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JNeoHr Y.-M.

KaHanaaT eKOHOMIYHMX HayK, akyneTeT 6isHecy Ta iHhopmaTukuy, YHiBepcutet UCSI KyunHr, Manawsis

Myax Y.-X.

KaHanaaT EKOHOMIYHMX HayK, OOLEHT, (pakynsTeT eKoHOMIKY i 6i3Hecy, YHiBepcuteT Manansia Capasak, CapaBak, Manaisis
Icmain LL.

KaHOmnaaT eKOHOMIYHUX HayK, haKyneTeT AiNoBoro ynpasniHHs, TexHonoridHun yHiBepcuteT MARA, Menaka, Manansisa
BusHaueHHS BantoTHOro Kypcy 3a moHetapHoro mogesuito Divisia Ha npuknagi ®ininniH

AHoTauisi. Hn3bka eheKkTNBHICTb € OQHWM i3 HEBMPILLEHNX MUTaHb, LLO CTOCYIOTLCSA MOHETApPHOI Mogesni hopMyBaHHS BantoTHOrO
Kypcy. ®yHKList NONWTY Ha rpoLLi, LLIO He BiA3HAa4YaeTbCA CTabiNbHICTIO, MOXKe NOo3Ha4aTncs Ha edeKTMBHOCTI faHoi mogeni. OpHieto
3 MNPUYNH HECTabINbHOCTI (DYHKLiT MONUTY Ha rPOLUi € BUKOPUCTaHHS NPOCTOI MOHETAPHOI CYKYMHOCTI Npu ii ouiHLi. Y 3B’A3Ky
3 UMM MpuW OUiHLi MOHEeTapHOi Mofeni hOpMyBaHHS BalOTHOrO KypCy MOXX/IMBE 3acTOCyBaHHA MoOHeTapHoi mogeni Divisia
(Oisizis). Pesynstat gocnigkeHHs, NpoBegeHOro aBTopaMm CTaTTi, BKa3yloTb Ha iCHYlOYYy KOIHTerpauito MOHETapHNX OCHOB
mopeni [isisia Ta o6mMiHHOro Kypcy. Ha nigcTasi uporo 6yB 3po6neHunin BUCHOBOK, IO AN BU3HAYEHHS BaJIKOTHOIO Kypcy OS5
dininniH Moxxe 6yTN 3aCTOCOBaHO yCepeaHeHNI NoKasHK mogeni [isisis.

KntouoBi cnosa: Divisia; BanioTHUIA Kypc; MOHETapHa NosiTiKa; ycepeaHeHnin nokasHuk mogeni [isisis.

JNeoHr Y.-M.

KaHAMAAT 9KOHOMUYECKNX HayK, thakynsTeT 6usHeca n nHhopmatnkm, YHusepcuter UCSI KyunHr, Manaiisns

Myax Y.-X.

KaHAnaaT 9KOHOMUYECKMX HayK, OOLEHT, (hakynsTeET 3KOHOMUKN 1 6usHeca, YHusepcuteT Mananaus Capasak, Capasak, Mananans
WUcmaun LL.

KaHanaaT 3KOHOMUYECKUX HayK, hakynsTeT AenoBoro ynpasneHus, TexHonormdeckuii yHmsepceuteT MARA, Menaka, Manarnsus
OnpepeneHve BantoTHOrO Kypca Ha OCHOBaHMU MoHeTapHown mogenu Divisia Ha npumepe PununnuH

AHHoTauma. Huskas aheKTVBHOCTL SIBSIETCA OOHVMM N3 Hepas3pelLeHHbIX BOMPOCOB, KaCatoLMXCA MOHETapHON moaenu
dopMmpoBaHus BaniloTHOro Kypca. He otnmyaroascsa ctabunbHOCTHIO (PYHKLUMSA Cnpoca Ha AeHbr MOXET CKasblBaTbCa Ha
appekTMBHOCTU AaHHOW Mogenu. OQHON M3 NPUYMH HECTAbWUNBHOCTY (DYHKLMM Cnpoca Ha AeHbrn ABASETCA UCMOSb30BaHne
NPOCTON MOHETAPHOW COBOKYMHOCTW MpuW ero oueHke. B cBA3M ¢ 3TUM npu oLeHKe MOHETapHoOW Mopenu opmmnpoBaHns
BaJIIOTHOIO Kypca BO3MOXXHO NPUMEHeHe MoHeTapHol mogenu Divisia (Qnsnsusi). PesynstaTel McCnefoBaHns, NpoBeAEHHOro
aBTOpaMM CTaTbM, YKa3blBalOT Ha CYLLECTBYIOLLYIO KOMHTErpaLuio MOHETAPHbIX OCHOB Mogeny [usunans n obmMeHHoro kypca. Ha
OCHOBaHWK 3TOro 6bl1 CAENaH BbIBOA OTHOCUTENBHO TOMO, YTO ANS ONpefeNieHnst BalOTHOrO Kypca anst GuamnnuH MoXXeT 6bITb
NPYMEHEH YCpeaHEHHbIN nokasaTenb mogenu Anenaus.

