ASEAN-5 MONETARY INTEGRATION: THE G-PPP
AND GRAVITY MODELS ANALYSIS

LUKMAN HAKIM

DOCTOR OF PHILOSOPHY
UNIVERSITI UTARA MALAYSIA
2011



ASEAN-5 MONETARY INTEGRATION: THE G-PPP
AND GRAVITY MODELS ANALYSIS

A Thesis Submitted to the Awang Had Salleh Graduate School of Arts and Sciences,
Universiti Utara Malaysia (UUM), in fulfillment of the requirement for the degree of
Doctor of Philosophy in Department of Economics

By

Lukman Hakim
S.E, 1994, Universitas Gadjah Mada, Yogyakarta, Indonesia
M.Si, 2000, Universitas Gadjah Mada, Yogyakarta, Indonesia
Ph.D, 2011, Universiti Utara Malaysia, Kedah Darulaman, Malaysia

Supervisor
Dr. Jauhari Dahalan
Associate Professor of Economics

August 2011

College of Arts & Sciences
Universiti Utara Malaysia

© 2011, Lukman Hakim






PERMISSION TO USE

In presenting this thesis in fulfillment of the requirements for a postgraduate degree
from Universiti Utara Malaysia, | agree that the University Library may make it
freely available for inspection. | further agree that permission for the copying of this
thesis in any manner, in whole or in part, for scholarly purpose may be granted by my
supervisor Assoc. Prof. Dr. Jauhari Dahalan or in their absence by the Dean of
Awang Had Salleh Graduate School of Arts and Sciences. It is understood that any
copying or publication or use of this thesis or parts thereof for financial gain shall not
be allowed without my written permission. It is understood that due recognition shall
be given to me and to Universiti Utara Malaysia for any scholarly use which may be

made of any material from my thesis.

Request for permission to copy or to make other use of materials in this thesis, in

whole or in part, should be addressed to:

Dean of Awang Had Salleh Graduate School of Arts and Sciences
UUM College of Arts and Sciences
Universiti Utara Malaysia
06010 UUM Sintok
Kedah Darul Aman



ABSTRACT

Economic integration has become an important issue for ASEAN countries. ASEAN
Charter was formed in 2008 as the basis of the implementation of the ASEAN free
trade area in 2015. This leads to the readiness of the ASEAN 5 to implement
economic integration. According to the optimum currency area (OCA) theory, the
economic integration does not ignore the similarity of monetary transmission
mechanism and financial market performance. This thesis assesses the
implementation of economic integration in ASEAN 5 especially viewed from the
point of the monetary transmission mechanism and financial market performance.
There are four objectives of this thesis, (1) evaluating the feasibility of ASEAN 5
countries to implement the optimum currency area using generalized purchasing
power parity (G-PPP) model, (2) estimating the monetary transmission mechanism
pattern on ASEAN 5 countries using monetary condition index (MCI), (3) estimating
the financial market performance pattern on ASEAN 5 countries using the financial
condition index (FCI), and (4) analyzing the effect of monetary transmission
mechanism (MCI) and financial market performance (FCI) on ASEAN 5 economic
integration using gravity model. Several techniques are employed in the analysis.
Johansen cointegration techniques are used to estimate the G-PPP model. The results
show that the G-PPP hold, which means that the OCA can be applied in ASEAN 5.
Vector Error Correction Model (VECM) is employed to determine the weights of
MCI and FCI. The MCI explores interest rate and exchange rate channels on
monetary transmission. The result exhibits that Indonesia and Thailand have similar
pattern of monetary transmission with the interest rate exerts stronger influence than
the exchange rate channel. While in Malaysia, Philippines and Singapore the effect
of exchange rate is more dominance than interest rate. The FCI explores money,
exchange rate, credit, and stock market. The results show that Thailand, Indonesia
and Malaysia have similar pattern of financial market condition with foreign
exchange rate market exert stronger influence than the other markets. In the
Philippines the money market is more dominance than other markets, while
Singapore is dominated by credit and stock market. Static and dynamic panel data
analyses are employed in the gravity model. The Gravity model explores the
international trading relationships among countries. The core properties of gravity
model are export, GDP, GDP/capita and inter countries distance. Dummy variables
represent common language, land border, and augmented the indexed variables which
consist of MCI and FCI. The results indicate that MCI and FCI could support the
possibility of ASEAN 5 economic integration. The finding is in accordance with the
theory that states if the OCA is adopted, then the monetary policy will be ineffective.
Instead, financial condition will support economic integration.



