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Asthe result of global financial liberalization there is atendency for increasing number of portfolio
INVESTMENT which in turn dominates the domestic financial market. This study aimsto elaborate the
effect of shortterm portfolio investment flows to the exchange rate. Using the method of Vector Auto
Regressive (VAR), this study employs quarterly data from 1997 to 2007.

The result shows that both real and nominal exchange rates are affected by the short-term portfolio
investment flows dominantly. In particular the short-term portfolio investment inflows strengthen the local
currency. Secondly, in other direction short-term portfolio investment flows al so affected by both real and
nominal exchange rate. Thirdly, the impact of shortterm portfolio investment flows to change of nominal
exchange rate is temporarily due to adjustment toward equilibrium, but not for real exchange rate.
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