KnioueBblie cnosa: Divisia; BanoTHbIN KypC; MOHeTapHasi NoMTIKa; YCpeAHEeHHbIN nokasartenb Mmogenv Avusnsuns.
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1. Introduction

Various economic activities and policy designs are inter-
connected with the exchange rate movements. As trade open-
ness induces economic growth (Poh et al., 2018), traceability
of exchange rate movements is critical as it may influence eco-
nomic growth as well as trade activities. For instance, the fluc-
tuations of China’s currency can cause external trade dispari-
ties (Gligori¢, 2011). Furthermore, to achieve financial sound-
ness, the reduction of tractability exchange rate regime is ne-
cessary (Stoica and Ihnatov, 2016). Consequently, the inves-
tigation of the factors determining the exchange rate move-
ments is of high importance. A remarkable model that tran-
spired in the 1970s to define exchange rates based on mo-
netary phenomena is the monetary exchange rate model. This
model requires money demand to serve as a channel of trans-
mission, and thus the key concern is to retain stability along
with a well-specified money demand function. Financial de-
regulation contributes to the instability of the demand for mo-
ney as the emergence of interest-bearing monetary assets
during this period generates various return rates. Therefore,
the conduct of the monetary model of exchange rate may be
affected by the unstable demand for money function.

To estimate a demand for money function, a conventio-
nal or a simple sum monetary aggregate is utilised. The simple
sum monetary aggregate has turned out to be flawed as the
construction of this money assumes that all monetary assets
with various monetary services carry equal weight. Converse-
ly, Barnett (1980) proposed Divisia monetary aggregates that
consider monetary services delivered
by different monetary assets. When
the Divisia measurement of money
was used for the estimations of de-

Different estimation methods were employed in previous
research such as panel cointegration (Basher and Wester-
lund, 2009), the nonlinear approach (Liew, 2009), the cointe-
grated structural vector autoregressive (Loria, Sanchez and
Salgado, 2010) and the Markov switching model (Wu, 2015).
The vast majority of those studies were carried out in deve-
loped countries. Pesaran and Shin (1999) and Pesaran
et al. (2001) originated the autoregressive distributed lag
(ARDL) procedure, which granted a beneficial approach to es-
timate the monetary exchange rate model by using a Divisia
monetary aggregate in the developing countries context like
the Philippines. The ARDL procedure also enables the de-
tection of cointegrating vectors with the existence of multiple
cointegration vectors (Nkoro and Uko, 2016). This procedure
is still a pragmatic approach used for the estimation in various
financial and economic studies (Waziri et al., 2018; Abaidoo,
2018; Okunade et al., 2018; Shakil et al., 2018). Monetary fun-
damentals also were found related to exchange rate using the
ARDL in Indonesia (Leong et al., 2018) and thus the investiga-
tion is sensible for the Philippines.

2. Description of data and methodology

Exchange rates are expressed in nominal terms as the
home country currency per one US dollar. The M2 is utilised
as the money measurement for money supply. Income is
proxied by the gross domestic product (GDP), while the mo-
ney market rate (MMR) is used as a proxy for the short-term
interest rate. The summary of variables and data used for the
estimation is provided in Table 1.

Tab. 1: Summary of variables and economic data

mand for money, stable demand Table Equation Variable Description Economic Data
for money functions was derived by Notation Notation : :
. EXC e Nominal exchange US-based nominal exchange Peso per US Dollar

Puah and Hiew (2010), Leong et al. rate rate
(2010) and Sianturi et al. (2017). The DSM2 dm Simple sum Difference of the Philippines M2 for both the
superiority of Divisia monetary aggre- money supply money supply and US money  Philippines and the USA
gates was also discovered by Lee et differential supply — —

| 2009) when performing a long- DDM2 dm Divisia money Difference of the Philippines M2 Divisia monetary
al. ( . p . 9 9 supply differential Divisia monetary aggregate aggregates for both the
run analysis for Malaysia and the and U.S. Divisia monetary Philippines and the USA
Philippines using the monetary mo- : aggregate _
del of exchange rate. The causality DRGDP dy R_eal income D|ffe_rence of the Philippines Re_a_l G!)P for both the

X s differential real income and US real Philippines and US. The
directed from the Divisia measure- income real term is obtained by
ment of money to the exchange rate dividing GDP to
was proved to be strong by Ghosh consumer price index.