ABSTRAK

Integrasi ekonomi telah menjadi wacana yang penting bagi negara-negara ASEAN.
Piagam ASEAN dibentuk pada tahun 2008 sebagai asas pelaksanaan kawasan
perdagangan bebas ASEAN pada tahun 2015. Ini mengarah pada kesediaan ASEAN
5 untuk melaksanakan integrasi ekonomi. Menurut teori daerah mata wang optimum
(OCA), integrasi ekonomi tidak mengabaikan persamaan mekanisme penghantaran
kewangan dan prestasi pasaran kewangan. Tesis ini menilai pelaksanaan integrasi
ekonomi di ASEAN 5 terutamanya melihat dari sudut mekanisme penghantaran
kewangan dan prestasi pasaran kewangan. Ada empat tujuan tesis ini, iaitu (1)
menilai kelayakan negara ASEAN 5 untuk melaksanakan kawasan mata wang yang
optimum dengan menggunakan model pariti kuasa beli umum (G-PPP), (2)
menganggarkan pola mekanisme penghantaran dasar kewangan di negara-negara
ASEAN 5 menggunakan indeks keadaan kewangan (MCI), (3) menganggarkan pola
prestasi pasaran kewangan pada negara ASEAN 5 menggunakan indeks keadaan
kewangan (FCI), dan (4) menganalisis pengaruh mekanisme penghantaran kewangan
(MCI) dan prestasi pasaran kewangan (FCI ) integrasi ekonomi di negara ASEAN 5
menggunakan model graviti. Beberapa teknik ekonometri digunakan dalam kajian
ini. Teknik kointegrasi Johansen digunakan untuk menjangka model G-PPP. Hasil
kajian menunjukkan bahawa G-PPP, yang bererti bahawa OCA boleh diterapkan di
ASEAN 5. Vektor Model Koreksi Kesalahan (VECM) yang digunakan untuk
menganggarkan MCI dan FCI. MCI menghitung kadar bunga dan kadar pertukaran
pada penghantaran kewangan. Hasil kajian menunjukkan bahawa Indonesia dan
Thailand mempunyai pola penghantaran kewangan yang sama di mana kadar bunga
lebih kuat daripada saluran nilai tukar. Sementara itu, di Malaysia, Filipina, dan
Singapura pengaruh kadar pertukaran wang lebih kuat daripada kadar bunga. FCI
menjelajah wang, kadar pertukaran, kredit, dan pasaran saham. Hasil kajian
menunjukkan bahawa Thailand, Indonesia, dan Malaysia mempunyai corak keadaan
pasaran kewangan yang sama di mana pasaran pertukaran mata wang asing lebih kuat
berbanding pasaran lain. Di Filipina pasaran wang lebih kuat daripada pasaran lain,
sedangkan di Singapura kredit dan saham menguasai pasaran. Analisis panel data
statik dan dinamik digunakan pada Model Graviti. Model Graviti meneroka
hubungan perdagangan antarabangsa di antara negara. Pembolehubah dari model
graviti adalah eksport, GDP, GDP/kapita, dan jarak antara negara. Pembolehubah
dummy terdiri daripada bahasa yang sama, sempadan tanah, dan menambah
pembolehubah indeks yang terdiri daripada MCI dan FCI. Hasil kajian menunjukkan
bahawa MCI dan FCI boleh menyokong kemungkinan integrasi ekonomi di negara
ASEAN 5 (tetapi tanda MCI adalah negatif, dan positif untuk FCI). Penemuan ini
sesuai dengan teori yang menyatakan bahawa jika OCA dipakai, maka dasar
kewangan akan tidak berkesan. Sebaliknya, keadaan pasaran kewangan akan
menyokong integrasi ekonomi.
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CHAPTER 1
INTRODUCTION

1.1 Background of the Study

The Association of Southeast Asian Nations (ASEAN) is a regionally-based
international organization with ten members. ASEAN was created in 1967 with five
members: Thailand, Singapore, Malaysia, Indonesia and the Philippines. In addition
to the five original members, Brunei joined in 1984, Vietnam in 1995, Lao PDR and
Myanmar (Burma) in 1997 and Cambodia in 1999. In 2008 or the 40" anniversary,
the ten ASEAN members signed a charter. The charter is a stronger agreement
between member countries to cooperate. With the implementation of this charter, the
cooperation between ASEAN countries, which was originally very loose, will
become closer. The charter will be the basis of the implementation of ASEAN free

trade in 2015.

The total combined population of all ten ASEAN countries is more than
500,000,000 people with an average per capita GDP of USD 1,150. As a large
country, Indonesia has a population of about 210,000,000 people, the fourth largest in
the world. Countries with a population of approximately 60-90,000,000 are
Myanmar, the Philippines, Thailand and Vietnam. Malaysia and Cambodia are about
20-30,000,000 people. Meanwhile, the population of Singapore and Laos is about
five million each, while Brunei is under one million inhabitants. The size of
population of the member country is proportional to the area of the respective

country.
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