationary; otherwise non-stationary. Dickey-Fuller Test without Differencing (lag zero) 

presents a p-value above 0.05 on Exchange Rate which means that the values are non-stationary. 

Therefore, the differencing will be used. On the other hand, Foreign Portfolio Investments was 

stationary with p-values of 0.000. No differencing will be done for this variable. 

Using a Differencing technique, the non-stationary variable, which is the exchange rate, 

was tested again using Dickey-Fuller Test at first differencing. In STATA, the variable was 

converted with a “D1.” next to its variable name. After using first order differencing, the p-values 

of Foreign Portfolio Investments became 0.000 which means that the first order difference of 

Foreign Portfolio Investments became stationary. Therefore, first order difference this variable is 

stationary therefore, can be used for further analysis. 
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Figure 1: Time series line of Exchange rate before and after the Differencing 

      
Figure 2: Time series line of Foreign Portfolio Investments 

 
 

Collinearity was present on Exchange rate which means that the current value of this 

variable could have been affected by the values of the previous years. Through differencing, the 

variable is able to satisfy the assumption of stationarity.  

 

Table 2: The LaGrange-Multiplier Test of ARCH Test for Heteroscedasticity. 

  
Chi-square 

Statistic 

P-

value 
Decision 

Foreign Portfolio Investments 0.099 0.753 Homoscedastic 

 

Table 2 presents the preliminary test for heteroscedasticity of a time series model. In 

STATA, it is advisable to test first if the data has an ARCH effect or none. If the p-value is above 

0.05, null hypothesis is rejected and therefore conclude that there is no ARCH effect in the model 

which means that the model is Homoscedastic. Using the differenced values, the ARCH Effect 

was tested. That p-value of the model is above 0.05 which means that here is no ARCH effect. 
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Table 3: The EGARCH Test 

Parameters: 
Foreign Portfolio 

Investments 

Constant -0.055 

Coefficient 0.009 

P-value 0. 007 

ARCH   

EARCH 0.103 

p-value 0.512 

EARCH 

A 
0.061 

p-value 0.812 

EGARCH - 

p-value - 

All of the models are at first order difference 

 

The table above presents the EGARCH model of Exchange Rate and Foreign Portfolio 

Investments. The positive value of EARCH indicates that an unexpected increase in Exchange rate 

is more destabilizing on Exchange Rate than its unexpected or sudden decrease. However, if the 

magnitude is lower than its symmetric effect (EARCH_A) therefore, symmetric affect in Exchange 

rate dominates than its positive asymmetric effect. Foreign Portfolio Investments is significantly 

related to Exchange Rate with an inverse relationship. An increase in Foreign Portfolio 

Investments leads to a decrease in Exchange Rate of about -0.055 

 

Table 4: The Grange-Causality Test 

 

Table 4 presents the Granger-Causality of Exchange Rate to Foreign Portfolio Investments 

and vice versa. The model above shows that there is no granger causality between parameters. 

Therefore, there is no causal effect between exchange rate and foreign portfolio investments. 

 

Conclusion and Recommendation 

 

The development of the capital markets of emerging countries such as the Philippines has 

paved the way for the increasing inflow of capital investments from foreign investors globally. 

These FPI has been an important factor in improving the economic level of the host countries as 

explained by different benefits caused by these investment inflows. This paper examined the 

relationship between the Philippine Peso exchange rate and foreign portfolio level from the period 

of January 2005 to December 2014. The Augmented Dickey Fuller (ADF) test was utilized to 

check the stationarity of the variables used. The LaGrange-Multiplier Test of ARCH Test and 

Exponential Generalized Autoregressive Conditional Heteroskedasticity (EGARCH) was also 

used in order to determine the Philippine Peso exchange rate and FPI’s heteroscedasticity. Lastly, 

 Coefficient z-statistic P-value Decision 

Foreign portfolio investment    and  Exchange Rate 7.482 2.76 0.006 No Granger 

Causality Exchange Rate  and  Foreign portfolio investment     -0.003 -0.99 0.323 
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to examine the causation between the variables, the study used the Granger causality test on the 

Philippine exchange rate and foreign portfolio investment. Based on the results obtained from the 

empirical processes, the study found out that the exchange rate and FPI have no significant 

relationship. The historical movement of the exchange rate does not Granger-cause the future 

fluctuation of the Philippine FPIs for the period covered. 

Results of this study suggest that policy-makers may look at other macroeconomic 

variables that may significantly impact the level of FPI in the Philippines. In addition, the 

fluctuation of the FPI also does not influence the variability of the Philippine Peso exchange rate. 

Economists and policy-makers may look at other factors that may explain the volatility of the PHP 

exchange rate outside the level of FPIs. According to Ben Naceur, Bakardzhieva, & Kamar, (2012) 

and Jotikasthira, Lundblad, & Ramadorai, (2013), there were evidences that show that variability 

in exchange rate may be higher or more significant for some other factors such as bank lending 

and/or FDIs. To supplement this, the results may imply that foreign investors may be more 

interested on looking at other more preferred macroeconomic variables such as GDP per capita. 

Lastly, the results obtain may imply that foreign investors may see country risks such as exchange 

rate risk as a non-significant factor when deciding in their foreign investment decisions (Gard and 

Dua, 2014). Future researchers may try to look for other factors that that may significantly 

influence the movement of PHP exchange rate as well as the movement of the Philippine foreign 

portfolio investments. 
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