DMMR dr Relative short- Relative nominal interest rate  MMR for both the

and Bhadury (2017). Considering the
outstanding performance of Divisia
monetary aggregates from the empi-
rical standpoint, a comparison of the
performance of the Divisia measurement of money to its sim-
ple sum counterpart in the monetary exchange rate model for
the Philippines is worth investigating.

The monetary transmission mechanism is emphasized
in the study of monetary policy by Puah et al. (2017). One of
the transmission mechanisms of monetary policy in the Phi-
lippines is the exchange rate channel, in which the execution
of inflation targeting relies on the evolutions of the exchange
rate. As market forces responsible for the determination of ex-
change rates, the Philippines needs to keep an eye on foreign
exchange market circumstances to prevent intense alterations
in exchange rates that may deteriorate the inflation targeting
performance (Guinigundo, 2008). Co-movement of the trends
of exchange rates and foreign exchange flows were identified
during the implementation of the strategy of inflation targeting
(Guinigundo, 2014). Consequently, it is critical to classify the
movements of exchange rates for the Philippines via the mo-
netary model of exchange rate. The ASEAN-5" panel monetary
model of exchange rate was derived by Tunggal et al. (2018).
However, the extent to which the monetary fundamentals can
determine the exchange rate for individual country can only be
identified via the segregation of the data for the Philippines.

1 ASEAN stands for Association of Southeast Asian Nations, in which
ASEAN-5 comprises Indonesia, Malaysia, Singapore, the Philippines and
Thailand.
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term interest rate
Source: Compiled by the authors

Philippines and the USA.

The quarterly data utilised ranged from 1987Q1 to
2016Q4. The rationale to employ 1987Q1 as the com-
mencement period for the estimation was due to the rea-
son that the Philippines underwent a momentous external
economic situation, which was characterised by accelera-
ted imports and industrial growth at the end of 1987 be-
cause of world crude oil price reductions (Solon and Floro,
1993). Different issues of the International Financial Statis-
tics Yearbook, the CEIC? database and the Federal Reserve
Bank of St. Louis were used to source the data required for
the study. All data is expressed in a natural logarithm, ex-
cluding the interest rate.

The monetary model of the exchange rate fundamental
equation is expressed as (Neely and Sarno, 2002):

e, = (m-m)) - (by,-b'y,) + (cr,-¢'r)) . 1)

To ensure the assumption of purchasing power parity
(PPP) holding continuously in the long run, Equation (1) is re-
written as:

e,:/}O(m,—mf)—ﬂz(y[—yf)+/33(r,—1‘,*)+/1/, (2)

2 The CEIC data represents the data compiled by the Euromoney Institu-
tional Investor Company.



where m, is the M2 money sup-
ply, y, designates real GDP, and i,
denotes MMR. For m , Model 1 em-
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Tab. 2: The Philippines bounds test for cointegration results

ploys the simple sum M2 monetary

aggregate, whereas Model 2 utilises

Models F-statistic [Lag Order]
Model 1: LEXC, LDSM2, LDRGDP and DMMR 3.3183 [5]
Model 2: LEXC, LDDM2, LDRGDP and DMMR 3.6582 [5]

the Divisia M2 monetary aggregate.

Critical values bounds of the F-statistic: unrestricted intercept and no trend (k=3)

The nominal exchange rate is indi- Significant Level

Pesaran Critical Values Narayan Critical Values

cated by ¢,. The asterisks represents

. X 90% level
the corresponding variables for the 95% level
foreign country, which is US. 99% level

The long-run relationship bet-
ween the variables is examined by
using the restricted ARDL model of
Equation (2), which is formulated in
the following equation:

q,

P %
Ae =y, 4t Z RRTAC Z Vi Admy; )y 3 Ady,
P 0 0 (3)

q
+Zi=30 Piai Adr, ;+ 0, e+ 0, ,dm,  + 01y3dy1_1+ 0y 4dr,, Ty,

where A depicts the first difference operator, y, stands for
the drift component and u, designates the residual of white
noise. dm , dy, and dr,. exemplify the money supply differen-
tial, the real income differential and the relative short-term in-
terest rate, respectively.

The estimated cointegration model of Equation (3) is used
to generate the lagged correction term (EC ) in the error-cor-
rection model as follows:

9,

4 T
Ae =y * Z Bt z P Bdme T ) 7y 5 Ady,,t
i=1 i=0 i=0 4)

a3 .
+Zi¥071‘4[ Ad’l-i+(plEC1-l +,Ll“ ’

where the speed of adjustment to correct the disequilib-
rium in the short run to attain long-run equilibrium is evalua-
ted by using a parameter of ¢ . The value of ¢ falls in the range
from -1 to 0. If a statistically significant EC , is found, a long-
run causality running from the explanatory variables towards
the dependent variable prevails.

1(0) 1(1) 1(0) 1(1)

2.72 3.77 2.823 3.885
3.23 4.35 3.363 4.515
4.29 5.61 4.568 5.960

Notes: Critical values are obtained from Pesaran et al. (2001), table Case Ill: unrestricted
intercept and no trend as well as Narayan (2005), table Case llI: unrestricted intercept and no
trend. The lag length selection is based on the Schwartz Bayesian Criterion (SBC).

Source: Compiled by the authors

values for Models 1 and 2 are 3.3183 and 3.6582, respectively.
These values are smaller than those by Pesaran et al. (2001) and
Narayan (2005) with critical values at the 5 percent significant le-
vel, indicating a long-run relationship between the variables does
not exist.

However, a better way to ascertain cointegration is through
the error correction term (EC), in which the EC must be signi-
ficant and the sign of the coefficient of the EC must be nega-
tive (Kremers et al., 1992). Consequently, the error correction
model is used to reconfirm the presence of a long-run rela-
tionship between the variables. The estimates of the short-run
coefficients are presented together with the lagged EC (EC )
in Table 3.

The lagged ECs for Models 1 and 2 are statistically sig-
nificant at the 5 percent level. All the lagged ECs also pos-
sess negative signs of coefficients. Accordingly, we conclude
that cointegration relationships exist among the variables in
each model. The estimated coefficient of the EC for Model 1
is -0.03. This value indicates that about 3% of the previous
period disequilibrium in Model 1 is corrected in the current
period. The speed of adjustment of Model 2 is relatively faster
than Model 1 with a value of -0.04. Thus, about 4% of the dis-
equilibrium in the previous quarter is corrected in the current
quarter. The results of the diagnostic tests are also presen-
ted in Table 3. Both models passed all the diagnostic tests.
In addition, both models were also stable when CUSUM and
CUSUMSAQ were applied.

3. Empirical Findings

As the ARDL approach per-
mits the variables under estima-
tion to have different orders of in-
tegration, unit root testing is not
compulsory for the estimation of
the ARDL approach. Neverthe-

Tab. 3: ARDL estimates and model diagnostic tests results

Model 1 (5,1,5,0)
Panel (i): ARDL Estimates

Model 2 (5,0,5,1)

less. a unit root test is conduc- Regressors Coefficients t-statistics Regressors Coefficients t-statistics
ted ’t ifv th iabl t AConstant 0.0271 0.6579 AConstant -0.0387 -0.8365
ted to verify the variables are no ALEXC 4 -0.1566%* -2.1980 ALEXC ¢4 -0.2512%%% -3.1760
in I2), which can affect the validity ALEXC ¢, -0.3020%%* -4.0433 ALEXC ¢, -0.3636%** -4.3824
of the Computed F-statistics pro- ALEXC .3 -0.2691%** -3.3210 ALEXC .3 -0.3576%** -3.8072
. KKK Xk %k
vided by Pesaran et al. (2001) and ALEXC 14 0.4724 5.8104 ALEXC 4 0.4884 5.2458
ALDSM2 -0.2476%** -5.6517 ALDDM2 0.0103 1.3135
Narayan (2005) (Akmal, 2007). The a1 prGDP -0.6745%* -13.0866 ALDRGDP -0.8700%** -21.3546
Augmented Dickey-Fuller test and ALDRGDP -0.1945%%* -2.7785 ALDRGDP ¢4 -0.3122%%* -4.0247
Y
the Phillips-Perron test were per- ALDRGDP  , -0.2050%%* -3.0248 ALDRGDP ., -0.2897%%* -3.7824
S ALDRGDP 3 -0.2439%%* -3.6045 ALDRGDP 3 -0.3061%%* -3.9305
forn;(z? in thlfnsmdd% aqd;?eﬁwas ALDRGDP (.4 0.5184%%x* 8.0182 ALDRGDP .., 0.5215%%% 6.8518
no variable aetected®. There- ADMMR -0.0013* -1.7686 ADMMR 0.0001 0.0635
fore, the ARDL approach is eligible ECiy -0.0299* -1.8632 ECty -0.0402* -1.8554

Panel (ii): Diagnostic Tests for ARDL Estimation Results
3.8492 [0.427]
0.0078 [0.930]

for estimation.
The preliminary findings of
long-run relationship were

Serial Correlation
Functional Form

Serial Correlation
Functional Form

2.6441 [0.619]

the 0.0385[0.844]

h o . Normality 0.4784 [0.787] Normality 2.4973 [0.287]
identified using the bounds test. Heteroskedasticity 1.4654 [0.226] Heteroskedasticity 1.2885 [0.256]
At this stage, the F-statistic is used CUSUM Stable CUSUM Stable

CUSUM of Squares Stable CUSUM of Squares Stable

to identify the presence of cointe-
gration between the exchange rate
and the monetary fundamentals.
The results of the bounds test are
presented in Table 2. The F-statistic

Notes: The Regressor is LEXC. Asterisks (***), (**) and (*) indicate null hypotheses and are rejected
at the 1%, 5% and 10% significance levels, respectively. Serial Correlation denotes the Lagrange
Multiplier (LM) test of residual serial correlation while the Functional Form designate Ramsey’s RESET
test utilising the square of fitted values. The Normality test is based on skewness and kurtosis of
residuals tests. The Heteroskedasticity test is based on the regression of squared residuals on squared
fitted values. The figures in (...) and [...] represent the lag length selection based on SBC criteria and
probabilities, respectively.

3 To conserve space, the unit root tests
results are not presented here but can be

made available upon request. Source: Compiled by the authors

Leong, Ch.-M., Puah, Ch.-H., & Ismail, Sh. / Economic Annals-XXI (2018), 172(7-8), 9-13

11



WORLD ECONOMY AND INTERNATIONAL ECONOMIC RELATIONS

Since long-run relationships exist
in the monetary models, the estimation
of the long-run parameters was carried

Tab. 4: Estimated long-run coefficients

) Model 1 (5,1,5,0 Model 2 (5,0,5,1

on. The results of the eStlmated Iong-run Regressors Coeffi(Eie’nt’s, )t-statistics Regressors Coeffic(ie;lt; - )t-statistics
coefficients are presented in Table 4. The Constant 0.9068 0.6177 Constant -0.9623 0.9178
results of Model 1 show that LDRGDP is LDSM2 0.1666 1.0536 LDDM2 0.2563** 2.2490
Statistica”y Signiﬁcant at the 1 percent LDRGDP -0.7268*** -3.0192 LDRGDP -0.7987**x* -3.9771
level. On the other hand, LDSM2 and DMMR -0.0427 -1.5740 DMMR -0.0544* -1.7502

DMMR are insignificant although the es-
timated sign of the coefficient is correct.
For Model 2, LDRGDP is statistically sig-
nificant at the 1 percent level. LDDM2 is
statistically significant at the 5 percent
level and DMMR is statistically signifi-
cant at the 10 percent level.

When comparing Models 1 and 2, all of the exchange rate
determinants in Model 2 are significant. Therefore, Model 2
can be used to explain the exchange rate movement in the
Philippines. The superior performance of Divisia money is
consistent with the findings of Lee et al. (2009). The monetary
model of exchange rate is expressed as:

e, =-0.9623 + 0.2563(m, - m;) - 0.7987(y, - y;) - 0.0544(r, - 7). 5)

Based on Equation (5), the signs of the coefficients for the
money supply differential and the real income differential are
consistent with a priori theory of the mo-
netary model of exchange rate. If the local
money supply is relatively higher than its
foreign counterpart, the local currency will
depreciate. Thus, the money supply diffe-

Notes: The Regressor is LEXC. Asterisks (***), (**) and (*) indicate null hypotheses and
are rejected at the 1%, 5% and 10% significance levels. The figures in (...) represent
the lag length selection based on SBC criteria.

Source: Compiled by the authors

The direction of causality between the variables in the
short run is carried out for Model 1 and Model 2 using the
Granger causality test. The results of the Granger causality
test are presented in Table 5. For Model 2, only LDRGDP ex-
hibits an impact on the exchange rate in the short run. On the
other hand, LDSM2, LDRGDP and DMMR do Granger cause
LEXC in the short run in Model 1.

4. Conclusions

The long-run validity of the monetary exchange rate model
indicates that monetary fundamentals can serve as important
determinants for the exchange rate and can be used as stabili-
sation tools for the exchange rate by the monetary authorities of
the Philippines. Also, market participants can use these macro-
economic variables to monitor the exchange rate movement.

Tab. 5: Philippines Granger Causality Test Results

Dependent Variable: LEXC

rential is positively related to the exchange

¢ ) Model 1 Model 2
;?te' A one perc«lant mcrleazetln thg 2rg|(?3- F-statistics [p-value] F-statistics [p-value]
lve money supply can 'ead 1o a o. LDSM2 31.9413 [0.000]*** LDDM2 1.7253[0.189]
percent depreciation of the exchange rate. LDRGDP 8.8722 [0.003]*** LDRGDP 17.3465 [0.000]***
The negative sign and the size of the coef- ) ) : :
DMMR 3.1279 [0.077]* DMMR 0.0040 [0.949]

ficient for the real income differential sig-
nify that a one-percent increase in relative
real income can lead to the appreciation
of the exchange rate by 0.7987 percent.
When relative real income rises, there is
an excess demand for local money sup-
ply. Local residents tend to reduce their expenditure in order
to increase real money balances and subsequently prices will
be reduced until money market equilibrium is achieved. Then,
local currency appreciates.

For the relative short-term interest rate, the increase in
the domestic interest rate contributes to the reduction of
demand for money as the inflation rate is expected to in-
crease.

Expenditure and prices will increase and therefore do-
mestic currency depreciates. The negative sign of the rela-
tive interest rate is inconsistent with a priori theory of a flexi-
ble-price monetary model and designates that the prices are
sticky in the short run. A one-percent increase in the rela-
tive short-term interest rate, the exchange rate will appre-
ciate by 0.0544 percent. When the money supply falls, the
short-term interest rate rises as prices are sticky. The sen-
sitivity of the interest rate* justifies the usefulness of Divisia
monetary aggregates in the Philippines since the alterations
of asset holdings are reflected in Divisia monetary aggregate
via the opportunity costs.

Due to the existence of the sticky-price effect via the rela-
tive short-term interest rate, Model 2 can be considered as a
sticky-price monetary model although the flexible-price mo-
netary model was initially proposed. Therefore, the sticky-price
monetary model that applied the Divisia monetary aggregate
emerged as the most parsimonious model used to explain ex-
change rate movements in the Philippines.

4 Capital inflows such as short- and long-term credits as well as currency
transactions are interest-sensitive bank flows in East Asia and are the main
constituents of the capital inflows in the Philippines (Cavoli and Rajan, 2009).
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Notes: Asterisks (***), (**) and (*) designate null hypotheses and are rejected at the 1%,
5% and 10% significant levels. The figures in [...] represent the probabilities.

Source: Compiled by the authors

Besides, as the exchange rate is linked to the monetary
fundamentals, in the long run, the authorities may consider
the use of monetary fundamentals to determine exchange
rate movements for monitoring inflation targeting. Through
the exchange rate channel, the exchange rate is used to af-
fect the weighted domestic oil price and the average peso
price of non-oil imports, in which these prices possess posi-
tive effects on the inflation rate (Guinigundo, 2008).

The positive sign of the money supply differential for the
Philippines designates that the domestic currency will depre-
ciate if there is a rise in domestic money supply relative to its
US counterpart. To strengthen the domestic currency, mone-
tary contraction should be implemented for the Philippines.

The Divisia monetary aggregates that emerged during
the era of financial liberalisation and innovation outperformed
the simple sum monetary aggregates in explaining the ex-
change rate for the Philippines. This is because the capital
inflows in the Philippines were characterised by the interest-
sensitive bank flows (Cavoli and Rajan, 2009). As a result, fi-
nancial market participants who are interest-sensitive tend
to hold higher return assets by substituting lower return as-
sets with higher return assets. Divisia monetary aggregates
that assign different weights for monetary assets based on
the opportunity costs can better elucidate the characteristics
of an interest-sensitive market and have become significant
for the Philippines. Hence, authorities may wish to consider
the use of Divisia monetary aggregates as an alternative mo-
ney measure in approximating the exchange rate for the Phi-
lippines. The superiority of Divisia monetary aggregates also
sheds light on the value of monetary targeting instead of other
targeting tools for monetary policy in the Philippines.
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